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REVENUE ACT OF 1942

THURSDAY, JULY 23, 1942

UNITED STATES SENATE,
COiMr1TEE ON FINANCE,

Washington, D. C.
The committee met at 10 a. m., pursuant to call, in room 312,

Senate Offie Building, Senator Walter F. George (chairman) pre-
siding.

The CTAIR IAN. The committee will please come to order. The
committee has before it the 1942 revenue bill, H. R. 7378. The
Secretary of the Treasury is here this morning. Mr. Secretary, we
will be pleased to hear from you first, and till questions will be de-
ferred until you have finished your statement, if that is agreeable
to you.

STATEMENT OF HON. HENRY MORGENTHAU, JR., SECRETARY OF
THE TREASURY, WASHINGTON, D. 0. (ACCOMPANIED BY DANIEL
W. BELL, UNDER SECRETARY OF THE TREASURY, AND RAN-
DOLPH E. PAUL, SPECIAL TAX ADVISER TO THE SECRETARY OF
THE TREASURY)

Secretary MOnOENTIHAU. Mr. Chairman, and members of the com-
mittee: You will recall that in his Budget message of January 5,
President Roosevelt asked for additional taxes for the fiscal year
1943, exclusive of social security taxes, of $7,000,000,000. On March
3, 1 appeared before the Committee on Ways and Means of the House
and presented recommendations for a tax program to produce $7,-
600,000,000 in additional annual revenue from taxes. On May 6, I
wrote a letter to the chairman of the Committee on Ways and Means
recommending it reduction in personal income-tax exemption to pro-
duce approximately $1,100,000,000 more revenue. These two recom-
mendations together involved a tax program of $8,700,000,000 of
additional revenue. These amounts represented what I believed, and
still believe, was the very least that the American people could afford
to provide.

Itis only against the background of our war expenditures that
we can tell whether the revenue bill before you will fulfill its pur-
pose. We are now spending $150,000,000 a day or almost $5,000,-
000,000 a month. In the fiscal year that is beginning we expect to
spend the almost inconceivable sum of $77,000,000,000 to win this war
for human freedom.

There can be no compromise with these war expenditures. We
would not reduce them if we could. Our whole effort must be to trans-
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late our spending as fast and as effectively as possible in the actual
production and use of our war materials. If our expenditures this
year reach $77,000,0C0,000, our receipts in revenue from the people
inustbear some reasonable relationship to that colossal figure. If the
House bill were to become law it would be necessary to borrow from
the public during this fiscal year about $53,000,000,000. To the ex-
tent that we enlist our current income in taxes to cut down this bor-
rowing, we shall be protecting the future economic soundness of our
country and our free institutions. To the extent that we fail, we shall
be endingering the survival of all that we are fighting to preserve.

It is interesting to remember that only 2 years ago, in the fiscal year
1941, we were devoting only about 7 percent of our national income
to defense expenditures. In the present fiscal year we shall be spend-
ing about half of our national income on the var. Thanks to the
foresight of President Roosevelt and the splendid cooperation of
Congress, we expect to devote to the war effort in our first complete
fiscal year of war a proportion of our national income roughly com-
Iarable to the proportion being spent by Canada and approaching that
being spent in Great Britain.

We get a different picture, however, if ive look at the percent of
expenditures financed through taxes in the three countries. In the
fiscal year 1941 Canada financed about 70 percent of all its expendi-
tures by taxation and in the fiscal year 1943 it expects to raise about
55 percent from taxes.

The United Kingd)m, in the fiscal year 1941, financed 44 percent
of all its expenditures by taxation, and in the fiscal year 1943 it expects
to raise 53 percent from taxes. In the United States, however, in-
cluding Federal, State and local governments, only 37 percent of all
fiscal 1943 Government expenditures would be financed by taxation
on the basis of the revenue bill now before you. It is clear that we are
substantially behind Great Britain and Canada in the proportion of
our expenditures which we are raising from taxes. Quite frankly,
I do not see why we should not do at least as well as Great Britain
and Canada.

TAXATION AND THE COST OF LIVING

Taxation does more than supply money to finance the war. It does

more than apportion the war burden now, once and for all, instead of
leaving it for further distribution through taxes after the war. War-
time taxation also plays an important part in preventing rapid and
continued increases in the cost of living. The President has an-
nounced a 7-point program for holding down the cost of living. Ceil-
ings have been placed on prices. This fact may have caused many
people to be unduly optimistic about the future 'of the cost. of living.
It cannot be too strongly emphasized that if the price ceilings are to
be maintained and rapid and continuous price rises avoided, the pres-
sure of the large and expanding vohume of consumer purchasing
power on the diminishing supply of goods must be reduced.

To reach a much larger volume of consumer purchasing power, the
bill now before you includes such a broad reduction of personal ex-
emptions that it will affect almost seven million individuals who have
never paid direct taxes to the Federal Government before. If this
section of the bill is passed as it stands, some thirty-one million income-
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tax returns will be filed in 1943, as against only 7,700,000 in 1940. For
the first time in our history the income tax is becoming a people's tax.

Taxes cannot, by themselves, win the battle against inflation. The
battle must be fought with determined and coordinated effort on many
fronts. Taxation can be fully effective in this battle only if it is ac-
companied by restraint and self-denial in other fields. Nevertheless
taxation by itself can make the price situation more controllable anti
less dangerous than it otherwise would be, and it is an essential ati-
inflationary weapon that must be uwed to the utmost. Inflation has
been well described as "the ruthless process whereby sacrifice is mi-
posed inectiitably upon a people who have lacked the unity, the courage
and intelligence to impose that sacrifice equitably upon; themselves."
It is for us to show that we have the unity, the courage and the
intelligence to check inflation now.

TREASURY Mi'M1iAM A MINIMUMl PIG1conM

The administration's revenue program was presented last spring as a
minimum. On March 3, when I first came before the Ways and
Means Committee, o1r totil1 contemlplated expenditures for the fiscal
year 1913 were $63,000,000.000. Since then they have risen by $14,000,-
000,000, and the total war appropriations, authiorizations and(t requests
for this and succeeding fiscal years have risen by $75,000,000,000. It
is true that the bill before you would produce by far the greatest
revenues in our history, and I would not wish for one ionlent to
minimize the task. performed by the Ways and Means Committee. Yet
this bill would provide only $6,300,000,000 additional revenue in place
of the $8,700,000,000 we recommended in the spring. It would fail
by about $2,400,000,000 to reach that minimum of last spring, which
is even more emphatically the very least we can afford to provide today.

In presenting its revenue program to the Committee on Ways and
Means, the Treasury outlined methods of taxation which it considered
most desirable and "appropriate to raise the required amounts. I still
believe that these proposals are sound and present the best sources
for a revenue program of this size. They are based upon the l)rinciple
of ability to pay, and they avoid such devices as a general sales tax,
which would fall with the greatest impact upon those least able to
bear the burden. The various provisions of the administration pro-
gram are well known and it is not necessary to repeat them here. I
should like, however, to emphasize certain points which I hope will be
most carefully considered by the committee.

1. Speiai p'vecs.-The revenue bill as it, stands violates the
basic principle of equity which is so important to an all-out war
finance program. It does this by leaving certain highly privileged
groups free from tax on large portions of their income.

The first of these especially favored groups are the recipients of
tax-free interest, from State and municipal securities. Exemption of
interest on State and local securities is a serious breach in our system
of taxing according to ability to pay. For example, in the case of
one individual out of a total reported income of approximately
$975,000, over $668,000 came from State and local securities. If the
bill as it passed the House should become law, this individual would
pay only $243,000; if, on the other band, your committee would adopt
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my suggestion and remove this pre-Pearl Harbor exemption, lie would
pay $832,000.

Senator BARKLEY. Let me ask you, Mr. Secretary, you emphasize
l)re-Pearl Harbor exemption. That was pre-World War No. I exemp-
tion as well as pre-Pearl Harbor, was it notl

Secretary MORoENTxAU. That is true.
Senator BARKLEY. In other words, this exemption privilege has been

one that has existed ever since the local securities were issued. I think
it is not quite fair to say that this exemption was a pre-Pearl Harbor
exemption. While that is true, all right, it has been an exemption for
years and years.

Senator 'VANDENBERG. It even has something to do with the Consti-
tution, does it not?

Senator BAnICLEY. I do not know about that. There is a constitu-
tional question involved, but I do not want to go into that.

Senator VAND.NBERG. That is very far back.
Senator BARKLEY. I doubt the wisdom of undertaking to create the

impression that this exemption which existed for a generation is justlimited to a pro-Pearl Harbor exemption. I do not see just what
Pearl Harbor has to do with it.

Secretary MOitonN'rAU. Well, Pearl Harbor, Senator Barkley, I
need not remind you, happened to be the date when we were attacked.

Senator BAURLF-r. Yes; I am familiar with that date. But the
point is that this is a matter that ought to be considered on its merits
and not on account of any particular date, it seems to me. I do not
quite see the relevancy of using Pearl Harbor as a date when this legal
exemption and privilege has existed from time immemorial, ever since
these securities were issued. I am not passing on the merits of, the
question of their taxation.

Secretary MOaoENTHAu. To answer your question or your criticism,
I happen to believe that beginning with Pearl Harbor on December 7,
and facing what we do, we have to change our entire mode of living
I just do not believe that the people should enjoy these special privi-
leges that they had prior to December 7 while we are calling on the
people of this country to make the sacrifices which they are going to
have to make to win this war. I believe that these few people should
be asked to give up these special privileges.

Senator B.IIKLE"Y. That is a question that goes to the merits of
the proposition, but the point that seems to me to be impotrant
involves the legality of undertaking to tax exempt securities that
have been exempt under our Constitution and laws from time im-
memorial, since they were issued.

It involves securities upon which the rate of interest wits fixed
according to the exemption, and a lot of questions enter into that
which bother ine. I am not attempting in any way now by my
question Mr. Secretary, to foreclose the question, or to preclude
myself from considering it on its merits wlen we get to it, but I
just frankly cannot quite comprehend the necessity of using any
particular date. We have all got to make more sacrifices, and we
are making more and wc have to make still more now than anybody
contemplates. but we have also got to keep in mind the question
of law, the question of the Constitution and the right of Congress
to deal with subjects which have been fixed in our law and in the
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Constitution of the United States for a long, long time, and I would
not want to vote to violate the law and the Constitution of this
country in order to make somebody sacrifice more than he would
sacrifice if he complied with the law and the Constitution.

Secretary MOIOENIITAT. Senator Barkley, any time that you, or the
chairman, or any other member of the committee wishes, we are
prepared to give the legal interpretation as to why we think that
this is possible and proper and ethical.

Senator VANDENBERG, T0he legality did not change beyond De-
cember 7.

Secretary M onaNT.mu. No.
Senator'VANDFNiriEBO. That is the point Senator Barkley made.
Secretary MOIUiENTHAU. As I say, when you get into the legal

question, the Treasury's attorneys are prepared to argue that point.
May I continue?
The CHAIRMAN. Yes.
Senator BAIrEY. I beg your pardon for interrupting.
Secretary MOIOENTHAU. That is all right.
Senator BARILEY. That thing kind of stuck in my craw there.
Secretary MOROENTIAU. If you do not mind my saying so, Pearl

Harbor kind of sticks in my craw, too.
Senator BAIRaLEY. I thinly both of our craws have been affected

very largely by Pearl Harbor.
Secretary MOIGOENTAU. May I continue'?
The CIAJMAN. Yes, sir. You may continue.
Secretary MOMoTN'mu. All right.
Let me 'put the illustration another way. If this exemption is

retained, lie would have $732,000 left after taxes; if it is abolished,
he would have $143,000 left.

The glaring unfairness of this exemption may be seen in another
way. "

Under the tax rates in the House bill, a person with a surtax
income of $100,000 froii other sources who holds a 3-percent tax
exempt security receives as nmch net return after taxes as from a
taxable security yielding 20 percent. The existence of this special
privilege for all holders of tax-free securities costs the Government
and the people of the United States under the House rates of tax,
about $200,000,000 a year; and it will cost 'still more as our wartime
taxes teml)t more and more wealthy individuals to shift their invest-
ments into the hide-out of tax-exempt securities.

How can we expect to obtain an all-out war effort from all our
people if we go on permitting a group of individuals and corpora-
tions owning $14,000,000,000 of State and local securities to go tax
free on the income from these securities. We are asking our young
men to give their lives for their country, and at the same time we
are alloing many wealthy persons, safe behind the lines, to escape
their fair share of the war's financial burden. At a time when we
are straining our energies to the utmost to defeat a powerful and
ruthless foe, common decency requires that we abolish these special
tax shelters, and do it now.

Another highly privileged group having large amounts of income
exempt from income tax are the owners of oil wells and mines. I
refer to those provisions of the law dealing with percentage deple-
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tion. Percentage depletion is a serious breach in our system of taxa-
tion according to ability to pay.

I cannot believe that the taxpayers of America would knowingly
sanction a provision of the law which allows owners of oil and gas
wells to deduct from their income 271/2 percent of their gross receipts
from such wells-not for 1 year, 2 years, or the period necessary to
return investment, but for an unlimited period. For example, a
leading oil company owned a number of oil properties which had
cost it $3,000.000. At the time the case was examined, percentage de-
pletion of $3,600,000 had already been allowed and the properties
still had three-fourths of the oil left.

Certainly we cannot justify this exemption on the ground that it
encourages exploration and drilling for oil. There is grave doubt
that it has a substantial effect on oil discovery. lft would have cost
the Federal Government about one-third as much to have paid all
the cost of every wildcat well that was drilled in 1941 as to have
allowed percentage depletion and the associated intangible drilling
expenses. The annual cost of these allowances under the proposed
rates would be about $200,000,000.

The privilege of filing separate income-tax returns furnishes an-
other example of special tax advantages to many married couples
having larger than ordinary incomes. In families in which the income
is earned partly by the husband and partly by the wife and in families
in which income-earning property can be divided between husband
and wife, the tax on the family income is less than where the hus-
band or wife receives the whole income. The family is the true eco-
nomic unit, and it is unfair for the amount of tax on the family to
vary depending upon who earns the income or upon who in the family
has income-producing property. Ability to pay taxes must be judged
in terms of family incomes and not the incomes of members of the
family. The failure to'require joint-income-tax returns constitutes
a violation of the fundamental principle upon which our tax system
has been based.

The adoption of mandatory joint returns would also eliminate an-
other discrimination prevailing under existing law. Married couples
living in the eight so-called community-property States receive fax
advantages which are in no way commensurate with any special rela-
tionship that may exist between husbands and wives in those States.
For example, take a family in which the husband has a salary of
$10,000 after deductions. If the family has its residence in, say,
Calif ornia, and files community-property returns, the family tax would
be $1,788, while if the family lives in, say, Iowa, the tax would be
$2,152 or over 20 percent more. The discrimination is even more pro.
nounced with larger incomes. In this national emergency, how can we
complacently permit the citizens of these community-property States
a more favorable tax status than those of the rest of the country?

These examples of special privileges are intolerable at a time like
this, when we are imposing heavy taxes on persons with small in.
comes and there is pressure for liimiting wages and farm prices. The
country is in greater danger today than ever before in its history.
The war is now in its most critical phase, and only by pulling to-
gether as a united people can we make the effort that will turn the
tide toward victory At such a time any special privilege for any
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group not only deprives the Treasury of revenue that is badly needed
or tie war effort, but hinders the war effort by undermining the

morale without which the war cannot be won.
2. Nxcess-profts tax.-Another similar hindrance to the prosecu-

tion of this "people's war" is the existence of excessive profits in war-
time, There is no easier way to stir the righteous anger o.f the Ameri-
can people than to let them hear constantly of excessive wartime
profits that are not being recovered by adequate taxation. I have
said repeatedly that we are determined to take the profit out of war,
and the Treasury's recommendations have been framed with this
determination in mind.

An effective excess-profits tax does much more than produce badly
needed revenue in time of war. It also reassures the masses of our
farmers and factory workers that industry is not being rewarded
unduly for its part in the winning of the war.

I do not believe that any patriotic American needs the "incentive" of
profits to produce for war at this time. Millions of our people are
willing to pay new and genuinely burdensome taxes, to buy war bonds
without stint, and to do without many of the accustomed luxuries
and even conveniences of daily life. Their only "incentive" is their
firm resolve to win this war and build a better future.

Experience has shown, however, that when excess-profits taxes are
too high they may result in extravagance and waste in the conduct
of business. It is vitally important that we stimulate business to
produce for war purposes as economically and efficiently as possible,
if for no other reason than to avoid a waste of war materials and
labor and to hold down the cost of the war to the Government.
Moreover, a post-war credit to industry will help toward the re-
building of our economic life. For these reasons we have recom-
mended a 90-percent excess-profits tax coupled with a 10-percent
credit for return to the corporation after the war. The credit
should, of course, be restricted in such a manner that it would be
used for the direct employment of labor, the conversion of plant to
peacetime business or for other uses promoting economic adjustment
and growth.

3. Tax on freight and exprexs.-Oae tax that would be imposed
by the bill beforeyou directly threatens the stability of prices. This
is the tax on freight and express which would atd to the cost of
producing and supplying practically every commodity and service.
In great numbers of cases the added cost would make it impossible
for businesses to continue to operate under the price ceilings which
have been imposed and the breaches in the price ceilings which
would thereby be caused would threaten the whole price structure.

Concluson.-I shall not attempt today to discuss the more tech-
nical aspects of the long and complex bill before you, nor to enlarge
further upon the subjects I have mentioned already. The Treasury
staff stands ready, as piways, to assist you in every way possible in
carrying out your difficult and responsible task. I should like, how-
ever, to make just one more appeal. Every day consumed in your
committee's workwill lose us substantial amounts of revenue under
the excise tax portions of the bill. Every day that can be saved in
enacting this bill will enable it to produce just so much more in
needed revenue. Every day saved will give our citizens additional

76
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time to adjust themselves to the impact of the most severe tax bill
in all our history.

I am discussing our tax problem with you today on broader
grounds than that of revenue alone. It is my conviction that the
people of this country want a courageous tax bill, and want it with
the least possible delay. They are ready for greater sacrifices than
some of us imagine. The overwhelming majority of them, I am
convinced want us in Washington to show a determination that is
worthy of their own. They will be critical of us only if we seem
to palter or haggle, or if we pay too much attention to the demands
of selfish groups, or if we seem'half-hearted in asking self-denial of
the people as a whole.

Our acceptance of sacrifice on the home front is a yardstick of our
determination to win the war. For this reason it is unthinkable to
me that we should be straining every effort on the fighting fronts
abroad and on the production line ut home, and at the same time be
anything less than all-out in the financing of the war effort. This
war, above all others, can be won only by hard fighting, by the
acceptance of risks and deprivations and 'by the united effort of
civilians and fighting men alike. In this kind of war a tax bill can
be a decisive battle. It could be lost by narrow vision and faulty
leadership. It can be won by boldness and courage. I am confident
that this committee will live up to its high responsibilities and keep
faith with a united people.

(The Secretary submitted the following chart:)
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The CHAIRMAN. Any questions, gentlemen?
Senator BARKLEY. Mfr. Chairman, I would like to make an addi-

tional observation following my interruption of the Secretary a
moment ago. You and I discussed this subject of tax-exempt securi-
ties outstanding on many occasions.

SecretIry MOROENTHAU. Yes, sir.
Senator RRKLEY. Both in public and in private.
Secretary MOROENTHAU. Yes, sir.
Senator BAnKLEY. And ,I think you know the feeling that I have

had about it. This is not a new subject. It lies been debated here
in every tax bill we have had for years, and before we got into the
war, so it is not a new problem that has arisen. Undoubtedly we
need the money and I am ready to vote to tax those securities if it
can be done legally, but I would not be willing to vote for an allegal
tax, if it is an illegal tax, just to get some money. There are a lot
of other places we can get it, if they are legal. I am open-minded on
the subject, and of course, will listen to the legal advice of the
Treasury. We have gone along here for years and years taxing
securities. We have taxed the incoming Federal securities and secur-
ities to be issued ii the future, and I think it is fair to say if there
had not been a legal doubt in the mind of Congress as to whether it
could tax outstanding local securities they would have been taxed
also. The only reason why they are not included now is the fact that
there has been a legitimate legal argument about whether we can do
it. If we can do it, I am ready to to it, and I want to do it, but I
do not think the mere fact that we need that much money dissolves
any honest legal doubt that anyone has as to whether we can do it
legitimately. That is the position I take and it is one that has both-'
ered me for a good many years, and I think it has bothered the com-
mittees of both Houses and both Houses of Congress.

I am sure you will present your side of the matter to the committee.
As far as I am concerned, I am ready to listen, but I did not want any
misunderstanding as to the views which I have entertained and which
I still entertain and which have not been dissolved by the mere fact
that we are in a war.

Secretary MOROENTHAU. Well, Mr. Chairman, if I may answer
Senator Barkley-

The CHAIRMAN. Yes.
Secretary McnaEwTHAV. I would not be coming up here again and

again, asking that State and municipal securities be taxed, if we in
the Treasury did not think it was legal.

Senator BARKLEY. I realize that.
Secretary MORGENTHAU. We are not coming up here asking for

illegal revenue, at least from our viewpoint.
Senator BARKLEY. I understand that.
Secretary MOIoENTIIAU. If and when the chairman thinks it is pro.

per, we would like to have the chance to present the Treasury's view-
point as to why we think it is legal as well as ethical.

Senator CLARK. The only way to finally determine the legality is
to submit it to the courts, and that could only be done by the congress
including it in some tax provision. Is not that correct?

Secretary MOEOENTHAU. I did not get that.
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Senator CLARK. I say the only way to finally determine the legality
is by submitting it to the courts, and that could only be done by the
Congress including it in a tax provision.

Secretary MORGENTHAU. I will ask Mr. Paul to answer that.
Mr. PAur,. You are quite right.
I might say, however, if it were palpably unconstitutional we would

not come up here with it.
Senator CLAnK. I know I voted.for, it repeatedly because I thought

it was constitutional and legal. The only way that can be determined
is by submitting it to the courts.

Mr. PAUL. We submitted it to the Attorney General. In the Ways
and Means Committee hearings, there is incorporated, I might say,
an opinion from Assistant Attorney General Clark stating quite clearly
his opinion that there is perfect legality in the proposal now both as
to outstanding and future issues. Nobody can blame Congress for
not having done so in past years, because there has been, until recent
decisions of the Supreme Court, a certain amount of doubt on this
question.

I refer to the decision in such cases as Graves v. O'Keefe and the
Gerhardt case. Those cases, in the opinion of the Attorney General,
clear the thing completely. I am perfectly willing to submit a state-
ment on that if necessary.

Senator TAM. May I suggest the example given is not quite fair,
because the gentleman who invested in tax-exempt securities was get-
itng only perhaps two-thirds of what he would have gotten if he had
not invested in tax-free securities.

It can hardly be said that the figures used as an example are
quite fair. I agree with the principle of it. It seems to me, in
the interest of fairness, some account should be taken of the fact
that he had to pay, in order to be exempted, more for the municipal
bonds. The State and municipal governments received a great ad-
vantage from that fact in getting their money at a lower cost.

Secretary MOaGFNTrAU. No; no.
Senator T.,FT. Therefore, in giving that as an example, it seems

to me that a modification should be made in the figures here.
Secretary MOROENTTIAU. No; Senator. We figure, going back over

a number of years, that the tax-exempt privileges cost the purchasers
about one-half of 1 percent.

I think the example is perfectly proper.
Senator DANAUEB. Mr. Chairman.
The CHAIRMAN. Yes; Senator.
Senator DANAHFn. Mr. Secretary, since we were talking earlier

about a date, I would like to have yotir exeperts, then go into the
matter specifically, give us your thought on our taking the date of
January 23, 1942, for the reason that that was the da-te on which
you first announced your intention of seeking this specific program.
Certainly, everybody was put on notice as of that date that you
intended to seek this tax, and any State bonds or municipal bonds
then outstanding that were traded in thereafter were bought with
notice to the purchasers of your intention to seek a tax on them.
If we are to tax outstanding issues at all, it would seem to me you
might very properly direct your thought to our taking that as a



REVENUE ACT OF 1942

specific date and saving that municipals thereafter traded in or
issued would be- subject to tax, but earlier issues still in the hands
of owners would not be.

Secretary MOROENTHAU. That is approximately the date.
Senator DANAHEB. That was the date
Secretary MORGENTHAU. Yes; it was on January 24.
Senator TAiT. That would not contemplate the present or out-

standing municipal bonds but only those in the future.
Senator DANAHEI. Whatever we have a right to do in prospect-

and I think that we have that right-and whatever we have an
equal right to do as to securities outstanding as of that date and
thereafter traded in, for the same principle would apply to both.

Secretary MOnoENHAu. As far as the Treasury is concerned, we
certainly announced where the Treasury and administration stood
on that point.

The CHAWRMAN. Is there any other question?
Senator DANAtEn. I would like to ask the Secretary two or three

other questions, if I may.
The C1AIRMAN. All right, Senator.
Senator DANAixHn. Directing your attention to the first page of

your statement, sir, where you discuss the achievement of a rea-
sonable relationship of the income to the tax to be raised, relative
to the $77,000,000,000 of expenses, I notice that the $8.7 billion reve-
nue that you recommended to the House in the spring bore a rela-
tionship of 13.8 percent to the $63,000,000,000 of predicted expenses.

Secretary MORGENTHAU. Yes.
Senator DANAHER. What do you say should be a reasonable rela-

tionship? Would you apply the same formula of 13.8 percent to be
raised by taxes? "

Secretary MORGENTHAU. Well, that is a very difficult question to
answer. I do not know what the date was when I appeared, I think
it was before this committee, or probably it was before the House,
but at that time, I hoped that we couldpay 66% of the expenses
through revenue. Since then on the expenditures side, it has gone
up so rapidly that it is very hard to state any particular percentage.
I simply feel this way, that as far as the present time is concerned-
and this is the best answer I can give you-that if the Congress would

rovide the 8.7 billion plus the 2 billion additional social security
think that possibly for this year that would be a minimum now.
Senator DANAHER. Does the 77 billion include lease-lend expendi-

tures?
Secretary MOROENTHAU. Yes, sir.
Senator VANDENBERG. Before you leave your percentage, Senator,

if I may follow it up just a little, when you started on this tough
journey in January, the objective was to pay two-thirds as we go, was
it not?

Secretary MOROENTHAU. It was a year ago.
Senator VANDENBERG. It was a year agol
Secretary MORGENTHAU. Yes.
Senator VANDENBERG. Now, as I understand it, it is about one-

eighth pay as you go?
Secretary MoROENTIAU. A little less than 30 percent, just under

80 percent.

12
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Senator VANDENIERO. Does not that shift the primary importance
of our fiscal problem from taxation to borrowing? I do not mean
that it lessens the need to get as much as possible in taxes, but does
not that shift the emphasis to the necessity of a borrowing program,
rather than a taxing program?

Secretary MORGEPNTRAU. Senator, you and I often do not state the
same problem in the same way.

Senator VANqDENnERG. I think that is an accurate historical outburst.
Secretary MOnOF.NTHAU. I have learned through experience to look

twice at your questions-also your letters. I would put it this way:
I think it is very important that the Congress vote every dollar pos-
sible for taxes.

Senator VANDENBERG. How much do you have to borrow next year,
I mean this fiscal year? . ,: .

Secretary MOIIOENT;JrA  Well, it is over fiy billion dollars, fifty
or fifty-three billipr...

Mr. BuL. $54,000,000,000.
Secretary MOROENTIU. $53,000,000,000, Mr. Bell says.
Mr. BELL 1$33 billion, on the basis of th! latest Budgetcestimates.
Senator VNDENDEItQ.,SHOwmuch gre you going to get out of volun-

tary bond purchases? .

Secretary MonaRFNHAp, Tle program calls foi-$12,000,000 000
Senator VANDENBIRO. You' reot reaching it, are you
Secretary MOROENTHAU. Mot quite yeti no. 0__
Senator VANDENA3BO. Suppse we take the%12000J00,000 that leaves

$41,000,000,000 to be obtained somewhere else MiWiere will ou get
that? hjJ'

Secretary MOROENTHAU. 'Well, we- wiUl get it from the iiurance
companies, the savings banks individuajs,,trust funds, and t4le banks.

Senatdr VANDENJO.' Well ntoialpurchaseby insurace com-
panies, and so forth, would be about $8,000,000,0004"would it' not?

Secretary MOROENTHRAU. Mr-Bell will asaswe'rthat. I&
Mr. BELL. About $2,000,000,000. ,
Senator VAj)ENjnno. How much?, 40"
Mr. BELL. About $2,000,000,000.
Senator VANDENBEnO. Only $2,000,000,000?
Mr. BELL. Yes, sir?, .
Senator VANDENBER O That .._leaves ,$3900,00.O00 then of forced

sales to banks. That is what I a getting at. How much have you
finally got to force into the banking system?

Secretary MOROENTIJAU. Well, would you mind my saying that I
think the wA-ord "force" is rather unfortunate?

Senator VANDEXBrG. All right.
That is a post-Pearl Harbor word.
Secretary MOnOENTHAU. Up to now, we have not had to use it.
Senator VANDENBERG. You use your own words. It is $39,000,000,-

000 about, that has to find its way into the banking system.
Secretary Mono. NxIAU. I enjoy these exchanges with you always

but what we have to borrow from the banks and the whole country is
a very serious business.

Senator VANDENBERo. That is right. That is the reason I am
inquiring about it.
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Secretary MOnoimrrHAu. We have to look to the banks, and I told
them so at their annual meeting. After we have gone to every other
group of owners of money we, in the final analysis, will have to look
to the banks to provide the money to finance this war. I want to
say here, Senator, that up to now-that is why I just question the
word "force"-the banks have been perfectly grand about this thing.

heree has not been any question of force. They have bought
Government bonds cheerfully and willingly and in a big way, and
I think from every standl)oint they should get full credit for 'it.

Senator VADExnFRo. You are convinced that it is safe to continue
to avoid a more general allocation of these Defense bonds among the
masses of our people and that it is still safe to concentrate these
bonds in the banks?

Secretary MORoGEN'rAU. Let me put it this way, Senator: Within
the limits 'of my ability to look ahead on this tremendous program,
and I realize the size of it and also the limits of my ability, for the
rest of this year my answer to you is it is safe. If, ol tie other hand,
I change my opinion and feel'that the program that v,, are follow-
ing now in borrowing and financing is in error, that my judgment has
been in error, I will come up here and say so and ask for assistance
and guidance.

Senator VAxDENI1Ol. Thank you. I will return you to Senator
Danaher, but I would like to have you come back to me again a
little later.

Senator TArFr. Mr. Chairman, I would like to follow up this ques-
tion.

As I understand the Secretary, he is saying that the war has to
be financed by selling-I did not get the exact figure-over $30,-
000,000,000 of bonds to commercial banks. Is that correct?

Secretary MTORENTIIAI. Could Mr Bell answer you, please?
Senator'TAFT. I would like to have the Secretary's answer. It

seems to me it is a vital question in national politics, if the Secretary
is willing to say so.

Secretary MOnorNTITIr. I am willing to back up Mr. Bell. ite has
got this thing at his fingertips.

The CIR, M.AN. I think, Senator Taft, that you misunderstood
the Secretary. He did not say that it would be necessary to go to the
banks for this final balance of some thirty-billion-odd dollars. I do
not think he intended to say that, and I do not think he did say
that exactly.

Senator TAm. .That is what I understood him to say, and I would
like to have him say whether that is the fact. The Senator from
Michigan got it down to about $39,000,000,000.

I think there are other sources of sales that have been calculated,
but I have not seen any estimate which reduces that below $30,000,-
000,000. I would like to find out definitely whether the program of
financing the $77,000,000,000 of expenses includes the sale of ;30,000,-
C00,000 or more of bonds to the commercial banks.

Secretary MOROT.CNTHAU. Would it be agreeable to the Senator if
I let the Under Secretary state it, and then if lie is not satisfied, he
can question me?

Senator TAFT. Surely.
Secretary MOnoRENrAU. All right.
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Mr. BELL. I do not believe that you can draw any such conclusion
from the figures that Senator Vandenberg arrived at.

tie merely took certain classes of investors and added up what
they inight'take during the year and then deducted that from the
total, There are many other 'investors in this picture which we must
reach. Those are mutual savings banks, individuals, corporations,
trilst funds, and fiduciaries.

I can take the total debt and show you where that debt was on
June 30 and then take the increase in the debt during the past year and
give you the percentage figures

Senator TAIT. Mr. BelT, I was asking about the program of the
Treasury for the coming year beginning the 1st of J ily.

Mr. BELL. The program is to sell every dollar of public debt that
we can outside of the commercial banking system. How much that
will be we do not know.

Senator TAFT. Altogether you have to sell $53,000,000,000, is that
correct?

Mr. BELL. Yes, sir.
Senator TAIT. Do you count in that this $2,000,000,000 that you are

selling to the social security fund? Is that taxes or borrowing?
Mr. BELL. That is borroiving.
Selator 'TAFT. That is borrowing?
Mr. BELL. Yes.
Senator TArF. That is included in the $53,000,000,000?
Mr. BELL. Without any new law, there would be about $2,000,000,000

in that.
Senator TAPr. That leaves $51,000,000,000. Then there is the

$12.000,000,000 in this program of Defense bonds, stamps, and so
forth.

Mr. BELL. We hope that would be the minimum.
Senator TAFT. As a matter of fact, up to date, you haven't gotten

anywhere near that?
Mr. BELL. Yes, I would say we are approaching it this month.
Senator TAFT. In March, for instance, it was only half a billion

dollars.'
Mr. BELL. When was that?
Senator TArF. In March.
Mr. BELL. This is July. We are well on our way toward a billion

for this month.
Senator TAF-. Assuming that will be $12,000,000,000, that leaves

$39,000,000,000.
Then what are the other sources?
Mr. BELL. You have mutual savings banks, insurance companies,

and all other investors in the country, such as individuals, trust funds,
corporate funds.

Senator TAF,. They arp not going to have an awful lot to invest
after we get through with the tax bill; I mean those concerns.

Mr. BnLL. They may have some reserves for depreciation and
other purposes.

Senator TAFT. I am not speaking of the savings banks and insur-
ance companies. Of course they have. I am talking about the
private investor of large sums Aho is not reached by this Defense
bonds program, he is not going to have a great deal to invest.
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Mr. BELL. They may have more than we think.
Senator TAFT. What is your estimate?
Mr. BELL. I have no estimate. I would not undertake to estimate.

how much it will be.
Senator TAr. You have an estimate of $2,000,000,000 for insur-

ance companies.
Mr. BELL. That is fight.
Senator TAFT. And mutual savings batiks are what? A half

billion?
Mr. BELL. Mutual savings banks took $476,000,000 of our debt

during 1942. How much they will take in 1943 1 cannot estimate.
Senator TAr. To be liberal, you might allow a billion dollars.
Mr. BELL,. That is right.
Senator TAFT. Those are the only savings institutions. $3,000,

000,000 out of savings institutions?
Mr. BELL. Yes, that is about it.
Senator TAFT. That will reduce it to $36,000,000,000. Don't you

think that $6,000,000,000 is a fairly liberal estimate for private in-
vestors of large sums and trust funds and the like?

Mr. BELL. They took $11,000,000,000 in the fiscal year, 1942.
Senator TAFT. How much?
Mr. BELL. $11,000,000,000 of our debt in 1942 Went to other in-

vestors than the ones you have named.
Senator TAFr. Also the small investors?
Mr. BELL. That was outside the commercial banks.
Senator TAFF. I mean there was then no 1)efense bonds program.

That included all of them?
Mr. BELL. There was a Defense program during last year.
Senator TAFF. The $11,000,000,000 included that?
Mr. BELL. Yes, sir.
Senator TAr. That is what I thought. Don't you still think that

the program calls for the sale of approximately $30,000,000,000 to
commercial banks?

Mr. BELL. No, I would not say that.
Senator TAFF. Is not, that the estimate of the American Bankers'

Association?
Mr, BELL. Oh, you see estimates anywhere froin $15,000,000,000 to

$30,000,000,000.
Senator TA. From $15,000,000,000 to $30,000,000,000?
Mr. BELL, Yes.
Senator TAFF. And today the total holdings of Government bonds

in commercial banks are about $38,000,000,000?
Mr. BELL. On June 30 the total holdings of commercial banks were

estimated at about $26,000,000,000.
Senator TAFT. If they took $24,000,000,000, you are going to double

their holdingsin a single year, is that right?
Mr. BELL. Your math ematics are correct.
Senator 'I'At. What I would like to ask is this: Does not the sale

of bonds to commercial banks create just that much more purchasing
power which will necessarily break down any price-control program?

Mr. BELL. Not necessarily, but it does lay the basis for inflation.
All borrowing from banks is not, however, finflationary.
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Senator TAn. It creates $24,000,000,000 purchasing power against a
steadily decreasing amount of materials and supplies to be bought by
Ihe people who have that money.
Mr. BEx. Senator, we realize the danger of that type of financing.

That is the reason we are trying to put every dollar outside of the
banking system.

Senator TAn-r. I understand that. It seems to me that the program
as a whole is completely inadequate to prevent the very inflation that
the Secretary at length denounces and correctly renounces. It seems
to me that it is so much more important than anything Mr. Henderson
is doing and it is so nullifying anything he can possibly do that,
unless the Treasury can present a more constructive program, the
responsibility for inflation would rest more on the Treasury and not
(n the Congress or on Mr. Henderson.

Mr. BELL. Anything Mr. Henderson does to control prices and keep
the money out of the spending stream makes that much more money
available'for investment in Government securities.

Senator BAEKIjaY. You do believe that the war can be financed,
don't you?

Mr. BELL. It has got to be financed.
Senator BARKLEY. 1 ama wondering if the Senator from Ohio can

prove that it could not be.
Senator TAn. I think that a much more extensive bond-selling pro-

gram must be undertaken than anything we have heard from tie
Treasury yet. A program that leaves the sale of $30,000,000,000 of
bonds to commercial banks destroys any holpe they have of preventing
inflation in that respect.

Senator BAIILEY. Let tie ask you this: The people of the United
States are going to be making about $30,000,000.000 more income this
year than they (lid last year, $28,000,000,000 to $30,000,000,000?

lMr. BELL. Probably that.
Senator BAnKLEY. Of course, a large part of that is due to the ex-

pansion of industry and due to the war. It scens to me incredible
that out of that $80,000,000,000 of new income we could not dig up
$8,000,000,000 to help finance this war by taxation.

Senator TA.r. That goes to the question of taxes and not to the
question of bonds.

Senttor BAMKLE.Y. That goes to the question of taxes and it goes to
the question of borrowing money, because the more money we can
raise by taxes, the less we have to borrow.

I suppose any sort of large-scale borrowing program, whether the
bonds are taken by the banks or by individuals, creates an inflationary
situation.

Senator TAnM I do not agree with the Senator at all. The sale of
bonds to commercial banks is directly inflationary.

Senator BAIrIXY. Therp may be degrees of difference, but any out.
standing large-scale bond program is bound in some way to create an
inflationary situation whicl you cannot control either by tax laws or
by price control.
There is no way to avoid some of that, in My judgment.
Senator VANDENnBEIa. The question submitted by the Senator from

Kentucky raises a problem which you have touched upon, Mr. Secre.
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tary, on page 3 of your prepared statement, which interests me tre-
mendously.

You say if this bill is passed as it stands, there will be 31,000,000
income, tax returns in 1943 as against only 7,700,000 in 1910. That is
an increase of approximately 23,000,000 income tax returns.

Now, is there any figure available to show how much of your in-
creased tax revenue comes from the 23,000,000 new taxpayers, as
compared to the 7,000,000 old taxpayers?

Secretary MOOGENTHAU. I think we have those figures.
Senator VANDENDEBo. Are they available?
I think it is a very important figure.
Secretary MOIIOENTHAU. Can Mr. Blough answer you?
Senator VANDENBEiIG. Yes.
Mr. BLOUGH (Roy Blough, Director of Tax Research, Treasury

Department). Of course, changes took place in 1940 and 1941 and in
the House bill of 1942, and the estimates would have to be made lip
specially. They could be made up but they are not available.

Senator VANDENBEIR. I would like to know, because I think it goes
to the fundamental question of whether you are reaching the inflation-
ary hazard. I would like to know how much of this bill comes out of
the 23,000,000 taxpayers and how much comes out of the 7,700,000
taxpayers.

Secretary MORozNTxAU. We will have that study made for you
promptly and have it submitted here.

(The information requested is as follows:)

Estimated number of taxable itndivilul inroe-tax returns and tam liabilitics
at levels of income estimated for calendar year 1942, under the revenue bill of
1942 (as passed by the House of Representatives, July 20. 1942) of (a) indi-
viduals taxable under the provisions of the Revenue Act of 1989 and (b)
individuals made taxable by subsequent changes in income-tam provisions
(includi)ig the effect of the revenue bill of 1942)

[Money amounts In millions of dollars; number of returns in thousands]

Number of Taxllabil.
returns ties

iReturns taxable under the Revenue Art of 1030- ............................... 7,042 6,496,8
Returns made taxable by ehanpes In Incomntax.provtsions ...................... 19,268 1,420.3

Total ...................................................................... 26,000 7,017.1

Source: Treasury Department, Division of Researeli and Statistics, Jiuly 23, 1942,

Senator DANAHER. Mr. Chairman?
The CHAIRMAN. Yes, Senator.
Senator DANAHEIR. Referring further to page 3 of your prepared

statement, Mr. Secretary, we have figures as to how many who filed
returns for the first time under the 1941 Act, were not required to
pay any tax at all, do we not?

Secretary MOROENTHAU. Mr. Blough will answer that.
Mr. BLOUGH. Such figures may have been submitted for the record

last year. I do not have them right at hand.
Senator DANAIIEII. It is my recollection that there were some 7,-

000,000 returns filed from whiich taxpayers you collected no revenue
whatever. That is my recollection.

Mr. Biouon. You mean under the 1941 act, filing in 1942?
Senator DANATEIO. Yes.
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Mr. BLOUOI. Probably Mr. O'I)onnell has some recollection on that.
Mr. O'DONNELL (Al F. O'Donnell, Assistant Director of Research

and Statistics, Treasury Department). That is apI)roximately cor-
rect, Senator. The nuAber of individual income tax returns which
were filed from January 1 to June 30 this year totalled 26,300,000, of
which 17,700,000 were taxable returns and 8,600,000 were nontaxable.

Senator DANAHER. Is it not a fair conclusion that a further lower-
ing of exemptions and increasing the number of taxpayers actually
causes a larger paymentt to be made by those who were'already tax-
payers?

Mr. O'DONNELL,. That is true. The lowered exemptions of the
house bill, together with the higher levels of income this year, will
mike taxable this year practically all of the iiontaxable returns of
last year and, as you say, all previously taxable returns will pay a tax
on the amount by which their exemption has been reduced.

Mr. BLouou. I think there will be approximately 27,000,000 tax-
able returns under the House bill.

Senator BAPCLEY. In that connection, may I ask the Secretary
whether lie could furnish the committee the number of taxpayers
in 1941 and 1942? You are comparing 19-13 with 1940, but there has
been an increase in 1941 over 1940 and another increase in 1942 over
1941.

Secretary MOROENTHAU. We will do that, Senator.
Senator BARCLMEY. I think it would be interesting to know how many

new taxpayers this bill brings in over and above the taxpayers for
1942, and then going back to 1940.

Senator VAN13ENBEnO. I agree with that.
Secretary MOEOENN'rHAU. If you wait a minute, we will have that

now.
(The information requested is as follows:)

Number of Mtirvidual income-tax returns (1040, 10110A, and fiduelary) filed, by
calendar years in which filed

Year 'laxable Nontaxable Total

1940 ........................ ............................. , 01, 10 3, 9 ,38 8, 03S,007

1041 ---------- - - - - - --.............-...-..... ......... 7,645,473 7,570, 091 15, 2"14 00
1042 (January through Juie) ..... .........- ....... ... 17, 6, 219 8,017, 9s1 28, 306. 200
1043 (estirualed):

Present law ------.--------------- ------------ ------- 10,W2,00: 0 0,070,000 26, 8W,000
lIavo u bill of 1912 ................. .... ...... 1 0 4, 1,000 31, 51:1,000

I As passed by ulleo , of ]lo t lives, ,uly 20, 1942,
Source: Treasury Department, Div[slou of Rleseareh and Stallstics, July 23. 1912.

The CIJAIUMA. May I suggest that I think we will very much

more intelligently get it this particular phase of the matter when we
give consideration to the, individual income taxes. Then the whole
question will be before us and the experts of the Treasury can then
?urnish us the information directly on the point.

Now, we are dealing with general questions.
Senator l)ANAMR, Mr. Chairman?
The CHAiRMA N. All right. Senator Danaher.
Senator l)A ,Ra. T would like to direct the Secretary's attention

to page 7 of his l)rel)aed statement with reference to mandatory joint
returns.
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Secretary MORGENTHAU. Yes.
Senator DANAHER. I wish to ask him a question on which I would

like to have a specific answer in due course.
Secretary MORIENTHAU. Yes.
Senator DANAHER. By way of preface, a woman certainly, it seems

to me, ought to be able to have the avails of her own earnings even
though she be married. A woman ought to be able to have the in-
come from an inheritance from her father or brother or her family
because it is hers, even though she be married. But if there be cases
of evasion of taxes where transfers have been made of property by a
husband to his wife with the intent of evading taxes, we would reach
right to the heart of the problem and I think you are seeking to
alleviate that in your recommendation.

Secretary MOROENTHAU. In part.
Senator DANAHER. Now then, is it possible for us to take a period

and date it back, let us say 6 years, or 3 years--make the year date
arbitrary, for all of me-and say that any transfer that has been made
within that period shall be prima facie construed to have been a
transfer with an intention to evade, iin much the same fashion that
you say a transfer in contemplation of death is, prima facie, subject to
a tax? - ,

Secretary MOnOENTHAU. I do not understand. You want that an-
swered now or later?

Senator DANAHEB. No; I do not necessarily want it now. I would
like to have it considered, though, so that we, in due course, can go
into the possibility of whether or not you can draw a dividing line
between bona fide transfers that have existed long before this pro,-
gram was initiated, or even contemplated, and that type of transfers
which obviously is made with the intention of evading tax payment.

Secretary MORGENTHAU. It is a very interesting question and our
men will study it and let you know 'what, if anything, can be done.

The CHAIRMAN. Mr. Secretary, I would like to ask the Treasury
to consider this on the question of taxing incomes from State and
municipal securities, that is to say, whether you would not make
very great progress toward the eradication of this loophole, this
shelter against the income taxes, by confining your tax to future
issues and by classifying, in the estate tax section of this bill, the
incomes derived from bonds on which full taxes have not been paid?
A combination of the two it seems to me, might carry us a long
way toward the objective that you have in mind and might obviate
the frank blunt decision that' an outstanding State or municipal
security should be now taxed. Regardless of the strict legal ques.
tion involved it is difficult to say, in fact I do not believe we can
say, frankly, that the general understanding of the American in-
vestor, up until very recent months, was not that a State or municipal
bond issue for the'purpose of carrying on the functions of govern-
ment, was not, in fact, taxable, and he acted upon that in making
his purchases.

So there is a principle of morality involved I think, in frankly
saying that we now propose to turi back and say because of the
evolution in the decisions of the court we will regard as taxable
outstanding State and municipal securities.
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As far as future issues are concerned, that question is not pre-
sented. It seems to me that there is a legitimate ground for a
legitimate classification of any property in an estate that has not
paid its full taxes, or comparable taxes to other like income-pro-
ducing property. I think, through a combination of the two, we
niight make some progress, or at least I hope so.

Secretary MOROENTHAU. We will be very glad to give it careful
study.

Senator BAIMJCLEY. May I ask the Secretary: In that connection,
I believe you said in your statement here, that there are approxi-
mately $14.000,000,000 of these outstanding local municipal, county,
and State securities.

Secretary MOROENTHAU. That is right.
Senator BARKL Y. At what rate are they being refunded?
Mr. PAUL. I have a schedule here on that.
Senator BARKLEuY. We can go into details later.
Secretary MOlRENTHAu. About one billion.
Senator BAMKLLEY. A billion a year?
Secretary MOEOENTHAU. Yes.
The CJAAMAN. Are there any other questions for the Secretary?
Senator VANDENBERG. I wanted to ask one general question as to

tax sources. I notice the Secretary's enthusiasm, on page 2 of his
statement, for the Canadian and British tax record.

Are there any figures available to show how much of the Canadian
program, which you so heartily applaud, comes from sales taxes,
and also the same figure in relation to the United Kingdom?

Mr. PAUL. As for the United Kingdom, I can say offhand, because
I remember, a very small proportion from sales taxes. I am not
immediately cognizant of the figures from Canada. As a matter of
fact, Canada has just revamped its whole tax system and our informa-
tion from there is not complete.

Senator VANDENBERG. I understood that Canada got 17 percent
of its revenue from general sales taxes.

Mr. PAUL. That might be right. I can check that figure for you.
It will not be under the new, recently proposed Canadian measures,
but it might have been up to now.

The CHAIRMAN. That is because the other taxes have been raised
very greatly.

Senator CL,%nK. In the case of the United Kingdom You do not
have any such thing as a doubling-up of sales taxes. hey do not
have anything equivalent to our State sales tax. In other words, we
have State sales taxes, many of our States have and then we will
have the Federal sales taxes, and we would be doubling our sales taxes.
There are not any State sales taxes in the United Kingdom.

Mr. PAUL. That is right. The United Kingdom tax is a purchase
tax. It does not have for its purpose the raising of money, but rather
the discouragement of the purchase of certain commodities.

Senator CLAin. It seems to me one of the principal objections to
levying a Federal sales tax is the fact that the States already have
a sales tax, and it amounts to a cumulative sales tax.

Mr. PAUL. That is one objection, that the Federal Goverinent
would be, to a certain extent, invading the State field of taxes.
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Senator CLARI. Certainly.
Senator VANDNBxERo. I (lid not want to start any argument against

the sales tax. I want; to know how inuch of the Canadian system
was operated on this basis. I understand the figure is 11.21 percent
under the new law.

Mr. LOUGI. That would sound about right.
Mr. PAUL, We will check it for you.
(rie information requested is as follows:)

S(lieh-laece a'cipts in, Canada and (MeviI rtain for fiscal I/'ar8 tninj ,lendig 3,
1941-,3: An, oant and. percent of totel ordinary rerentis

[In millions o Iollors]

Actual
Estimated,

1941 1912

CANADA

Sales tax -----.----------------.----------------------- $185 1 $236 $218
Total ordinary revenue -----------------------------................ $850 I $1, 41 $1, 672
Sales l ax as a ptreent of total ordinary reve o ............ poremnt 21.5 15.9 13 0

GREAT BRITAIN S

Purchase tax . ------------------------------------------ $105 $394 320
Total ordinary revou o .........-- - ------- .................. $5, 635 $8, 26 $10, 508
Purchase tax s a lserctent o tolal orslhisry revenlo ........ percent.. 1.0 4.7 3.0

lPrelominary.
* Pound converted at $4.
Source: Far Cuaela, the lo1se ot Cotiot s Debates, June 23, 1932; Great Britain, the fnaneahl state

mets for 1011-12 and 1942--43. TreasLry department, l10eision of 'tax teseart, July 24, 1942.

Senator VANDENBEIIG, It is a nice little contribution, is it not, Mr.
Secretary?

Secretary MORoENT UAu. It all helps.
Senator TAYP. Mr. Chairllan, just to get tile figures straight, Oil

the first page in the second paragraph of the Secretarv's statement,
11e w'ittell statement says $77,000,000,000 and the Secretary said
$75,000,000,000 When be read it. Which is correct?

Secretary MORoENTIAu. $77,000,000,000.
Senator TAFT. $77,000,000,000 is correct'?
Secretary MonoN,rHAU. Yes.
Senator TAr. There is also a change on the second page regarding

Canada. It seents to me you said 73 percent. Is tle 70 percent
figure correct?Secretary MonRN'rIAu. The statement is correct whatever it
says-70 percent.

Senator TArt. The written statement is correct?
Secretary MoloEawrHaU. Yes. I must have nisspod en.
Senator BARKLEY. Mr. Secretary, may I ask this question: Under

the present bill, as it came to us -om the House, you estimate that,
roughly speaking, about $6,000,000,000 will be raised?

Secretary MORGENTHAr. Yes.
Senator BARIKLEY. I noticed in the newspaper account on the bill

yesterday that on account of some program to collect taxes at the
source, that amount would be raised to approximately $7,000,000,000.

I do not see anything in your statement about it.
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Secretary MOEOENTHAU. Mr. Paul will answer you.
Senator BAnIELY. If there is such a hidden billion in there, it must

be interesting to know how it is arrived at.
Mr. PAUL. I think that has nothing to do with collection at the

source. That is only, after all, a method of advancinm the collection.
I think that disparity in estimates comes from a difference of view
as to how much the national income will be. Although we admit the
difficulty this year of making estimates as to future income, we think
our estimates are substantially correct and the figure $6,300,000,000
revenue from this bill is a correct estimate. I want to say that is
on the annual basis; that is not receipts for the fiscal year 1943.

Senator BAURCLEY. How nearly correct was I a moment ago in the
estimated $28,000,000,000 to $30,000,000,000 increase in" the income
of this year?

Mr. AUL. There 'are so many ways of figuring national income
and so much estimating about it, I think that figure is probably sub-
stantially correct.

Senotor T1\rr. What was the basis that you derive] this $6,200,-
000,000 from? On the national income figure of $125,000,000,000?

Mr. P r,. Mr. O'Donnell could answer that question. I think the
answer would be we did not quite relate it to the national income.

Senator TrF. I know tha, .

Mr. O'I)oNNI.L. I remember the colloquy Fist year with Senator
Gerry oi the sam point. In estimatii g the revenues, we estimate
only those segments of the national income which are taxable.

Senator T.%FTr. You say that $77,000,000,000 is to be spent by the
Government. How much is to be spent for civilian l)lu'l)osCs

Mr. O'DONNELL, I hiaVe not made a study of that. The Depart-
ment of Commerce publishes from time to time the results of their
historical coml)ilations of' what tlie n ational. income, as they define
it, has been. This definition exollldes business taxes. I (10 not know
just what the national income will he this year. Some people say
$115,000,000,000. That figure may or may iiot be right.

Senator T,-rr. If you only leave $50,000,000,000 for domestic con-
sumptio'n, which is very low, y ou would have 1n income of $127,-
000,000,000 necessarily, it seems to ie, so that I should think $117,-
000,000,000 would be, way under. You are not coilternIplatin reduc-
ing the civilian consumpition to $40,000,000,000, I do not tiiuk. I
have not seen any such figure. Tiat is fill' lelow the del)ression
figure, or any figure that I have ever heard of.

Senator BYeD. Mr. Chairman.
The CHAIR AN. SeDO' Byrd.

* Senator BYDn. I would like ' to ask if that figure of $77,000,000,000
,includes the disbursement of the corporations of the Government?

SecIetarm'y MoaosrHr Au. Eve,'ything.
S2nator Byin). That includes the R. F. C.?
Secretary MoIOEWUTHA. Everything.
Senator GUFFEY. Ah'. Secretat, in your excess-profits tax you rec-

oimend 90 percent and a I0-percent refund after the war?
Secretary MOnoGNTuAU. Yes.
Senator'GUFFEY. Does the Treasury Department have any objec-

tions to increasing that to 100 l)rcent with a 20-percent refund after
the war to take care of unemployment?

76003-42-vol. 1--3
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Secretary MORIOENTHAU. This 90 percent was arrived at after very
careful consultation with the War Department, the Navy Depart-
ment, Maritime Commission, and with Mr. Nelson. They all agree
that the figure of 90 percent was the top figure that they could go
to without these agencies that have to do the contracting feeling
there might be a holding back on the part of the contractor. It is
their unanimous opinion that 90 percent was as high as we could go
without their feeling that they would have difficulty in making con-
tracts for war purposes. So it was arrived at very, very carefully,
after consulting all the Government agencies that do the buying.

Senator VANDEIEBO. I would like to ask just one further question,
Mr. Secretary, on general policy. You put great emphasis on the
anti-inflationary importance of the tax action that we take.

Secretary MOmOErNTHAU. Yes.
Senator VANDENBIERG. If I understand the crite'ia of the War Labor

Board correctly, one of its two fundamental rules in granting the
*wage increases is that a corporation is in a position to pay the wages,
meaning that it has the income. Any wages based upon that criterion
are at the expense of your tax revenues, are they not?

Secretary MORGENTHAU. I do not think I understand you.
Senator VANDENBFPO. Well, I mean that if wages are to be in-

creased solely on the basis of whether or not a corporation has the
income out of which to pay the increased wages, those increases
are at the expense of what would be you ultimate tax target in that
corporation.

Secretary MOiGENTHAU. I do not think I could answer that
question.

Senator VANDENBERG. I think Mr. Paul would be able to answer it.
Mr. PAUL. I think that any of these wage increases will be de-

ductible by the corporations, assuming they are reasonable salaries.
On the other hand, of course, they will be taxable income to the
individuals.

Senator VANDENBERG. What I was trying to get at, if the anti-
inflationary program was important in respect to this tax bill,
haven't we also a fundamental interest in gearing wages to the
entire anti-inflationary program, and can we hope. merely by the tax
bill, to reach the objective until and unless we do gear wages into
the entire anti-inflationary pro ram?

Secretary MOROENTHAU. Well, Senator, I tried to make it clear-
maybe I was not very successful-that I think, taxes, which are part
of the Treasury's responsibility, are a very important part of the
anti-inflation program. I do not believe that through taxes alone
we can control inflation, or through our borrowing program alone
can we either create inflation or control it. I can only speak for
our own particular segment that has to do with taxes, and I want to
say what you gentlemen do, and the rest of the Congress does, with
taxes plays a very important part in the whole picture of inflation.

Senator BARKLE. Whether the increase in wages would reduce
the size of your target would depend somewhat upon whether the
price of the product produced by the labor was also increased so
as to add to the profits of the corporation.

Senator MORGENTHAU. That is right.
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Senator VANDENBEG. All I am saying is that the whole thing is
geared together and we cannot answer this thing solely through the
tax bill, and very definitely that wage factor is involved.

Secretary MOROENTHAU. Oh, I think I can agree with you on that.
Senator VANDENBERo. Thus far we are not doing anything about it.

are we?
Senator JoHNsoN. Mr. Chairman.
The CIBATMAN. Senator Johnson.
Senator JOHNSON. On page 6, the second paragraph, I want to take

violent exception to the inclusion of mines. The need of ores is very
critical. I think it is adhiitted that we must have certain ores in
great abundance.

Senator VANDFNBERG. You mean silver?
Senator JohNsoN. Well, silver comes in, too. It is a very important

ore, as the Secretary himself has testified before the Special Silver
Committee, but I am referring now more especially to zinc, copper,
lead, and the long list of critical and vital minerals. The production
of these minerals is definitely a war industry, the mining of these min-
erals is definitely a war industry. In other words, they are not mined
when we are not at war, such as tungsten, vanadium, chromium, and
some of th6 others, they are not mined extensively in peacetime.

First, may I say that the ore bodies have very definite limitations,
and that is, I think, admitted by everyone. With the severe excess-
profits taxes assessed it amounts to a confiscation of these ore bodies
if they are mined during the war, and naturally a tax bill such as
we have before us will definitely stop the mining of these critical
minerals.

Secretary MORGFNTHAU. No, I do not think so.
Senator JOHNSON. Yes, I think you will find it will absolutely stop

it; it will put the red light against their operation.
Secretary MOROENTHAU. You do not mind if I differ with you?
Senator JOHNSON. Of course, that is your privilege, to differ; but

the acquisition of these ores is very important to the war industry.
A's a matter of fact, it is one of the bottlenecks. It and transporta-
tion are the two bottlenecks in the war industry.

I wonder if the Treasury Department has given study and thought
to a different method of taxing mining operations? We have sub.
mitted plans on several occasions and we have asked the Treasury to
give study to a special taxation plan on mines and mining. I 'just
wonder if any study has been made of the plans submitted to the Treas-urn Department ?Ifr. PAUL. Senator Johnson, we have given a good deal of study to

it and have had a great many conferences with representatives of the
mining industry. There is in the bill a provision exempting bonuses
which are paid on the theory that a mine is working extra and thereby
cramming profits in one year, and where those bonuses are paid we
are providing for an exemption from the excess-profits tax on the
very theory that you have n mind, I think. We are still studying
all phases of the problem. It is a very complicated one.

Senator CONNALLY. May I interrupt you there, Senator t
Senator JOHNSON. Yes.
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Senator CONNALLY. Mr. Secretary, do you advocate in your testi-
mony doing away with all depletion on all property?

Secretary MOI1OENTJIAU. Mr. Paul will answer that.
Mr. PAUL. Nobody is advocating the disallowance of depletion on

a cost basis.
Senator JoniNSow. I am glad to have your statement, Mr. Paul, about

the bonuses. You believe that they should be exempt from excess
profits?

Mr. PAUL. There is a provision in regard to that on page 217 of
the Senate print.

Senator JOHNSON. Does the Treasury concur in the language of the
bill?

Mr. PAUL. We did concur in that provision; yes, sir.
Senator TAFr. Mr. Chairman, may I ask a question?
The CHAIRMAN. Senator Taft.
Senator TAFT. Do I understand that in the recommendation of a

higher tax the Treasury is now returning to its recommendation of the
rates which it made to the House in every respect except the excess-
profits tax which they have increased. 'rheir former recommenda-
tion was 75 percent. 'Now are they returning, for instance, from 45
to 55 on normal corporation profits?

Mr. PAUL. The original Treasury recommendations, which embraced
corporate combined normal and'surtax of 55 percent, contained a
system of excess-profits taxation which did not bring as high a yield
as the 90 percent later alvocated, so that it is not necessary to have
a rate as high as 55 percent to get the corporate yield involved in the
Treasury goal.

Senator TAFT. The Secretary deals in detail with these $600,000,000
increases in special privileges, but there is no statement here at all
as to what the Treasury is now proposing definitely in the way of
rates on corporation and personal income taxes.

Mr. PAUL. Of course, it is very difficult to say that, Senator 'aft,
because there are so many combinations. For instance, if you ob-
literated the freight tax, 'that would affect your rate if you'wanted
to attain the total goal. ()ur position is we think we ought to ,et
from corporations approximately the amount that we asked for ' in
the Secretary's original statement of March 3. If vol accept a 0
percent excess-profits tax, such as is now clontaineld ii the bill, it will
not be necessary to go to the 55 percent combined normal and surtax
to get that goal.

Senator TAFT. What will it be necessary to do to get the rate to 50
percent?

Mr. PAUL. That must be tied in with the committee action on other
points, too. For instance, the action of the committee in regard to
percentage depletion .will affect the corporate yield.

Senator TAFT. I notice there is an ignoring of it also in the indi-
vidual income tax. Is the Treasury advocating a return to the rate
they proposed on the individual income tax?

Mr. PAUL. Approximately; yes.
Senator TAFT. You are not satisfied with those in the House bill?
Mr. PAUL. No. We think this is one of the most important phases

of the bill because it has the most bearing on the inflation problem
We think we ought to get at least the rate that we recommended
before the House-I haven't the figure before me-which gives you
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substantially more revenue than the House bill from individual
taxation. Here I have to remind you that of course the corporate
and individual problems are tied in together. The higher the cor-
porate yield the less will be the dividends and the less will be the
individual yields. So you will have to think of those two together.

Senator BARKLEY, Mtybe Mr. Paul can answer this. I believe it is
estimated by the Treasury that the mandatory joint returns would
produce about $400,000,000. Is that true?

Mr. P uL,. That is true-; but the Treasury suggested a device that
we call the working wife credit. Now that does not completely tie
in and does not completely relate to the question of mandatory joint
returns per so. Without any working wife credit the joint return
provision would add to the revenue approximately $120,000,000.

Senator BIiICLEY. Now, then, the taxation of outstanding local se-
curities would produce about a billion?

Mr. PAuL. About $200,000,000.
Sent or J3 Aln'Y. $200,000,000?
Mr. Ru vLm. TJliat is right.
Senator BARKLEY. So that, those two items would be $600,000,000?
Mr. PAUL. That is right.
Senator Bam{Er.1, You recommended a reduction in the income tax

exemptions, which would produce about $1,100,000,000. How much
of that was done in the House bill? The point is this: If these sug-
gestions should not be adopted by the committee, have you some
alternative proposals to raise approximately the same amount, so as
to nuike this bill bring in al 'proxiuintely your original figure of
$8,700,000,000, or in that neighborhood?

Mr. P.UL. We haven't any alternative proposals. We still think
that, in general, their proposals we made are the most acceptable, and
the best ways of raising this $8.700,000,000.

Senator Il'. The committee may or may not agree to all the
suggestions. If they should not-and I am not at all attempting to
commit the committee, and I would not do that, I am not even com-
mitting myself-if the majority of the committee did not see fit to
put the items in, have you some alternative suggestions, or will you
have when the time comes?

Mr. PAUL. I would like to face that fact when we come to it, Sena-
tor. I ho1 we are not completely limited in resourcefulness if that
happens.

Senator VANDF nERO, There are limitations.
Senator GERRY. Mr. Paul, have you sufficient information now from

last year's tax bill to estimate how close the Treasury's estimates were
in last year's tax bill? How accurate they were on the amount of
money that would be raised?

Mr. PAUL. If I understand the question, there is no way of checking
it. I

Senator GERy. I wondered if you had enough in from the returns
in order to state that.

Senator TAr. Mr. Chairman, is the Secretary satisfied with the
exemptions stated in the House bill, or is the Treasury now proposing
any change in those exemptions?

The CHAInMAN¢. I was about to ask you, Mr. Paul, about the Treas-
ury recommendations to the House Ways and Means Committee. Was
the exemption of personal income $600 for a single person?
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Mr. PAI. $600 for a single person and $1,200 for a married couple,
and $300 for each dependent. The action of tile House was $500 for a
single person, $1.200 for a married couple without dependents, and
$400, Which is the'present rate, for each dependent.

''he CIHAIRMAN. Continuing the old rate on dependents?
Mr. PAUL. Thlt is right.
The CHAIRMAN. How (lid that work out in dollu's of revenue?

How did the rates as fixed in the House compare with the Treasury
recommendations in point of revenuet?

Mr. PAUL. hIeluding the effect of special provisions recommended
by the Treasury, the individual income tax yield fell off $565,000)000
from what the"Treasury recommended. Now, of course, it combina-
tion of factors enters into that.

The CHAIRMAN. Yes. You recommended higher rates, too.
Mr. PAuj, That is right; we recommended some higher rates, but a

higher exemption also with respect to single persons.
The CJIHAMAN. What I was trying to ascertain was whether or

not the rate schedule on individual incomes, that is, personal exeml)-
tions, did, not work out a)proxiinately, in dollars and cents, dhen
compared with the Treasury recommendations? In other words,
whether the loss by the House bill under Treasury recommendations
was not (lue -'ery largely to the fact that the House (lid not go up on
the individual rates?

Mr. PAUL. It was due to that, and it was also quite materially due
to the $400, a continuation of the $400 allowance for each dependent,
which is a quite material factor.

The CHAIRMAN. That is a bg factor.
Mr. PAUL. It is.
The CIIA. 11x. And the dropping down of the exemption for

unmarried persons did not compensate for it
Mr'. PAUL, That is right, Senator.
Senator TAM'. Is the Treasury recommending going back to the

original recommendation i
Mr. PAU. We still think the best exemptions are $600, $1,200, and

$300 for del)endents.
Senator BuowN. Mr. Chairman, I would like to make an observa-

tion.
The CHAI AN. Senator Brown.
Senator BlowN. I mn very mmch interested in the recommendation

of the Treasury with respect to the elimination of exeml)t ions on
State and municipal bonds. As the Secretary recalls, we had a spe-
cial committee on thlt subject, I think in 1939, when the last fight
upon that subject was mado. My recollection is that the committee
divided 3 to 2 on a constitutional question. I think we were 4 to 2
in favor of the elimination of future issues from tax exemption. I
believe tile Senate did not agree with us on that proposition.

We were unanimous, Mr. Secretary, in the view that we should not
tax outstanding issues. As far its I can recall in none of the amend-
ments that have Ibeen prolposed since I have been here, and I think
there have been three since 1932, was it proposed to eliminate out-
standing issues.

Senator Crtmt. 'The Senate adopted an amendment in 1933 to
take up those issues.
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Senator BROWN. That was before I was in tile Senate. -I do not
recall it in the House.

Senator CLARK, It was sent into conference.
Senator BRoWN. I say I his, Mr. Secretary, I think there is a

new argument for taxilg outstanding issues, right along with tie
question submitted lby the chairman of the committee, and that is
this: When those issues were made by the States and municipalities,
the income-tax rates were so much less than they are at the present
time fhat an advantage is obtained by the holders of those issues that
was not at all contemplated by then and was not paidd for by them,
and was not contemplated by the States and municipalities wheil
the issues were 11adh.

Now, it seems to me that it would be soniewhat unfair to eliminate
entirely the advantage that (hey thought they wt'eie baying at the
time they purchased these bonds, ald thlt som consideration should
be given to that )oililt in any future statement that you make to us,
but that there olight to be so1ne rate or some 21eans provided whereby
we could tax those bonds.

I note in the case you givo that this man who niade $975,000 paid
a tax of $143,0}0, but if it were not for the tax exempts 1h0 would payv
something in tie neighborhood of $833,000, or he is paying aVplrox{'.
"lately a rate of 85 percent . I 1111 fully satisfied, from what i know
about the subject from our investigation 2 or 3 years ago, th",t te
did not contemplate, at the time hi bought the securities, any such
adviltage as that. If we cam eliminate the advantage winch was not
fairly contemplated at the time and still leave to him what we should,
I think there might possibly be a chance to get, somewhere. I, my-
self, do not feel that I could back a proposiltlon that, would entirely
eliminate the dvutage that he thought bouglt at that time, but
the great increase in advaeige ought to be elimimatedl and I do not
think it is 11f1flir to do 80. If it cali be worked out ill such a wly
at [ill, I, for one member of the committee, wouh be in favor of it.
I would like to have Mr. Paul comment oil thiat.

Senator CONNALLY. May I. ask you it question there? You spoke
about thle advantage hie goi when lie bought then.

Senator B3RowN. Yes.
Senator CONNALLY. Was not the 1laliili advailtllge that he got a pro.

tection against the very thing you suggest--tie hazard of getting an
increase 11 taxes?

Senator BlowN. I say tle normal hazard he did contemphlte, but
he did not expect we were going to have anything like these enormous
taxes that occurred after PearlHarbor, if'I may use that statement.

Senator CONNALLY. He did gain some tax advantage.
Senator BnowN. No such advantage is enjoyed by reason of the

tax exemltioni at tile present time. That, in in.) mind, is the only
justification in going back and.taxing outstanding issues.
. may say, is a practical proi)osltion, Jie groat opposition to it

came from the State and local associations, the Association of Attor-
neys-General and so on. Of course, they are not particularly inter-
ested in the taxation of outstanding issues, they are interested in the
taxation of future issues.

We might not have that opposition to a proposal such as you make.
I think, to be fair, we cannot just simply tax them all. f think we
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cannot give them the advantage that they thought they were buying.
I realize it is dithcult to draw the line, to say 'just where that is.
If it could be done, and I think it can be done with reasonable fair-
ness, there is, in my judgment, justification for taxing outstanding
issues to that extent.

Senator BAnKLEY. There is associated with that idea also an ad-
vantage that the peol)le were getting in the lower rate of interest on
their municipal and State bonds which, of course, had to be reflected
in local taxation to raise the money to pay interest and the principal
on the bonds. I think it hms been estimated that, in all probability,
the rate of interest tile people paid on these local bonds is about one-
half of I percent lower than it would have been if they had not
carried the tax-exempt privilege.

So there has been that advalit ge to the peol)h, because of tax
exemption and the lower rate of interest.

Senator BnowN, 1.25 is what our committee found was the dif-
ference.

Senator BAnrzaY. In other words, your committee found that it is
greater than the figure I gave.

Senator BrIowN. 1.25 was the amount of advantage.
Senator BARKLEY. You Mean 11/1 percent interest?
Senator BnowN. That is right.
Senator BAaKLr. So that a municipal bond that is now tax ex.

empt that. bears a, 3-percent rate of interest would have borne 4
percent if it had not been for the tax-rate exempt ion.

Secretary MORoaNTrAU. Senator Brown., this may not be a very
good exam ple, but if I bought an automobile a couple of years ago,
I thought I would get all tile tires and gasoline necessary to run it,
but I am not going to.

Senator VANDENnEO. There is not anything in the Constitution on
that subject.

The CHATm MAN. Are there any other questions?
Senator CLARI. Mr. Secretary, how much revenue is involved in

this tax on freight? Have you got an estimate on that?
Secretary MOOENTTIAU. Yes; I think we have it.
Senator 'CLARK. I think it ought to be stricken out, but I think we

should know what it would be.
Mr. PAU. The gross figure was about $290,000,000, Then we re-

duced the tax on coal, and then the gross figure was $252,000,000.
We have to take the net figure, because that tax is a deduction you

see. So the net losses in revenue will be only $163,000,000.
The CIhAIRMAN. Are there any further questions of the Secretary?
Senator DANAIHER. Mr. Chairman, just one.
Last year the Secretary recommended to us a selected manufac-

turers' excise tax, Did the )rogram work out to your satisfaction on
the selected excise taxes then recommended?

Secretary MORIENTI[AU. I think so.
Senator'I)ANAIEI. It did?
Secretary MOR(GENTIIAU. I think so, as far as I know.
Senator DANAHEi. Does it make you feel any more kindly toward

extending the principle to include the general manufacture' excise
tax?
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Secretary MORGENToIAU, Well, the two things do not necessarily
follow. This year the taxes that we selected to increase had a direct
bearing with the war effort and with inflation. We tried to select.
those taxes where we thought it would help the whole economic
program.

Senator BAimtEMr. Let ine ask you this: Probably you cannot
answer it now but maybe von can do so later. Have you iade rty
coml)arison between the elect of a nanufactturer's sales tax and the
lowering of t lie exeipt ions among (he lower brackets as it would affect
pulichasing power and therefore inflation?

Mr. PAUL. We have studied the effect of lowering (i11 exeitiptionis
and the effect of the sales tax in respect to infltiou. The answ er is
somewhat complicated. I do not know whether you wonl want to go
into it ]low.

Senator BmUJw,;Y. No; we would not want to go into it now. I as-
sumne if you ane the coilparison it might be worth while to look into
it. I suppose both of themi woUul(l cur) ilMtasi ng lotiei' to the extent
that they would have to pay more fi' wiat they bought an11d also J)ay
more taxes tt the reduetinn in the lower brackets.

Mr. 1,\', Talt is right.
Senattor CL.RIC. Mr. Secretarcv, when the (Ofice of Price Adminis-

tridtion increased tie price ol gasoline 2 cents at gallou, i int Ihad
precisely t lie sane effect on tran sportation chalt ,ges in the hcrreilted
ield that the tlux on transportation that was inclu neI in the Ioi>e bill
had in the related field, did it. not, except the Government did not get
the money?

Secretary Monotx'mimu. May Mr. Blough answer that ?
Senator CLARK. Yes,
Mr. Bouou. 'The effect, when applied to commercial transporta-

tion, is substanitiatlly the same.
Sellator CLAnIM. 'that is what I want to get ait,
Mr. ]i.oro:ii. Yes.
Seutator ('ONN.\AX. Is everybody through?
The Cn,\umA,,N. Yes.
Senator CoN.ALa'. 1 would like to ask him a quest ion.
Thie CHARMAN. All right SCiOr Couhll.
Sellnt.or CONNALiY. In your vi'Nws allt tile iiitandat ory joilt i'et urn

on all income, whether 'roi the husband 4 t from ilie wilY', sonic
meant ition was imde tIhott Ihe povisions you had in mind about (lie
wonani s hearings. W1hat is Itli

Secretary MomtnTrrAu4. May Mr. Paul answer you on that?
Set iiiOr CONNALLY. Yes.
Mr. PAUL.. That is not in Ilie Secretary's statement. I referred in

passing, in itsnswer to some questionn about the yield of that provi-
sion, to what we tall the working-wife tax cetlit. The credit con-
sisted of 10 percent of the earnings of a wife with a maxinumn
limiatiion of $100. The Ihteory of (lie credit was where two people
of the fiaily work, there is sotie additional expense as compared
with the family where the woman in the family, in the general case,
can stay at home.

Senator CONNALLY. HOW about the husband? Does lie get. any
deduction?
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Mr. PAUL. If lie has the smaller income.
Senator CONNALLY. Your position is on the mandatory joint return

that no matter where the income comes from, whether it is from the
husband or the wife, it must be put into a single return and a tax
paid on that individual income?

Mr. PAUL. It must be put in a single return, but the tax liability
is apportioned as between the husband and wife. There is no at-
tempt to impose a tax on the wife that should be borne by the hus-
Iland's earnings, and vice versa.

Senator CONNALLY. Now, I do not get you. I thought your theory
wits you put it all in one lump sum and paid the tax just as if it were
an individual.

Mr. PAUL. You put it in one lunip sum for the purpose of comput-
ing the tax, and then when you come to the imposition of the tax
liability, you divide the liability between the husband and wife in
accordance with their respective incomes.

Senator CONNALLY. It is still the same tax. The family has to pay
it; is that right?

Mr. PAUL. The two of then pay the tax oi the family economic
unit income.

Senator CONNALLY. Yu1 do not let lhet settle that matter thOm-
selves?

Mr. PAuL. We have no objection to their settling it.
Senator BARuCLEY. Mr. Clhairian, the Senate will probably be in

session only a short time. They will call a brief calendar mind prob-
ably adjourn until Monday. So if the committees wants to go ahead
and finish the hearings, it will not interfere with the Senate.

The CHAiRMktAN. I was about to ask, there is no need of keeping the
Secretary any longer this morning? If there are further questions of
the, Secretary, they should be asked now.

We would like to have the stall remain here perhaps, or come li.ack
this afternoon.

Semitor VANDENBEIC. I woild like to have your figure as soon as
possible showing the division of income between new taxpayers and
old taxpayers.

Secretary MORGENTInAU. Yes.
Senator TM T. Mr. Chairman, there is t new idea on this joint return

here stating that the family unit is a proper unit of taxation. Does
not that principle give a tremendous advantage to the single man or
single woman over the married people? If we change from an indi-
vidmal basis to a family unit basis, then why does not that give the
single man a tremendous advantage?

Mr. PAUL. I do not see how it does, Senator. Perhaps I do not
understand your question.

Senator TAMr. Well, it seems to me it costs at least twice as much
for two to live as one. I think it costs more in the higher brackets.
It seems to me if you shift the whole thing to the family unit and the
family unit consists of one person, that that one person gets a tre-
mendous advantage, he has much more left to live on than the family
has.

Mr. PAr,. If I understand you, you are promising your question
now on the idea that it does cost more for two to live than one.

Senator TAFT. No; it costs twice as much. It seems to me if you
want to eliminate this injustice the thing to do is to go back to the
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individual basis and let the families divide their income between
husband and wife equally, as they do in the community.property
States, and then raise your rates if you please, to the point where you
get the same income or whatever may be necessary. It seems to me
that is a much more equitable way to deal with this proposed injustice
than it is to throw the husband's and wife's together, no matter where
their income comes from.

Mr. PAUL. That is another way to get at the problem, Senator, but
it does not seem to be quite satisfactory. We have given a great deal
of study to that.

Senator Bnowx. Mr. Paul, what did the House do as to section 402
in regard to community property?

Mr. PAUL. The House did not accept our ideas on joint returns.
Senator BIiowN. It passed something.
Mr. PAUL. That was in respect to the estate tax. They passed a

provision to the general effect that a community estate should be
treated like a joint estate.

Senator BlowN, It relates solely to the estate?
Mr. PAUL. That is right.
Senator CONNALLY. You say it, is on a family basis. As a matter

of fact, it is not on a family basis at all. Suppose there was a man
and wife and they had a son that has a million dollars. You do not
include his million dollars?

Mr. PAUL. Ihat is riaht.
Senator CONNALLY. Although you give them $400 to help support

him. It is not a family basis at all, it is just husband and wife.
Mr. PAU1L. It is true that we have not been able to find a satis-

factory way of including all the family income; that is, the family
income of children.

Senator CONNALLY. If you have a right to assess the wife's income
as part of the husband's income, why haven't you got the power and
right to assess the income of a son and daughter as long as they are
single.

Mr. PAUL. I do not think it is a question of right.
SenatOr CONNALLY. Use the word "power" instead of "right." You

could do it, could you not?
Mr. PAUL. If you can do one, you can do the other.
Senator CONNALLY. Exactly.
Mr. PAUL. We have not been able to work out a satisfactory scheme

of including the income of children in the joint return.
Senator CONNALLY. Why? You say you cannot get one that is

satisfactory. What is the difficulty? It would have the effect, along
the line of the question of some other task, of taking the side of birth
control, would it not?

Mr. PAUL. Well-
The CHAIRMAN. If it is the pleasure of the committee, we will

recess until 2 o'clock, and ask the Treasury staff to come back here,
and Mr. O'Brien. We may wish to ask a good many questions.

Mr. Secretary, we thank you for your appearance. It will not be
necessary for you to come back.

Secretary MOIoRENTHAU. Thank you.
(Whereupon, at 11: 55 a. in. the committee recessed to 2 p. m. of

the same day.)
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AFTERNOON SESSION

(Pursuant to adjournment for the noon recess, the committee re-
convened at 2 p. m.)

The CHAIRMAN. The committee will come to order. Mr. O'Brien,
will you come around and help us this afternoon?

Senator VANDENBERG. What is he going to do, go through the bill?
The CHAIRMAN. Mr. O'Brien, will you sit down, please, sir. You

have not been coached as a witness, but I presume you are ready to
go on and if it pleases the committee, I thought that Mr. O'Brien
might briefly state the material changes made by the House bill in
the existing law; and in connection with his statement, there may be
questions that some -nembers of the committee will wish to asl( of
the Treasury representatives. Mr. Paul is here and the other repre-
sentatives of the Treasury Department; and so we will proceed, if it
is the pleasure of the committee, in that way this afternoon, so that
we may have a better understanding of the bill.

Any question that any Senator wishes to ask the Treasury staff
about any feature of the bill may be asked as It. O'Brien devel-
ops it.

All right, Mr. O'Brien.
Mr. O'BRIEN. May I say, Senator, that I won't go into this in a

detailed sense at all.
The Cmuii-n.u,. Not at all.
Mr. O'IllnN. I will generally touch on the high spots.
The CHIAIRMAN. Yes; unless'some technical question develops which

may be explained then by the Treasury staff or by Mr. Stai.

STATEMENT OF JOHN O'BRIEN, OFFICE OF LEGISLATIVE COUNSEL,
UNITED STATES HOUSE OF IIEPIESENTATIVES

Mr. O'BRIEN. I might state, briefly, that the bill is divided into
six titles; the first is Individual and Corporation Income Taxes, which
consists of two parts, first, the part which relates to chapter I, that is,
ordinary individual and corporate income taxes and part II which
relates to personal holding companies; title II of the bill relates to
changes in the excess-profits tax; title III relates to capital stock and
declared value excess-profit taxes; title IV is Estate and Gift Taxes
consisting of two parts, part I relating to estate taxes and part If
relating to gift taxes.

Title V relates to amendments to prior Revenue Acts and miscel-
laneous provisions, and title VI relates to excise taxes.

First, we will take title I, which begins on page 6, line 7, part I,
Amendments to Chapter I-that is, ordinary individual and corpo-
iate income taxes.

First in section 101, which makes the provision of the amendments
made by this title applicable only to the vears begining after De-
cember 31, 1941. That is the general rule--the rue which was first
announced in 1934. The amendments are applicable to taxable years
which beain in this year, or beginning thereafter. There are excep-
tions to that provision.

I shall call your attention to the various sections which are made
retroactive, as we come to them.
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Senator VANDENBERG. At this point, what is this general objectionm
that I hear frequently, that you have increased the burden in respect
to corporations that have a different fiscal year?

Mr. O'BRIEN. That comes under section 108, Senator, and would you
mind holding that for a moment until we can get to it, sir? That is
an exception to the general rule and a very important one, to be sure.

Senator VANDEiNBERG. And a very bad one.
Mr. O'BnIEN. Page 6, line 15, section 102 relates to normal tax on

individuals. Tile normal tax rate is raised from 4 to 6 percent by
this proviso n.

Page 7, line 1, begins the "Surtax on Individuals," and here the
surtax begins it a surtax net income not over $2,000 at the rate of
13 percent and runs up to a rate of 82 percent of the excess over
$200,000. The important thing about that schedule is that under the
present law the lowest bracket is 6 percent instead of 13 percent, and
the highest bracket under (lie present law begins at $5,000,000, whereas
this begins at $200,000.

Tle CITAIRMAN. In other words, the maximum tax is applied after
$200,000 has been reached in this case?

Mr. O'Bitms. Yes, sir; $200,000 here, as against $5,000,000 under
the present law.

Senator CONNALLY. Mr. O'Brien, may I ask, in the matter of indi-
vidual taxes, is there anything comparable to the excess-profits taxes
in thse case of corporations or does that excess of such corporations
Ipply to individuals as well ?
Mi. O1RiEN. It relates to corporations alone.
Senator CONNALLY. Exactly. Now why should a man whose normal

income from a business is, say $50,000-why should he pay only the
same rate as some man who makes $50,000 here that lie did not make
a year ago, and out of war contracts or out of inflated business opera-
tions--wily should not there be some device in this bill to tax higher,
normal or' higher surtaxes in some way, those unusual and uncommon
profits that we all know that people are making. A man who may
have been making five or six thousand dollars a year under normal
condition and normal times, pre-war times here in war times, in 6
months, may be making $600.000 in war proAts?

Mr. O'BlIEN. That, Senator, is a question of policy.
Senator CONNALLY. The reason I am raising the question is:

Should there not be a way and can there not be some way worked out
so that we can get back a reasonable amount of those profits for the
Government?

Senator VANDE.NBEnRG. To apply the excess-profits theory to indi-
vidual income.

Senator CONNALLY. Exactly; treat them as excess profits, even
though they are individual, just as we do corporations.
The CHAIRMAN. That was applied in the First World War excess-

profits tax, was it not-to individuals back in World War I?
Mr. PAUL. In 1917 the act applied to individuals, and in the t91&

act, the excess-profits tax on individuals was abandoned.
The CHAIRMAN, Abandoned after 1 year's trial.
Senator TAn'. I raised the same question 6 months ago with the

Treasury Department. and to my recollection they agreed to the
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theory but said that administrative difficulties were insurmountable,
is that incorrect?

Mr. PAUL, I would not go so far as to say that I agree on the theory
completely; I think there is much in the theory, but the second part
of your statement is quite correct. We tried to work out an indi-
vidual excess-profits tax but we found great difficulties,

Senator TAFT. You mean relating to business or individual incomes?
Mr. PAUL. We tried to look at it from the standpoint of individ-

uals, without reference to business and increased taxation, and there
were too many complications about it. We conclude, after our study
of the set-up, that nobody would have been able to file so complicated
a return.

Senator VANDENBERG. You mean the difficulty with th taxpayers.
for comparative purposes?

Mr. PAUL, There would be a great fundamental difficulty in deter-
mining the differences between the normal increase, which would hap-
pen in the ordinary course of business at any time and increases of
income which wer~e attributable to conditions of today peculiarly
arising-

Senator CONNALLY. Could you not go back and take, as you do in
most cases, a 4-year term and arrive at an average by which you can
determine an excess-profits tax? Here is an individual who has been
going around making 4 or 5 thousand dollars a year and this war
happens along-you see them every day, do you not---everybody
knows the war did this when they suddenly jump to tremendous in-
comes, we all know that the war is directly or indirectly the con-
tributor?

Mr. PAUL. Not in every case. Let me see if I can give you an
example of the difficulties arising.

A man comes into my law office-say he gets $2,100 a year-
Senator CONNALLY. When he comes in?
Mr. PAUL. Yes; I mentioned that-
Senator CONNALLY. When he goes out you do not know how much

he is getting?
Mr. PAUL. All right. I say that in 6 months or a year it'would be

normal to give him a raise because of good work, that would happen
at all times. Now, how are you going to distinguish between that
kind of an increase, that $600 a year that would normally be given,
and an increase in income which was plainly attributable to condi-
tions of the day? We tried to do it, by setting up an arbitrary per-
centage which might be comparable to the method employed with
respect to corporations, but we found many complications with respect
to items such as medical expense and unusual misfortunes that peo-
ple might have; and then on the policy end of it we found some
difficulty in explaining, at least to ourselves, why a man making, say,
$4,000 a year should be taxed at a greater rate than another man
making $4,000 a year.

Senator TAFT. Suppose you had a machine shop run by two fellows
earning $3,000 a year apiece and last year one fellow wias allowed to
work half time-business was not very good-and s1p)ose last year
lie made $1,500, and the other fellow was getting $3,000.

Mr. PA V,. That is one trouble.
Senator TAFT. Then this year, on any such tax as proposed the one

making $3,000 in both years would pay less than the man who made
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$1,500 last year and $3 000 this year through business conditions
alone and through no fault of his own,

Mr. PAUL. And furthermore, the man paying the bigger tax did
not have previous earnings to accumulate funds with which to pay
the tax.

The CHAIRMAN. Then, Mr. Paul is it not true that finally, when we
get into the higher income brackets, with these greatly increased
earnings, these rates put in there are pretty steep?

Mr. PAUL. All above $200,000 is at 88 percent; that is, 82 percent
plus 6 percent normal tax.

Senator G nay. On individuals?
Mr. PA UL. Yes; and you must a(d to that tax--
Senator HERnIiNG. Mr. Paul, is anything being put in there to take

care ofpartnerships in this tax?
Mr. PAUL. We have discussed it but we felt that the same diffigul-

ties were present, such 'as what was their business investment capital,
and so on, and there were many administrative difficulties that were
encountered back in 1917 in the 1917 act.

Senator HEaniNo. Partnerships have increased rapidly because of
that, even now.

Mr. PAUL. There is a certain amount of de-incorporation.
Senator CONNALLY. One more question. Under this theory of tax-

ation we (ainot discriminate, but we can classify, can we not?
Mr. PAUL. That is riht, sir.
Senator CONNALLY. You can establish classes and then, within those

classes, tax them different rates from other classes or classifications.
Mr. PA i,. That is right.
Senator CONNALLY. Has it ever occurred to you that sources of

income might be tised as a basis for classification, such as war con-
tracts, or you could broaden it all you wanted-had you ever thought
of that?

Mr. PAUL. Yes; we have, and you remember under the 1918 act,
it had a special extra tax on income from Government contracts.

In the first place, we felt that it is almost impossible to distin-
guish ii the kind of war we have today what is war income and what
is not. We cannot tell,

Senator CONNALLY. That is where a comparison with former in.
come would furnish some standard, at least.

Mr, PAUl,. It would furnish some standard, I admit, in some Calcs,
but we felt that the test was too crude to apply without great hardship
generally.

Senator CONNALLY. That is true of all taxes. Any flat rate will
catch someone inequitably in comparison with others, but that is no
reason Why we should have no tax.

Mr. PAUL, But there is a comparative degree involved.
Senator CONNAiLY. I hope that you will study that further, during

the course of the hearing, so that we can work ott some way of getting
these unearned and almost criminal profits that sone people are
getting out of this war.

I think we have only struck one or two little scratches, and we have
many individuals and concerns getting unearned and undue pr4 fils
out of this war, directly out of it.

I think if it goes on it will probably get worse, I don't know.
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Mr. O'BRIEN. Beginning on page 8, line 1, is the provision relating
to the so-called short form. You will remember that in the last
revenue act there was a special section inserted to provide for short
form of return. Individuals whose gross incomes did not exceed
$3,000 and consisted wholly of salaries, wages, compensation for per-
sonal services, dividends, interest, rent, and annuities or royalties
were in that group.

Now, in view of the fact of increased rate of normal and sort ax,
the amount of the tax in each of the $25 brackets in the scliedillc yoiu
see beginning on page 8, line 13, has been increased over the existing
law for those who file short forms.

Other changes are made. First, instead of a $400 exemption for
each dependent, for the purpose of the short fori, the amount is made
$440; second, the (determination of the taxable status of the taxpayer
tinller the present law is as of December 31 of the taxable year; that
is, the determination of whether lie is married, the determination of
how many dependents he has, and who his dependents are, under tie
present lav, is as of December 31. This bill proposes to make that date
,July 1 of the taxable year; that is, to determine the states of the
taxiaver-whether lie i's married-for the purl)ose of the whole year,
that determination is to be made as of July 1 of the year.

In addition to that, certain taxpayers who, under the present law
are eligible to use the short form, are made ineligible by this bill. It
will bar, first, taxpayers filing returns for a period of less than 12
months; second, one excluded taxpayer will be one who is on other
than a calendar-year basis; that is, a fiscal-year taxpayer is not eligible
to use the short'form; the third major change is that a 1)ersoi whose
spouse does not use this sUl)plement, the short form, but files under
the regular form, cannot file under the short form.

I understand that loopholes developed in the case of husbands and
wives, where the wife took advantage of the theoretical deductions
allowed tinder the short form and the husband who had the actual
deductions got the benefit of them through using the long form, or
regular form. This proposes to eliminate that by making it ihpos-
sible for one spouse to use one type of form and another spouse the
other type. Both nmst file the sane type of form.

Senator VANDENBIIIRG. Is this the point at which you reduce the
exemptions, or does that come in somewhere else?

Mr. O'Bnm. No; that is in connection with section 123, over about
page 50.

Senator VANDENBERO. All right; go ahead.
Mr. O'BIEN. Page 12, line 11, begins "Tax on Corporations," and

I must explain, first, in connection with the tax on corporations that
there is a different concept in this bill of the base of the tax, the
base on which the tax is computed. Under the present law the cor-
porate gross income minus deductions is the corporation's net income,
and that is the basis upon which the normal tax is levied; but in the
computation of the net income the excess-profits tax is allowed as a
deduction for the purpose of arriving at normal tax net income and
surtax net income, which is the base for the corporate tax.

Now, in order to explain the effect of the change, I must tell you
a little bit about the new plan of excess-profits taxation. For'the
purposes of the excess-profits tax-that is, the amount which is sub-
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ject to the 90-percent rate in this bill-the net income of the corpora-
tion is ascertained. That is the gross income minus deductions. For
the purpose of computing the excess-profits tax there is allowed an
excess-profits credit of 95 percent of the corporation base period
earnings and a specific exemption of $10,000. To the amount of the
net income that is left is applied a 90-percent rate of excess-profits
tax.

Now, this bill proposes to tax at normal and surtax rates the amount
of the corporate gross income minus deductions, and to allow a credit
against net income of the amount on which the excess-profits tax is
paid.

Let me give an example of it. Suppose a corporation ]ms a gross
income of $100,000, deductions of $40,000, thus making $60,00 net
income. Suppose the corporation has a cre(lit for excess-profits tax
purposes of $30,000, the credit, plus $10,000 specific exemption. makes
$40,000. Thus, the corporation pays the 90 )ercent rate on $20,000;
that is, the difference between the ,40,000 and the $60.000. This bill
proposes that the net income which is not subject to excess profits tax-
that is, the $60,000 minus the $20,000, or $40,000, siall be subject to
the normal tax and the surtax on corporations.

Senator TAT. Will you say that again ?
Mr. O'BiEN. Yes.

Senator TAMT. Just the tax.
The CHnIMAN. In other words, you deduct the amount on which

you compute the excess-profits tax.
Mr. OBnrN. That is right.
The C, nmAN %N. Rather than the tax itself.
Mr. O'Bnnw. Right.
The CAI AN. Aid the balance is the amount on which you com-

pute your normal and surtax.
Mr. O'BitIEN. Exactly right.
Senator '[ArT. As compared to-
Mr. O'B IN (interposing), Take the case of the corporation with

a. gross income of $100,000. It has its deductions of $40,000; this
gives it i net income of $60,000. Suppose it has average earnings
credit of $30,000, and it has specific exemption which is free from
excess-profits tax of $10,000: therefore, $30,000 plus $10,000, or $10,000,
is stitracted from the $60,000 to get lie adjusted excess-profits tax net
income. I'hat adjusted excess-profits tax net income, or $20,000, is
subject to a 90 percent excess-profits tax.

Now, let's start again on normal tax. It has a gross income of $100,-
000, deductions of $10,000, tints leaving $60,000. It has been subject
to a tax on $20,000. Under the excess-profits tax, that is. Therefore,
from $60,000, you subtract $20,000, thus getting $40,000, which is the
base for the tax for normal tax and surtax purposes.

Senator T,,r. As compared to'the present law?
Mr. O'BREN. Under the present law?
Senator Tx-rT. You tax is figured on what figure?
Mr. O'Jf.ur You have no comparable figure; you must get what

your excess-profits tax is.
Senartor TArT. On ,0 percent , if it was 90 percent, you would de-

duct from $60,000 the $18,000, and that would leave $42,000, under the
present law, instead of $40,000 under the proposed law?

70903-42-vol. i -,
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Mr. O'BRIEN. Right.
Senator VANDENBERG. In any event, it would still be necessary to hire

a tax accountant.
Mr. O'BRIEN. I am afraid so.
Tlieire has been no change in the normal tax rate on corporations

except that the place where the difference between the normal tax
rnte oii small corporations and big corporations, the so-called notch,
has been set at $50,000 on normal tax, now making the point of differ-
ence Letween the large and small ones run up somewhat.

The CHAIRMAN. Under the existing law that is fixed at what?
Mr. O'BRiEN. Around $47,000, I think.
The CHAIRMAN. And this bill will take it to $50,000?
Mr. O'BItEN. Yes, sir; in order to make it uniform with the surtax.
The next major change occurs on page 13, line 8, relating to surtax

on corporations. I might say, of course, that in surtax net income as
contrasted with normal tax net income, in the case of corporations,
partially tax-exempt interest is included; and to the extent of such
interest corporation surtax net income is larger than the normal tax
net income. Apart from the teehnialities relating to the credit for
adjusted excess-profits tax net iucoIe, ile major change made in this
section is to apply-instead of the rate of the present law, 6 percent
on the first $25,000 of corporate surtax net income and 7 percent on
the remainder-a tax of 10 percent on corl)oration surtax net incoiie
not over $25,000 and a tax of 21 percent on corporation surtax tiet
incomes over $5 0,000, with an eqtmlizing tax in the case of corpora-
tions whose surtax net income is over $25,000 but not over $50,000.

Now, in tie case of a large corporation-that is, a corporation with
a net income of over $50,000-the present normal rate of 24 percent
has not been disturbed. The surtax rate, however, has been raised
from 6 and 7 percent to 21 percent, and that is where you get your
combined normal and smtax rate of 45 percent.

Senator Gmcnx-. Will you state that over again?
Mr. O'BIEN. Yes, sir. Under the present law, the corporate rate

on a so-called large corporation is a 24 percent normal rate, and
that has been left undisturbed in this bill. Under the present law
the corporate surtax rate is 6 percent on the first $25,000 and 7 per-
cent on the excess over $25,000. For that rate, there has been sub-
stituted a 10 percentt rate on surtax net incomes not over $25,000, and
for corporations with a surtax net income of over $50,000, the 21 per-
cent rate applies; so the effect is, on the large corporations, you have
a combined rate of 24 pereent normal and 21 percent surtax, thus
giving a 45-percent rate.

rThe11 CIIAIRMAN. You inian, by large corporate ions, corporations
with net income over $50,000?

Mr. O'BImEN. Yes, sir.
The CHIRMAN. That is where the rate comes from, your 45-percent

rate, combined rate?
Mr. O'BmNE. Yes, sir.
Senator CONNALLY. Under the present law a corporation having

only $10;000 net income does not pay any taxes?
Mr. 0 BIEN. Under the present law
Senator CONNALLY. Yes.
Air. O'BIEN. No, sir; it pays a normal tax-15 percent.
Senator CONNALLY. Where'(loes the $10,000 come in?
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Mr. O'BiuiiN. Tile $10,000 applies to excess-profits tax only. The
$5±000 specific exemption under the present law is made $10,000 by
this bill.

Senator CONNALLY. But you pay some percentage on all the net
profits now; and under this bill you continue to pay?

Mr. O'Bamw. Well, that is not quite true, Senator, to this extent:
In the case of the corporation paying excess-profits tax the amount
over the 90 percent excess-l)rofits tax is not subject to any tax
wlatsoever.

Do I make that clear, sir? Because you get a credit for normal
and surtax purposes of the entire amomt upon which the excess-
profits tax is based, so to the extent of 10 l)ercent that income of the
corporation is free of tax.

Senator CONNALLY. But it would le then pretty high.
Mr. O'Biuw;.' Paying 90 percent on part, and 45 percent on the

rest of it?
Senator CONNALLY. Yes.
Mr. O'BnIIEN. Now, the rest of the amendments in this section are

purely technical amendments relating to getting rid of the dedulc-
tion for excess-profits tax which is in the present law, md various
other amendments particularly in connection with the net operating
loss, in order to make them come out right, You see, when you
change the basis of corporate tax it involves any number of mis-
cellaneous amendments throughout in order to niake it all come out
straight.

The next change is oin page 18, lie 8, which relates to tax Oil no-
resident alien individuals. Under the present law, that tax is at the
rate of 271/2 percent, and in view of the increase in normal and surtax
rates on residents proposed by this bill the rate has been made 37
percent.

There is a further amendment which is different from the exist-
ing law in the case of nonresident and alien individuals. Where, in-
der the present law, the rate is increased, the increase is retroactive
to the whole year, notwithstanding the fact that the method of col-
lection bY withholding at the increased rate does not begin until 10
days aft. r the enactment of the act. The proposal we have here is
that th,, new increased rate won't begin after December 31, 1911,
but only after withholding at the increased rate begins. That takes
effect, (or begins, on the tenth day after the enactment of tile act.

'The CH.InRMAN. Where' is tie section that appl)]ies to incomes earned
in foreign countries and paid by foreign countries to American
citizens?

Mr. O'BHiEibN. That is section 134, later on.
Trhe Cljr.i w.3 All right ; go ahead.
Mr. O'BluxN. A similar change is made in the case of foreign

corporations. The rate has bween raised from 271/2 to 37 percent.
Similarl' v, the rate of withholding on fixed and determinable incomes,
that is, dividends an1d interest and rents and royalties, and that kind
of thing, which the nonresident foreign corporations or nonresident
alien individuals are taxed on at that withholding rate, is similarly
raised from 271/2 to 37 percent.

Sena tor' YArxNmNInEi. And is there a relationship between that rate
mi(1 the reciprocal rate with other countries?

Mr. O' .:There is one on page 20, line 3,
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The CHAIRMAN. I think recently we negotiated a figure in the treaty
with Canada, and I think the rate is affected by that treaty, so far
as Canada is concerned.

Senator VANDENBIERG. Go ahead.
Mr. O'BIE.N. That says that you cannot-these increased rates will

not go into effect in violation of treaty obligations.
The CHAIRMAN. Protecting the treaties?
Mr. O'BmEN. Yes, sir.
On page 20, line 7, is the first of a number of purely administrative

amendments made by the bill, partly carrying out the policy which
was announced in connection with the Revenue Act of 1941-the last
revenue act, that there would be an administrative act which would
plug the loopholes and relieve a good many hardships. This particu-
lar section relates to the taxation of annuity trusts.

Under the present law, the Supreme Court held that if a payment
out of a trust was chargeable to corpus-that is, the capital of the
trust-notwithstanding that it may actually be paid out of the income
of the trust, nevertheless the beneficiary of the trust is not taxed when
the amount is distributed to him. Tie trust itself does not get a
deduction even if it does distribute, but the trust pays the tax on the
amount.

This amendment proposes a more realistic approach, notwithstand-
ing the fact that the amount payable to the beneficiary of the trust
may be paid out of capital; if it is paid out of income, it is included
in the income of the beneficiary and the trust gets the benefit of the
deduction for the amount paid out.

This provision, as I say, is a little more realistic in its view of th&
situation, and further helps to close loopholes.

Senator BRowN. In that change, Mr. O'Brien, under section 101,
that applies to the current year?

Mr. O'BRIEN. Yes, sir; it applies to the current year.
Senator BnowN. Is there anything unfair about that? It seems

to me possibly that ought not to apply until next year.
Mr. O'BRIEN. That is a question of policy, Senator, and it could be

postponed.
One thing I might call your attention to, in connection with that

Senator, under this amendment: If the amount is paid or distributed
after December 31, 1941, it does not make any difference what taxable
year the trust is on and what taxable year the beneficiary is on. You
have to have it cut off-you have to have a cut-off date there some-
where, so this is not geared to any taxable year. It is entirely con-
ceivable that a trust may have a taxable year beginning Juie 30,
1941, with a beneficiary whose taxable year begins January 1, 1942,
This proposes, with respect to the year 'beginning June 30, 1941, the
trust gets the benefit of a distribution in May 1942, and the bene-
ficiary is taxed.

Similarly, if the trust had a calendar taxable year beginning Jan-
uary 1, 19-42, and ending December 31, 1942, and the beneficiary had
a tixable year ending June 30, 1942, the beneficiary would have to
include the amount in his income and the trust would get the deduction.

Senator BRowN. Is it possible that might come in, on some case
already started in a district court?
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Mr. O'BiN. I don't think any of those cases would get that far, sir.
In that respect, it is retroactive, for some people have already filed
their returns for the taxable year beginning in 1941.

Senator DANAnEU. That would apply to any type of beneficiary?
Mr. O'Bax N. It would apply to any lieneficiary of an estate or trust.
Page 21, line 18, is a purely technical amendment to make abso-

lutely certain what was done when you subjected future issues of Fed-
eral obligations-subjected the interest on future issues of Federal
obligations-to tax.

The bill makes perfectly certain that as to those issues that are
issued after March 1, 1941, the taxpayer does not get a credit for
partially tax-free obligations.

This clause may well have been put in before. Why it was not,
I do not know, for there was no reason for not so doing; but the
reason for putting it, in now is to make absolutely certain that it
acconiplishes the purpose desired.

Page 22, llne 14, extends the period of time during which incomes
derived by corporations from the retirement of their own obligations
may be excluded front gross income. By an amendmenit made in the
Revenue Act of 1939 it was provided, in tile case of a corporation which
was in an unsound financial condition, if it retired its obligations at
less than par, the difference between the issue price and the redemption
price was to be excluded from groSs income. Under the provisions of
the 1939 Revenue Act that was made applicable only to taxable years
beginning then and not beginning after Decelber 31, 1942. nThis
proposes to extend the period of time during whiell that relief may
be allowed to corporations for 3 additional years; that is, years not
be inling after December 31, 1945.

senator ('ONNALr. That only aives relief to the extent of the dif-
ference between the par value anm the price at which they settled?

Mr. O'BRWN. Tlhe price at which they redeemed.
Senator C'ONNALLY. If they paid the debt at )ar, tley would not get

anything of ad vantage'
Mr. ()'BmuN. Then they would not have ally income.
'File situation is, under the law as it now stands, if a corporation

issues obligations at 100 and redeems them at 90, it has income of 10.
Senator CoN-KNAlLY. I understand that, but what I am trying to get

at is, a corporation now that owes debts is making a plea that they
should have sonic consideration-numbers of them are-and a little
different treatment so that they can pay their debts rather than taxes,
and pay their income, the bulk of their profits, not in tile form of taxes,
and thereby this would make it impossible to pay debts and would
wreck the business.

I understand that the Treasury has been trying to work out some
formula along that line. Have you got anything on that?

Mr. PAUL. There is nothing in'the bill on that, no relief of the type
you have in mind, Senator connally. We have been working very
strenuously on that matter and hoped that something might be worked
out but we have not asyet been able to do anything agout this situation.

Senator JouNsoN. Did you make a recommendation to the House,
and they rejected it.
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Mr. PAUL. I did not make a recommendation to the House, I simply
filed a sort of an exploratory memorandum with the committee, and
the committee took no action one way or the other.

Senator BROWN. Mr. Chairman, would it be possible-
The CHAIRMAN. You could do that very well if you had a post-war

credit to be taken in bonds, or absorbed in debt amortization paper?
If we could issue, say, post-war credits back to the individual corpora-
tions, that would make it easier to apply the principle that we desire
so much.

Mr. PAUL. That is true, sir. We are very anxious to give some relief
in this kind of a situation where a corporation is simply up against
heavy debts, but every way we look we have found that we were creat-
ing discrimination between a person who saved by reducing debts and
the person who had no debts and adopted some (ther form of saving.

Senator DANAHFR. Mr. Chairman.
Senator BROWN. Mr. Chairman.
The CHAIRMAN. Senator Brown.
Senator BRowN. Would it not be possible for us to have a copy of

the present law for comparison with the proposed bill?
I read section 22, and it does not mean anything to me.
The CIAIRIAN. I made that request of Mr. O'Brien and his staff, and

he said it was practically impossible for him to do it, that there was
not sufficient time.

Mr. O'BaFN. I would like to have done it, sir.
The CHAIRMAN. We wanted that for the committee.
I think that Senator Brown is quite right because where an amend-

ment applies merely to the Internal Revenue Code, unless we remem.
ber the entire Internal Revenue Code, which we do not, we have
great difficulty in seeing just what you have done.

Mr. O'BR1IE. I can say, sir, that I wanted to make that effort for
the committee, but unfortunately it is a fact that you would have to
print, substantially at least, the entire income tax laws. You would
have to l)ritit a great deal of them, and I would imagine that a com-
parison of that kind with this bill would run to some 800 or 900
pages in a comparative print.

We tried to do our best to educate by way of parenthetical expres-
sions on each page. You will notice, beginning tit page 22, line 17,
"Section 22 (b) (9) (relating to exclusion from gross income of cor-
porate income derived from discharge of indebtedness)." We tried
to help along that way, but we just frankly threw tip our hands over
in the House. The House has done a stupendous job on this thing.
This bill is perfectly enormous and it amends sections throughout the
entire Internal Revenue Code.

Senator BRowN. I withdraw my request, sir.
Senator DANAHER. How far back do you go in making the last

three lines on page 23 retroactive?
Mr. O'BImEN. Page 23?
SenatorDANAuFr. Yes.
Mr. O'BIEN. We have not come to that yet, Senator.
Senator DANAHER. Very well, I'll wait.
Mr. O'BRIEN. Let me tell you what it is, first.
Under the present law, here has been a good deal of confusion,

until the Supreme Court by a recent decision decided that when a
lessee of property puts real property improvements, such as a build-
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ing, on the land and the lease is terminated, that building constitutes
income to the lessor on termination of the lease. This proposes to
say that in such case that amount (toes not constitute income to the
lessor at the time of the termination of the lease. At various times
in the history of the income tax, there have been somewhat conflict-
ing rules, and it has been held that in cases in which taxpayers have
taken the amount or value of the building tip in income tax, then
the value of the building is added to the basis for determining gain
or loss, or the same basis for determining depreciation. This pro-
poses to say if you have done that in the past, you keep the basis
that you liave; but proposes, with respect to future terminations,
there is no increase in the basis whatsoever on account of the building
coming back to the lessor.

Now, for years beginning before .January 1, 1942, Senator, you apply
the rule only in those cases in which as a consequence of 1)eing com-
pelled to take the value of the building up as income or electing to
adjust the basis, you are going to give them the benefit of that basis
they acquired in the back years; so that in that sense it is retroactive.

St ntor J)AW rE.a. HoW fa' back il .'ears0
Mr. O'LlalN. Just as far back as you could go.
Senator 'I'\vr. There is a questions of perpetual lease for a building

involved ; say, a perpetual lease is a lease rating longer than the life
of the building?

Mr. O'Bnwxq. Longer?
Senator TAm. Yes; a perpetual lease. Who takes the depreciation?
Mr. O'Il m The owner of the building.
Senator TAF'r. The owner?
Mr. O'BR:N. Yes, sir.
Senator TAFT. There has been no change?
Mr. O'BRIEN. No, sir;. no change.
This only relates to tie ease where the building is put on your land

hy a teltant and comes back to you because of the ternii iation of the
lease. Under the present law that is income, though you might not
have the money to pay taxes with. This proposes to say that there is
110 income ol ierilition of tie Icase ad the building hrl- io basis
for deterinilning ga in or loss, and von get no delrcciation on it, because

there is nothlina to (leireciate. When you sell it, you take up your
viltti re Yili, au(it is taxable, aud till realized gain is recognized.

Senator lIY.wEuw. That is trute for whatever reason the lease is
terminated

Mr. O'ialh:N. Yes, sir: it, does not make any difference what the
reason may be for which the lease is terminated.

The C MuItAN. That covers the cases of the raihroads, where the
lease may 1)e terminated unexpectedly because of insolventey of the
lessees aTnd thrown back oii the lessors'?

Mr. O'BurN. 'iat is true. You heretofore recognized this problent
by exeliding the aitmoit of such income from excess-profits taxation.
this says it is not income at all.

The CHAIRMAN, Yes.
Mr-, O'BRiEN. Page 24, line 1, is another one of these administrative

changes of which I spoke. It relates to bad debts, p)rior taxes, and
amounts paid on account of taxes. It says that if you took a deduc-
tion for it bad debt tit a previous year, and in that year you did not
get any tax benefit on account of that deduction, if this year you made
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a recovery on that bad debt, the amount of that recovery is not con-
sidered income in the year in which it was received.

Let us take an example. Here is a man who had a bad debt. The
debt went worthless in 1929, let us say, when lie had no income, abso-
lutely no income whatever. Now, under the law of 1929 he was
allowed as a deduction $100 on account of that bad debt but he didn't
take that deduction for the reason that if he took the deduction it
wouldn't do him any tax good at all, his losses from other sources were
so great that he didn't have to pay any tax anyway.

Now, suppose that this year he can recover some ai ount on account
of that bad debt. Let us say $10. He does recover $10. This says
not having gotten the benefit of the deduction in the previous year
you will not consider its recovery this year as income.

Senator CONNALLY. That would be a recovery of capital, would it
not?

Mr. O'BREN. Yes.
Senator CONNALLY. That is on the theory that it is really recovery

of capital rather than income.
Mr. O'BIEN. Yes.
A similar provision applies with respect to taxes. For instance,

you paid a tax during a previous year. You did not get the benefit
of a deduction for a tax. For instance, a 1ax to a State. Now, jou
get a reftmd. You find you did not owe the tax. You find you di n't
get the benefit of the dedication on account of the tax. You do not have
the amount of the refund of the tax included in income.

A similar rule is applied in the case of recovery of amounts paid
by reason of not filing a return or filing it late return.

Senator D.NAHER.Would you amelld your definition on line 14
to include amounts allowable as well as those allowed, or is this broad
enough to include it?

Mr. O'BtiEN. Well, 1 have forgotten just how the debate raged back
and forth about that word, Senator;' I don't recall the details on it
but we (lid debate whether the word should be "allowable" or "allowed,4
and finally decided Onl "allowed.?1 I should like to think about that
again. I don't know why wve said allowede" rather than "alwal.

This provision is made completely retroactive.
Senator TAr. If it was "allowable" and not "allowed" you wouldn't

have a recovery would you?
Mr. O'BIIEN. probablyy so.
Senator rrAIt. When you had collected a debt, there wouldn't be

any recovery because you never took it off.
Mr. O'BIEN. Maybe that is the answer, that you never took it off.

As I say, I don't remember ]low the debate went.
Now' as I said, this is made completely retroactive back to the

beginning of the revenue acts.,
Page 27, line 1, excludes from gross income, in the case of an

individual who is t member of the military and naval forces of the
United States, so much of his compensation as a soldier or sailor or
officer, as does not exceed $250 in the case of a single person and $300
in the case of a married person.

The effect of it is, by way of an exclusion from gross income, some-
what similar to allowing, in the case of a single person, a personal
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exemption of $750, which is the same as the present law, and in the
case of a married person, $1,200 which is the saine as the present law.

Mr. PAUL, $1,500.
Mr. O'BRiEN. I beg your pardon; $1,500, which is the same as the

present law.
One more thing about it. It relates only to what lie gets from

the United States. It does not relate to whatever income he may
have from dividends or interest or rent or other sources.

Page 27, line 14-
Senator BnowN. Would you tell us what "C," under line 20, page

26 nicans?\111' O'BIT-. "C)1?

Senlator BnZowN. Yes.
Mr. O'Bw. "C" runs all the way back to the 1913 Revenue Act,

Senator; makes these amendments applicable.
Senator BaowN,. Does that nicai that the Department can go back

and reopen the returns for 1939, 1940, and 1941?
Mr. O'BnIEN. No. Ret.uns which are closed by the statute of lini-

tat ions aren't opened. You see, if this had been a part of the Revenue
Act of 1918, if the return is closed, nothing can be done about it. That
is the statute of limitations.

Senator BtowN. It seems to say that subsection A was the law in
1938, 1939, 1940, and 1941.

Mr. O'BnrmN. That is right. Suppose it was the law in 1924.
Your 1924 year is closed, Senator. That doesn't do any good.

Senator ilowN. I didn't say 1924.
Mr. O'BRIEN. Well, you are assuming 1938 is closed or not closed?
Senator Bniowi. Closed.
Mr. O'BIE.N. You are assuming 1938 is closed?
Senator BitowN. Yes.
Mr. O'BRnN. This doesn't do the taxpayer any good.
Senator BatowN. I didn't think it did.
Mr. O'BnRWN. No; it does not. There is one point I want to call to

your attention. Let me point this out, Senator. If 1938 is the year
in which you took the bad debt deduction which did you no good, and
that is a closed year, if you made a recovery of the debt in 1942, 1942
being an open year you get the benefit of this provision. But if
you took the bal debt deduction in 1924 and got a recovery in 1938,
but both the years were closed, you don't get the benefit of this
section.

Page 27, line 14, relates to the report requirement in connection
with certain inventory methods. In the 1939 act, in the provision
relating to the so-called last-in, first-out method of taking inventory,
there was in connection with that change in 1939 a requirement that
the taxpayer report to shareholders and report for credit purposes
only on the last-in, first-out method. That requirement related not
only to the annual report of the corporation to its shareholders or
the annual report to its bankers, but also to so-called interim re-
ports-that is, reports on a monthly or other basis to shareholders,
and so on. This proposes to get rid of that requirement relating to
the interim reports, so the taxpayer is eligible to use the last-in,
first-out method, if lie reports in his annual report on the last-in,
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first-out method, notwithstanding the fact he may on the intermediate
reports report on the first-in, first-out metliod or some other method
of taking inventory.

This amendment is made retroactive to taxable years beginning
December 31, 1940, to permit those who during 191 submitted interim
reports on the basis of other than last-in, first-out, to their shareliold-
ers or otherwise, to take advantage of the last-in, first-out method of
inventorying for 1942.

Page 29, line 1, is the provision relating to alimony and separate
maintenance payments. The provision, in general, is this, that if the
husband is paying, let us say, alimony out of his salary, is paying
his ex-wife $100 a month, they having been divorced, then the wife
takes up $100 a month in her'income, the husband gets a deduction
for $100 on account of the payment to his wife. That is the simplest
possible case.

Similarly if the husband established a so-called alimony trust,
which the Aupreme Court has held is taxable to the husband, not-
withstanding the fact all the income goes to the wife, it is proposed
here that the wife will take up the amount of the income from the
trust in her income as it comes to her.

Another major feature of this provision is that the lump-sum set-
tlement-

Senator CONNALLY. In short, you allow the husband to take a de-
duction of what alimony lie pays and she pays the tax on it?

Mr. O'BREN. That is'it briefly, in the simple case.
Senator CLAR. Is that not substantially the same provision as in

the last Senate bill?
Mr. O'BnIEN. Very similar to it. I think we put it in a little more

streamlined language and elaborated on it a little bit.
Two more things 1 might call your attention to: First, in connec-

tion with the lump-sum settlement of a husband and wife. Let's say
as a consequence of the decree of divorce or sel)aration the husband
gives the wife $100,030 and that is all there is to it. That $100,000,
under this revisionn, is not income to the wife and is not de(dctible
by the husband. It is only the periodic payments of alimony which
is deductible by the husband and is income to the wife.

One other thing. If an amount is specified in the decree of divorce
attributable to t Ie support of minor children, that amount is not
income of the wife and is allowed in connection with the credit for
dependents of the husband if the husband is actually Sul)porting the
child. If, however, that amount paid the wife includes the support of
children, but no amount is specified for the support of the children,
the entire amount goes into the income of the wife and she gets the
credit for the dependents if she does actually sup port the childi'en.

Senator DxANaaH. Suppose in a State where the wife has a statu-
tory interest in her husband's estate, of which she cannot be divested
by will or otherwise, and the court finds, in allocating so much of the
husband's property to her, that this is her allocable share under the.
statute, or the equivalent, whether payable in instaillnents or not-if
the court so finds, wouldn't she be a purchaser for value to the extent
that ahe is entitled to that share under the laws of that State?

Mr. O'BRIEN. My conception of that, Snator, is that that is a
property settlement and being a property settlement rather than a
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periodic payment for the support or in recognition of an obligation
to support, is not taxable to the wife and not deductible by the hus-
band. Like the case where there is an apartment house- or where
they enter an agreement that her dowry is worth so much and lie
gives her that much.

Senator DANAJIER. Well, until she does receive payments equal at
least to the value of the estate she was entitled to take, isn't she a
purchaser for value?

Mr. O'BaiEN. Well, regardless of whether she is a purchaser for
value, I don't think she would be taxed on the amount she got when
she got it. But I think this is true, say there was an apartment
house, or securities, or something like that, if the income came to her
from those securities, or from the apartment house, she would be
taxed o;, that, but not on the capital sum which was given to her in
conseqen-ee of the decree.

Senator DANAImi. And what is the principle on which you exempt
from the operations of this section a lump-sum settlement.

Mr. O'BIEN. It is not a periodic payment.
Senator DANAH1ER. So that the whole difference turns on whether

or not she gets it all at once?
Mr. O'BmEN. That is right. Now, there are statements here relat-

ing to installment payments,
The CHAIRMAN. What about a trust. Suppose you set up a trust.

Is that considered a lump-sum payment?
Mr. O'BwREN. If the husband has no right in it at all, and if it is

the kind of a trust which under the decree of divorce is final and
cannot be opened at all, under the present law the income is taxable
to the wife. Under the present law, income of certain kinds of so-
called alimony trusts are taxable to the husband. It is not taxable
to the wife. But the income from the trust, which under the present
law the Supreme Court would hold to be taxable to the husband, is
now made taxable to the wife.

The CIminmAN. Income from the trust?
Mr. O'BRIEN. That is right.
Senator DANAHFR. Do you intend that this shall be prospective

only?
Mr. O'BIEN, Prospective only.
There are rather elaborate rules here with respect to effective dates,

and the effective dates with respect to which the amendments are
applicable. It is geared to the wife's taxable year. That is, the hus-
band gets deductions in the taxable year in which he pays if the pay-
nient falls in the taxable year of the wife which is subject to this act.

Senator DANAHER. I niay have misled you. I want to make sure
that I did not. I want to make clear whether you intend that the
provisions of this shall apply retroactively to alimony arrangements
entered into, let us say, in 1935?

Mr. O'B:EN. It doesn't make any difference if it is entered into
in 1902, if it is a periodic payment. Now, the time of the creation
of the interest or the time of the divorce has nothing to do with it.
People divorced 10 years ago are still paying a part of their salary
to the wife. They will get the deduction, and the wife will take it
up as income.

But I do want to make plain that the applicability of this section
depends on the wife's taxable year. That is, if the income is paid in
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a year when the wife will pay income tax on it, then it is deductible
by the husband. If it is not, it is not deductible by the husband.

The CHAIRMAN. InI other words, if she doesn't have sufficient in-
come to get into a taxable bracket, it is still charged to the husband?

M. O'BrI:,N. No, no. No matter whether she pays a tax on it or
not, it makes no difference. It is just what year it falls in.

Let me give you a case, Senator: If the wife is on a calendar year
beinim January 1, 1942, and the husband is on at fiscatl year

ing ine 30, 1942, if lie pays liver the money in Mlay 1942, since
the amiounit whiehlihe pays falls in a year of the wife to which this
acts, applies, then lie gets a deduction. That is a simple illustration.
Whether she actually pays any tax on it is immaterial. Whether the
amount is so low that her personal exemption is adequate is immate-
rial. It is only that it is includible in her income if she has any.

The CIrIAniMAN. I see.
ir. O'BRIEN. The thing works in reverse too, in those odd cases

where the wife is paying alimony to the husband. I understand
there are such situations.

The CHAIRMAN. So much of this bill may be regarded as a relief
measure then ?

Mr. O'BR0I1r. Yes.
Now, page 34, line 14, begins the provision relating to the so-called

nontrade and nonbusiness expenses-the Hggins case. All the lan-
guage on pages 34 and 35, is old law, except that it needsT to be
reorganized on account of the change which is made at the bottom
of page 35 and the top of page 36. That provides that in the case of
an individual all the ordinary and necessary expenses paid or incurred
during a taxable year for the production or collection of income, or
for the management, conservation, or maintenance of property held
for the production of income, are deductible in ascertaining the net
income.

The Supreme Court held in the Iiggins cae if you are not en-
gaged in a trade or business, the expenses of an individual in, for
instance, managing his securities, paying his investment counsel, and
so on, are not deductible. This says they are. A similar deduction
is allowed with respect to depreciation of property held for the pro-
duction of income. A different rule is applied 'if interest, for in-
stance, on securities would not be includible in gross income. For in-
stance, if you hire investment counsel for the purpose of-well, take
a better case: If you hire a safe deposit box to store your completely
tax-exempt securities, you do not get the benefit of this deduction
because the amount of income from those securities does not fall into
income itself.

These series of amendments are made completely retroactive, but,
Senator Brown, only to open years.

Any questions about that?
Senator TAFT. Is there an amendment for expenditures for adver-

tising and goodwill?
Mr. O'BRIEN. That is old law, Senator.
Senator TArT. What?
Mr. O'BanEN. That is old law. It got in last year.
Senator TAM-. That is page 35.
Mr. O'BRIEN. Pages 34 and 35 are just a reorganization, dividing

section 23 (a) into two general categories. The first is trade and
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business expenses, and the second is nontrade and nonbusiness
expenses.

Now, page 37, line 18, begins another important administrative
change relating to bad debts. Under the present law a deduction
for a bad debt is allowable only if it is ascertained to be worthless
and charged off within the taxable year. This proposes to say that
a deduction is allowed for a bad debt in the year in which the debt
as a matter of fact became worthless, regardless of whether it was
ascertained that year to be worthless, or regardless of whether it was
charged off or not.

In connection with that provision I might point out that there is
in here a provision to the effect that in the case of the deduction on
account ofia bad debt becoming worthless, the statute of limitations
is 7 years rather than the 3-year statute of limitations, the reason
being that it is generally so hard to ascertain just when a debt did
become worthless, and it was thought desirable to have a longer
period, longer statute of limitations with respect to this i)articular
deduction.

A further change made by this section begins on page 38, line 24.
Senator CONNALLY. May I ask you right there, as I understand it

the law has always been that you cannot get any deduction for gifts
to individuals, but they must be givdn to some organization. Is that
right; is that still the law?

Mr. O'BRIEN. Yes; any charitable organization, named charitable
organization.

Senator CONNALLY. If some fellow comes along and touches you for
$25, and rou know it is a gift, you can't deduct it.

Mr. OM3RIEN. That is true.
The ChAIRMAN. You don't have to pay any gift tax on it, though.
Senator CONNALLY. No; but you are paying a gift tax when you

let him have it.
Senator TAFT. Is there any change made in this particular-it is all

hard to understand-that if your securities or bonds become worthless
you get a 100-percent deduction, whereas if you sell then at 1 cent
on the dollar, it is a loss, a capital loss, and it is a deduction for
capital loss. You are limited, in other words, in your loss. There
is no change?

Mr. O'BRIrN. No change.
Senator TAF', From time to time, the Treasury suggested that

that corporate securities division, should be changed.'
Mr. O'BnIEN. Yes.
Senator TAFT. It was changed.
Mr. PAUL. It was changed I or 2 years ago; 23 (k), I think it was.
Senator TAFT. That remains the way it was.
Mr. PAUL. There is no change.
Mr. O'BRIEN. The next change, made by this section relates to so-

called nonbusiness bad debts. Whereas, under the present law they
are allowable as an ordinary loss, this proposes to treat a nonbusiness
bad debt us a loss resulting from the sale or exchange during the
taxable year of a capital asset held for not more than 15 months. In
other words, makes them short-term losses. Instead of being deduct-
ible in full they are deductible only as a short-term capital loss. The
ordinary case is where you lend a friend $100 and lie doesn't pay you.

Page 40, line 16, begis the next important change, which relates
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to the amortizable bond premium. It deals with the c.se in which
a bond is purchased, let us say, for $100 and upon redemption the tax-
payer gets $90, or- Well, put it the other way*- The bond is pur-
chased for $110, and on redemption the taxpayer gets $100. That $10
is bond premium. Under the present law the amount of that $10 is
treated as capital loss in the year in which the bond is redeemed. T1 his
proposes in the case of such a bond, the $10 of the bond premium
shall be amortized over the life, the remaining life, of the bond. In
the case, let us say, of a 10-year bond, the amortization would be $1
a year for 10 years.

Senator TA rr. Are you proposing to make every individual in the
country amortize his bonds?

Mr. O'BRIEN. No. In the case of a taxpayer-in the case of an
individual-he can elect to have the section apply to the bonds the
interest of which is partially tax exempt, the Federal Liberty bonds,
and he can, if he wants to, elect to have it applied to the wholly tax-
able securities. As to the securities which are wholly tax exempt, it
will apply automatically to him, he cannot elect it at all.

In the case of a bond the interest which is wholly or partially tax-
able, the amount of the amortizable bond premium for each year is
allowed as a deduction and the basis of the bond is adjusted accord-
ingly, so that when the bondholder at the end of the period redeems
his bond, his basis will be down so that lie has neither a capital gain
or capital loss.

Senator TAFT. Is that compulsory on every bondholder?
Mr. O'13aERN. In the case of the bonds which are wholly tax exempt

it-is compulsory; in the case of the bonds which are, let me say-
Senator CONNAury. The State bonds would come under that.
Mr. O'BiIEN. InI the case of a corporation and where the interest

is partially taxable, or where the interest is wholly tax free, it is
compulsory; in the case of an individual, where the interest is par-
tially taxable, or where it is wholly taxable, it is elective with the
individual; in the case of the wholly tax free, it is compulsory on the
individual, too.

Senator TArr. Then, last year we had this question about Govern-
ment Defense bonds. Was that left optional?

Mr. O'BmRI. That was left optional; yes.
Senator TAFT. Bout coupon bonds not?
Mr. O'Bmzsr. They are wholly taxable now.
Senator T,%Yr. They are all wholly. taxable?
Mr. O'BIN. They are all taxable now.
Senator TAFrT. But an individual with a Government bond of the

old type must amortize it?
Mr. O'BIEN. If it is wholly tax free.
Senator TArr. There aren't many of those.
Mr. O'BRIEN. No; there aren't many of those. The only important

cases are the State and municipal bonds.
Senator 'TArr. They must be amortized?
Mr. O'BRIEN. They must be amortized.
Senator TAFT. What is the reason for that? I mean, the ordinary

taxpayer might not even keep books.
Mr. O'BmzN. In thaf case the amortization is automatic.
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Senator TAFT. What ?
Mr. O'BEN. In that case the amortization is automatic.
All you do in effect is reduce the basis of the bond so that when he

redeems the bond at 100 there is no loss.
Senator TAFT.. Yes; but take the fellow with $10,000 in municipal

bonds, say city of Cincinnati bonds, lie just has his coupons, that is
the only records he has-probably he has no books at all, and yet every
year lie has to take off or add to his income.

Mr. O'BiRIEN. No; not in the case of the wholly tax free. There is
an automatic reduction of the basis each year by a dollar in my
example of that.

Senator TAF'T. Automatic; how do you mean? No income tax is
automatic. You fill it out.

Mr. O'BnirN. No, no; he doesn't pay any tax on that interest,
does he?

Senator TAFT. No.
Mr. O'BImN. Therefore, lie doesn't include that interest in his re-

turn; therefore, he doesn't get any deduction on account of the
amortization of the bond. But when the bond is redeemed by reason
of the automatic operation of the amortization provision, lie not hav-
ing made any entry on his books whatever, tle basis for determining
gain or loss on the bond has been reduced from 110 to 100, so that on
redemption le does not have a capitol loss.

Senator '1Afr. Although lie paid $110 for the bond?
Mr. O'BIuEN. Although lie paid $110 for the bond.
Senator TfAFT. Suppose he bought the bond at 90 and then it is

redeemed at maturity?
Mr. O'BimEN. Well, there were provisions on that last year; amnor-

tized-bond discount.
Senator TAFT. What?
Mr. O'BRIEN. In the last revenue bill.
Senator 'T'A-r. Speaking of municipal bonds, does lie pay an in-

come tax oin that on the basis of buying at 90 and selling at 100; does
lie pay an income tax?

Mr. O'BwN. Yes.
Senator TAF'. Ie never takes a loss if he buys that bond at 110

and sells at 100.
Mr. O'BnriN. I am not justifying it, but on the theory-
Senator TArr. He is too well treated already.
Mr. O'BmxN. On the theory that the interest yield on the bond

is what lie bargained for at 110, and lie didn't bargain for a capital
loss.

Senator TAFT. I see. Proceed.
Mr. O'BRIEN. And a similar provision relates to the election in the

case-
Senator CONNALLY. In reverse on that, if lie buys at 90, he might

only make $10, but lie gets the same interest rate as the other, and
therefore he has a gain.

Mr. O'BRIEmN. Yes; lie has a gain all right.
That, in brief, is the provision- about amortization. That is about

all there is to that, except a lot of provisions relating to the granting
of the deductions, and so forth, for amoitizable bond premium to
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estates and trusts and beneficiaries of estates and trusts, common trust
funds, personal service corporations, and for personal holding
companies.

The next provision, page 48, line 21, is an administrative change
designed to close a loophole. It provides that you do not get any
deduction for interest paid or accrued on indebtedness incurred or
continued to purchase or carry a fully paid-up or single premium
life insurance or endowment contract.

That is, you go to the bank and borrow $100,000 at 6 percent to buy
a fully paid-up life-insurance policy, you don't get a deduction for
the interest which you pay to the bank on account of that borrowing.

Senator CONNALLY. Does this bill do anything about the $40,000
exemption oih life insurance?

Mr. O'BIEN,. Yes; it makes the combined exemption $60,000.
Page 49, line 8, allows the taxpayer to elect to treat taxes and other

carrying charges as chargeable t capital account rather than de-
ductible as current deductions. A familiar case is a man employing
his own help to build a building for him, and with respect to his own
help he will pay social-security taxes. This permits, under regula-
tion by the Commission, the taxpayer to elect to include those social-
security taxes as part of the cost of building rather than to deduct
them this year as a deduction from current income,

Senator T~u.r. Is that true of all t 1xes (hiring construction ; is that
trine generally? Must they be capitalized?
Mr. O'BiaN. Well, taxes generally, I don't know; I think they are

now; but the familiar case, of course, is where you have what is in the
border line between a current running expense and something which
might be attributable to tt capital item, like social-security taxes on
hel) in building a building, or like your excise tax on freight.

Senator T .' I was thinking of a large project, where taxes on
construction are a large item and are capitalized often. Does this
permit the company to capitalize or not, as it pleases?

Mr. O'BmEN. Yes; any tax.
Senator T,%'. It may do either?
Mir,. ('BinmN. Yes.
Thie next change is on page 50, line 1, which relates to the personal

exemption of single people nd married people. With single people
it is reduced from $750 to $500, and married people from $1,500 to
$1,200.

Senator VANDrI-:Nrmmu. Now, at that point, I would like those figures,
if they are available. How many additional income-tax payers does
that redliced exemption produce?

Mr. O)DoNNLL. We estimate that the returns that are made taxable
by the reduction of the exemptions will number 6,998,000; approxi-
mately 7U000,000 returns.

Senator VANm NBERo. You mean that that is an increase of 7,000,000
taxable returns?

Mr. O'DONNELL That is right.
Senator VANDENBiEO. And how much taxes do you collect from that

7,000,000 as a result of that?
Mr. O'DONNELL. We estimate there that we will get $109,500,000

from those persons made taxable by the reduction in exemptions.
Senator VANPFNBER;. And how much do you get from the balance

of the tax structure as the result of reducing the exemption?
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Mr. PAUL. Approximately $1,100,000,000.
Senator VANDENBER. In other words, the reduction of the exemp-

tion is 10 times'as hard on those who paid taxes before as it is on those
who become new taxpayers?

Mr. PAUL. It is true that 10 times as much tax on the amount by
which the exemption is lowered comes from those that have already
been paying taxes as compared with new taxpayers; that is true.

Senator GERRY. In that connection, I would like to ask a question
that I asked this morning in regard to the 1941 estiniate. The 1941
tax returns, haven't you got enough tax returns in now, the March
returns, or possibly the June returns, to see how accurate those esti-
mates were?

Mr. PAUL. You are talking about the 1941 estimates?
Senator GERRY. Yes.
Mr. PAUL, I don't think I quite understood you this morning.
Senator GERRY. I don't think you did either.
Mr. PAUL. I thought you meant the '42.
Senator GERRY. No.
Mr. PAUL. I think perhaps Mr. O'Donnell should answer that

question.
Mr. O'DoNELr. Senator Gerry, let me answer it this way: The

individual income-tax Budget estimates made for the President last
December were sufficiently accurate so that we changed the estimates
very little in the April Budget revision. The actual receipts showed
that these estimates were substantially correct.

Senator GERRY. I don't think that quite answers my question. I
mean they estimated the 1941 bill wou ld bring in this year so much
revenue.

Mr. O'DoNNELL. Yes.
Senator GERRY. Now, is it bringing in more or less?
Mr. O'DoNNU±. Well, that is a difficult question to answer, because

the provisions of the bill after it has been passed affect the actions
that are taken by taxpayers with reference to components of income
that they receive.

senator GERRY. Yes.
Mr. O'DoNXELL. But I would say this in general without being spe-

cific. When we met a year ago we did not anticipate the kind of
expenditures that the Government has made since. No one realized
the rate at which the economy would have to be converted to the war
effort. The result is that the national income and all incomes are
higher than we thought at that time they would be. Unquestionably
provisions which became an integral part of the income-tax law yielded
somewhat more money than we would have a year a o anticipated.

Senator GERRY. Well, what you are saying is that these circum-
stances have changed.

Mr. O'DoNNELL. That is why, we have to revise Budget estimates.
Senator GnR. But the estimates of last year were lower than what

the 1941 bill has shown, as far as you can tell from your March returns
and your June returns. Now, there were certain of us in the commit-
tee that thought that was going to be the case, apart even from the war
effort. That is neither here nor there, but I am just trying to see
how accurate your estimates were.

Mr. O'DONELL. I think you are quite right Senator Gerry. The
accentuated industrial activity and augmenteA incomes which have

70092-42-vol. 1-5
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come about in large measure by virtue of the extension of the Gov-
ernment expenditures and the conversion to the war effort have re-
suited in larger incomes and larger taxes than we expected a year
ago. I think that the end result is in the direction you state.

Senator GERRY. Pretty largely.
Mr. O'DONNELL. WitI reference to excise taxes, it worked in the

other direction, because of the necessity to convert civilian economy to
the war effort. . Priorities, allocations, and rationing were used to a
greater extent than we had anticipated and production of g-)ods for
civilian use were greatly curtailed and will be curtailed still further.
The result is that some of the excise taxes won't yield in a full year
of operation in the future as much as we expected a year ago that
they would yield.

Senator GIry. The net result is what I am interested in. That
answers my question.

Mr. PAUL. Very frankly, we were just a little low.
Mr. O'DONNELL. 1 think that is true.
Sena'or VANDENBERG. Mr. O'Donnell, while you still have your

figures before you, can you tell me how much you expect to get out
of this bill from persons with incomes of $3,000 and under.

Mr. O'DONNELL. Yes, sir; I think so. I will have to add some fig-
ures together, or perhaps you can do it for me.

From individual taxpayers with net incomes cf under $1,000 we
expect-and this includes new and old returns--$103,000,000.

Sn-ator VANDENPERO. Yes.
Mr. O'DONNELL. From individual taxpayers having net incomes of

$1,000 to $2,000, we expect $1,103,000,000; from individual taxpayers
having net incomes of $2,030 to $3,000, we expect $1,050.000.000. -

Senator VANDENEIR. Do you mean you will get $2,250,000,000 from
incomes of $3,000 and less?

Mr. O'DONNE.L. That is right. I will insert in the record a table
(exhibit A) giving this information by certain net income classes,
both under the bill and under present law.

(The table referred to is as follows :)

EXHIrI-T A-Estimated mmber of returns, net income, and tax, by net-inemne
passes, at levels of income estimated fos calendar year 19412, under present
law and under the revenue bIll of 1912 (I1. R. 7878) as passed by the House of
Representatives, Jaly 20, 19 ,

[Money amounts In millions of dollars: number of returns In thousands]

Number of returns Not Income Tax

Net-Ineorn classes Present Revenue Present iovs Present Revenuo
law bill of law bill of lawnt bllo

1942 1042 law 142

Returns made taxable by reduction In exemptions

Under $1,000 .............................
$ 1,000 t) $2,000 ...........................
$2,009 to X3,001 ..... ..............
$3,000 to $4,000 ........................
$4,000 to $5,000 .........................

Totel under $5,000 .................
$5,000 tn $10,000 ...........................
Over $10,000 ..............................

Total ...............................

........... 1,764 .......... 1,047 --------- 24.6
.......... 4,882 .......... 0,859 ...... ... 80.8

....... 334 7......... 3 .......... 3 .0
- 16 .. . ._ 55 ... . .. 3

.......... .......... .......... .(2 .

......... .......... 8733 .......... 100.5

... -.. 0,008 ---------- 8.23-----------100.5
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EXHIBIT A.-Estimated number of returns, net income, and tax, by net-income classes,
at levels of income estimated for calendar year 1942 under present law and under
the Revenue Bill of 1942 (11. R. 7878) as passed by the House of Representatives
July 20, 1942-Continued

Number of returns Net Income Tax

Ntince classes Revenue resent Revenue P Revenue
Pre t bill of bill of bill of

Ret191n42 1xbe Qu pr1942 law p 1942

Returns taxable under present law exemptions

Under $1,000 ..............................
$1,o00 to $2,000 ............................
$2000 to $3,000 ............................
$3,000 to $1,00 ....................
84,003 to $5,056 ............................

Tctil under $5,000 ..................
$3,000 to $16,9 ...........................
Ovvr $10,000 ..............................

Total ...............................

Under $1,000 ..............................
$1,000 to $2.0W ...........................
$2,000 to $3,00 ...........................
$3,000 to $4,000 ............................
$4,000 to $5,000 ...........................

2,493 I 2,493 1, 91 j 1,650 I 15.7 78.3
7,765 7,765 12,224 F 12,048 304.5 1,021.8
5,697 6,97 13,826 J 13 561 431.4 1,045.9
1,877 1,877 6, 5101 6393 279.7 579.2

8(4 804 3,507 3,509 221.2 442.4

18, 6 18,636 38,111 37, 269 1,255.5 3,107.6
881 881 ,879 5,751 538.3 940.6
385 385 9,401 8,707 3,250.7 3,094.4

1992 19,92 6.6 51,087 6.944.8 7.807.6

All returns taxable under proposed reduced exemptions

2,493 4,257 1,984 2,097 16.7 I12.8
7,765 12,647 12,224 1, 1907 3045 1,162.6
5,697 6,031 13,826 14,327 434.4 1,049.8
1,877 1,893 5,2 0,463 2,7 6 ZV9.5

804 8e0i 367 3,917 2 . 442.4

Total tnder $5,000 ............... 18630 25,634 38, 111 45 902 1,255.5 3,277.1$9,000 to $10,000 .......................... 881 881 ,879 ,79 51 538.3 940.6
Over ,000 .............................. 8,707 3,

Total ............................... 19,952 2000 03,451 00,420 9,044 8 7,917.1

I Increased surtax rate schedule end adopted -percent normal tax; changed treatment or eapltal gains and
losses; and lowered personal exemptions to $1 200 for a married couple or the bead ofe family, and to $500 for
a single person, or a married person not living with husband or wife

2Less thon $0.05 moillioen.
NOTE.-Figures are rounded and will not necessarily add to totals,
Source: Treasury Department, Division of Research and Statistics, July 21, 1942.

Senator VANDENBE0. And what do you get out of the total bill,
for everybody, in income taxes? What is your grand total?

Mr. O'DONNELL. We estimate that the individual income tax liabil-
ties, at estimated calendar year 1942 levels of incomes will total
$7,917,000,000.

Senator BRowN. That is this billI
Mr. O'DoNNELL. That is the total yield of the individual income

tax provisions of this bill. It is not an additional yield over the
yield of the existing law. What Senator Vanderberg asked for was
the amount of taxes to be paid in the aggregate by persons paying
an individual income tax.

Senator BRowN. Under this bill.
Senator CLARK. You mean the total income from personal income

tax is $8,000,000,000.
rrMr. 0 DoNNELL. $7,917,000,090.

Senator CLARK. Out of which $2,250,000,000 is from net incomes of
$3 003 and less?

Mr. O'I)oNNrLL. Yes, sir.
Senator VANDENBERG. I thought the whole bill was only between

$6,000,000,000 and $7,000,000,000.
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Mr. O'DONNEm. That is correct, but that is in addition to the
present law yield from all taxes. I will insert in the record at this
point a table showing the increase in each of the taxes included in
the bill over the yield of the present law.

(The table referred to is as follows:)
EXHIBIT B,-Summary of revenue effect of the revenue bill of 1942 as passed by

House of Representatives, July 20, 19)12

[In millions of dollars]

Income and excess-profits taxes:
Cor oration:

Incoluo ---------------------

Excess profits ...........
Declared value excess-profits

tax ........ . . . . . . .

Total corporation In-
come and . excess-
profits taxes..

Individual Income tax ..........

Increase W1,
decrease (-)
over yield of
present law

+383. 4
+2,.315.8

-59. ,

+2, 60. 7
+2,872.3

Total Income and excess-
profits taxes ................ +5, 3, 0

Mlscllaneous interlt rovenu
t
:

Capital stock tax ............
Estate tax ....................
Gift tax ............... ........

Total .................

Liquor taxes:
Distilled spirits I ............
Fermented nalt liquors I.
W ines I .....................

Total liquor taxes .........

Tobacco taxes:
Clgarottes L ................
Tobacco, smoking ...........
Cigars (Large) ...............
Cigarette papers and tubes..

Total tobacco Lax .......

-5|. 5S -14.8
+7.7

-58' 0

+260.1
+61.8
+11.6

+3395

+51.4
+11.8
+10.8
+7.8

4-8.8

Manufaturers' excise taxes:
Iubricathli oil .................
Itiotograplic alprstus.......
itubber articles ...........
Electric siems .. .............
Washing machines ...........
Gpticaol equipmentt.

Total neanufoeturers' en-
else taxes ............

Miscellateous taxes:
Telephone, teleeraldh, radio and

catle faclities, leased wires,
etc ........ ...................

Tehliehone bit .i.............
Transpottoieon of Isersso ....
V'sn-oiseraerl alisenient and

gaming devices ...........
Transportatnl of property...
l'ari-mutuel wagers ...........

Total mlseellaneous taxes ... !

Total niseollaneous Internal
reVe oil ....... . ....... .

Total entrnal rovnnlo

Increase 1+),
decrease (-)
over yield of
present law

+13,9
+7.6
-8.9-,1
-. 1
-,2

+12,1

+21.8

+33. 9

+4,4
+252.10
+23.6

+378.4

+75,9.2

+6.271. 2

I Excluding nonrecurring floor-stocks taxes which are estimated to yield: Distilled spirits, 530.0 millions'
ferinented malt liquors, $2,0 millions; wines, $2.3 millions; cigarettes, $5.8 millions; smoking tobacco, $1.4
millions; cigars (large), $1.6 millions.

NOTn.-All estimates show full year effect assuming all proposed changes were filly reflected in revenue
for an entire year. Estimates of Income and excess-profits taxes and the gift tax are at levels of income
estimated for calendar year 1942, All other estimates are at levels of Income estimated or fiscal year 1943.

Source: Treasury Department, Division of Research and Statistics, July 21, 1942

Mr. O'DoNNLL Under the present law we estimate the calendar
year 1942 individual income-tax liabilities at $5,045,000,000. The dif-
ference between $5,045,000,000 and the $7,917,000,000 estimated cal-
endar year 1942 income-tax liabilities under this bill represents the
increment of $2,872,000,000 in individual income taxes attributed to
the bill. The distribution of this increased individual income-tax
yield over the yield of the present law is shown in the following table.
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(The table. referred to is as follows:)

Ex111,1lT C.-'stnatcd tax liabilities and percentage distribution by net income
classes, at levels of income estimated for calendar year 194, under present
law anl under the revemit bill of 1912 (H, R. 7378) as passed by the House
of Representatives, Jully 20, 9;2

Netl-lh(ornt clriq,

Under $00 ........................
$1,000 to $2,001...................
$2,11(1 to 0 m ............................
$3,006 to $4,16) ...........................
$4,000 to $,000 ...........................

Total wIider $6,000 ............
$Z,000 to $10,000 ... .....................
Over $113,00 .... ..............

Total ..........................

Under $1.000.. ............................
$1,000 to $2,000 ......................
$2,000 t $3,M 0 ............................
$3,110O to 6,010 .............................
$4,000 to MW,,000.......... ..........

1Tot'l under $,0 .................
$5,000 to $!10,000 .. -... .................
Over $10,000 ..............................

'To IdI.........................

[Molnoy amounts IIn millions of dollars]

Total lax liabilities

Iclerease. over yield

Amount . Perecenlo distri or proocnt law
bution

Pres evenue 1 -lecenu Percent.Prsmlt Revlel~ nu Prsent I il I oc
1 bIl of ] bill2a Amnouit i oe dis.

1042 h 1042 robut2on

Rtelurns Ilhe taxable by rdueol Ion inexemptions

24.5
80.8

3.9

10.3

.. .... ..:
100.5

.. . ... 22.4
73.7
3.0

.. .... .8

1000

.... 1000

24.0
80.11

3.5D
.3

109.0

10%.

22.4
73.7
3.11
.3

160..0.

100.0

Returns taxable under present law exlptlons

15.7 78.3 0.3 1.0 62.6 2.3
304.5 1.01.11.8 6.0 13.1 717.3 I 20.0
434. 4 1,04,5.0 8.6 13.4 O1 I S 22.1
2709.7 570.2 60 7.4 2 . 5 10.8
221.2 442.,4 4.4 5.7 221.2I 8.0

MS, 3 046.6 10.7 12.1 408.3 11.83,2,,0.7 3, 693. 4 64.4 47.3 442,.7 16.0

l 4.r8 7,807.0 106.0 100.0 2702. 8 10
All returns labeunder proposed reduced oxvinplions

Under$1,00 ... ...................... 1,7 102,0
$1,000 to 82,000.. .................... 304.0 1. 102(6
$25(1 o -3000 ...... ................. 4:14.4 1,1 04q.
t10101) to $4,0 ............................ 271 7 I 0 5
$4,000 to $,,,00 ........................... . . 221.2 412.4

Total il1uler $5,000 .................. 1, 25.3 3,27'. I
$5.000 to $10,(1)0 ......................... 0 38.3 1410, i
Over $10,000.. ........................... 3,250 7 3, 09. 4

Total ..............................-044.8 7,017.1

6.3
11,0
8.6
0.0
4.4

24,010.7
-64.4

I 100.

1.3
13.0
13.3

7.3
0.6

41.4
12.0
40.6

100.0

87. 1
708. 1
615. 4
299.8
221.2

2, 021. 0
109. 3
442. 7

2,872.3

3.0
27$8
21.4
10.8
7.7

70.4
14.2
15.4

100.0

I Increased surLax rate schedule and adopled 6 pirceut normol Inx chmngecd trealirent of capital gains
and lOqs and lowered personal exeld bilht$ 1o $1,200 fro 4 towr rd couple or Iho head of a tamlity, ondto
$500 Icr a single prison. or a married person no1 Jh Ing wil Imthsband or wife.
I Less thau 10.05 million.

NoTE.-Figure a rounded and will not necessarily add to totals.

Source: Treasury Department, D1lvlsIo of Research ad Statistics, July 21, 1942.
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Senator BARKLEY. In other words, on the subject of income taxes,
the bill is rewritten. In other words, it is as if there had been no law.
You write it all over again, and it gets from the taxes levied $7,900,-
000,000.

Mr. O'DONFLL. That is correct, Senator Barkley. I have a table
which gives this information for all of the income taxes and will
insert it in the record at this point. The table advisedly contains not
only the estimates of the individual income tax yield but also the
estimates of the corporate tax yield. It is necessary that these esti-
mates be presented together because variations in "the corporation
taxes have a direct effect upon the yield of the individual income
taxes. As corporate taxes become larger, corporations are less able
to pay dividends and the result is a smaller amount of dividends
received by taxpayers with the consequent diminution in the tax yield
from any given schedule of income taxes.

I think that I should point out in passing that when we compare
the individual income tax yield of 1H. R. 7378 with the yield of the
individual income taxes contained in the present law we ao not fully
measure the amount by which the individual income tax law has been
strengthened. In otler words, because of the increased corporation
taxes contained in H. R. 7378, the present individual income tax law
would yield less money than it will yield under the corporation taxes
contained in the present law. Consequently, the income tax provisions
in H. R. 7378 have to make up the loss in revenue caused by the
diminution in dividends before we begin to measure the increased
yield over the yield of the present law.

(The table referred to is as follows:)

EXITomT D.-Income and eXrcss-pr'oflts taxes---esthnated revenue effect, at levels
of income estimated for the calendar year 19142, of the revenue bill of 19/12
(1I. R. 7378) as passed by House of Representatives, July 20, 19112

[In millions of do,ars]

Esti. Increase Total in-
mated (+), (. come tax

liabilities ea yield,
nner revenue

to rove- blPresent bill of
law hUe bill 1942of 1042

Corporation Income and excess-profits taxes:MnOM tax (current ) ................................ ................. 3, 941.9 +a83.4 4, 326. 3
E xcess-proflls tax ................... -.............. -................. 3,597.7 +2,315.8 5,913.5
Declared value oxcess-profits tax ...............................--...... 107.5 -8.5 49.0

Total corporation income andi ex -profi taxoe ................... 7,047. 1 +2,40.7 10,287.8
Individual income lax (current) ....... ................................. 5,044.8 1+2,872.3 7,917. 1

Total ............................................................... 12,01.9 +5,513.0 18,204.9
Back taxes:

Income ... -........................................................... 400.0 .......... 400.0
Unjust eurichment ................................................... 4.0 .......... 4.0

Total back Income taxes ............................................ 404.0 . 404.0

Total Income and oxcess-proalts taxes.------------------------....13,091.9 1 +5.513.0 is 18,00.9

Source: Treasury Department, )lvlslon of Research and Statistics, July 21, 1042.

Senator BAHKLPY, So that if you take the whole field of taxation,
based on that analogy, how much will this bill get in total revenue?
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Mr. O'DoNNELL. I appreciate that it is difficult to follow statistics
presented orally. If you wish I can insert in the record a table
which, when studied in conjunction with the income-tax yield table
just inserted in the record, will be helpful in answering the question
which you have asked. A categorical answer to the question with-
out a detailed technical explanation would be subject to misunder-
standing.

The CHAIRMAN. We will be glad to have it in the record.
(The table referred to is as follows:)

ExOHIIT E.--Miseellaneous internal revenuc-Estintated fiscal year 1943 receipts
under present law and estimated full-year effect of the revenue bill of 191,2
(H. R. 7378) as passed by the Houise of Representatives July 20, 1942, at levels
of income estimated for fiscal year 1943

fin thousands of dollars]

Et te EstimatedEstiated Estiated total re.
e ci mt ed Increase or colpts, pres-
rects decrease etaunder ()det n a
present ()det

law revenue bill plus rvo.of 1942 1 nue bill of
1942 1

Miscellsncous internal revenue:
Capitol stock tax ............................................. $290,000 -$51,000 $2M, 500
Estate tax ................................................. boo, 000 -14,800 485, 200
Gift tax ..................................................... 30, 700 7,700 38,400

Liquor txes:
Distilled spirits (domestic and Imported) (excise tax) ........ 710,000 20, 100 976,100

Fermented nislt liquors ....................... ........ 3 ,700 61,800 448, 00
liveltflCqtion tX ... .............................. 0,800 ............. -0,80
Wines (do-restic and Imported) (excise tx) .............. 35,00 11,0 47, 200
Special txes In connection with liquor occupations...... 11,600 ............. 11,600
Colltafnor st mps ...... 1................................. 11.700 ............. 11, 700
Floor stocks taxes ........................................ 8, 300 ............. ,300
All other ......................... 1..................... 1,400 1,400

Total liquor taxes ............-........................ 1,169,100 .39,00 1,08, 00

Tobcco thxes:
Cigarettes ............... 761,800 01, 40 813,200
Tobacco, (chowIng a smoking) .......................... 53, 000 11,800 61,800
Cigars (large) ............................................... 14,700 15,000 30,00
Snuff-Soo ....... .. ,7,00
01n7,800 i,'86' 0,600
Alether .................................................... 142 ............. 142

Total tobacco taxes I ....................................... 838,942 80,800 020, 742

Stamp taxes:
Issues of securities, bond transfers, and deeds of conveyance.. 23. 800 ............. 23,800
Stock transfers ......................................... 12,810 ............. 12,800
Playing cards ....... ................................. 6,400 ............. 9,400
Silver bullion sales or transfers ................. ............. 25

Total stamp taxes .......................................... 42,025 ............ 42,025

Manufacturers' excise taxes:
Gasoline .......................................... 242,100............... 242,100
Lubricttng oils ............................................ 42,000 13,900 6, 400
Passenger itutooiotslles and motorcycles...-................. 3000-.. ........... 3,000
Automoblle trucks, busses, and trtlrs .................. 4,000.. ........... 4,000
Parts and accessories for automoblos ....................... 8000.............. 8,000
Tires and Inner tubes .................................. 8,000............. 8,000
Rtnubher ar tlelos ............................................. 8,00 -8,000 ..........
Electrical energy ...................................................... 51,400
Electric, g s and oil alppltances ............. ................. 1,00
Electric light bulbs ................... ............... 3,40............. 3,400
Electric signs ....................... 0 ... -------_--
Radio receiving sets, phonographs, phonogmph records, and

souslenl Instruments .................................. 0,100.............. 0,100
Refrigerators, refrigerating apparatus, and air conlittonors... 4,300............. 4,300
Washing macilues ... ...................... .-. " ............
Business and store snachines ............................................ 2, 500

Boa footnotes at end of table.
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EXHIBIT E.-Miscellaneous internal revensue-Estintated fiscal year 1948 receipts
under present law and estimated full-pear effect of the revenue bill of 1942
(1. i?. 7878) as passed by the House of Representatives July 20, 1942, at levels
of Inconie estimated for fiscal year 1948-Contlnued

[in thousands of dollars]

Estimated Estinoted Estimated
receipts Increase or clpts, pros-
uncl~er ent law

present (-)2duo to Ilawi rove~l bti ll bill oe
of 1042 IlS 1)111o1

1012

Manufacturers' excItse axes-Contlnued.
Plhotographie apparatus .....................................
Opt teal equipmlient ..................................
Matches ......................................
lotecpage ..................................................
Sporting goods ............. ...................
Firearms, shells, plslols, arid revolvers ......................

Total manufactrers' excso taxe .........................loe

Retailers' exelso taxes:
Jewelry, etc .......................................... ......
Furs .------- -............................................
Toilet preparations ..........................................

Total retailers' exelso taxes ..............................

Mlscellaneous taxes:
Telephone, telegraph, radio and cable faellIties, leasedl wires,

etc .......................................
Teleplm ne bill - ....... ............ ...............
'T'rastiorlat ion o1 oil by piise l e ............................
'Trasporlatto of persons ....................................
Adi issions . .. ................. ......................
Chtb dies aud inlitlatln fees ...........................
Leases oi nte-(IestL )oxes .................................
Use of olsnir vehicles and uials ..... ................
Coconlit an'td other vegetable oi s rois ssd .-..........
Oleomargarine, etc., including Sl eclal taxes and adulterated

butter ......................................
l1ltnfinntls-coal tax ................ ........................
Sugar tax .............. ...........................
Colt-operaled annusement aurd elanllg devices ...............
Bowling alloys anI tilliard and pool tables ...................
Transportation of lrolsert ......-...............-............
Pruri-rtu1tuel wagerlig ............................. .....
All other, lniurluils repealOd taxes ..........................

Total IIulsecellhlsesus; taxes ..................................

Total utsccellrcotrs Ilttirrnal reVetiro (eolteetlon basis) .....

$7, 200:W0

6,200
4, 0is
2, 00
2, OO

407, 900

51, 0(m0
401, its

28, 000

128, 300

$7, COO
-- 300

............

...........-

12, 200

............

$14, 00

6, 200
4,000
2,400
2, 100

,120,100

r1, tHIo
24110028, (30

128, 300

52, ,se 2, 80 79, 110
95, 200 310, 800 02, 000
14, 110- ....- .. " 1, 800
34, 00 33,000 07, 00
1,13, 0 ........... . 143600

7,2 0 ............. 7,200
1,2 . ...... 4, 20

149,2010 ........... - 140,200
2,400 .......... .-2,400

2, 0 ............ 2, 00
.100 ............. --- . W0

46, 910 4(, 011

2,0- - - 2,000
... o 2 0.. 0'0' 252, 00

........... 23, 0 23,00
go ............ 8W0

MO 90 78,400 t00o0
- j, ij j 70.58300 469,7

I As insgiis that all irovcloos of le lase were fully reflected In receipts for a entire year.
I Exelusthlg nonrcurrtng collect irs of flsoc-stock taxes: liuis ta-xes, $9 I.3 lIllorre; tooecac toes:,

$8.8 lliors,
Source: Treosury Department, llvisiou of Reseorel and Statisties, July 21, 1042,

Senator VANxoDEnoR. As I understand it, you get, in round num-
bers, about $3,000,000,000 increased idi vidhual income-tax revenues
from this bill as it now stands; is that right?

Mr. O'DONNELL.t. That is $2,872,300,000, to give you the exact figure.
Senator VANDENSER0. All right. Now, can you tell me how much

of that two billion eight copies from net incomes under $3,000?
Mr. O'DONNELL. The total yield from these taxpayers is the figure

which you and I totaled together, $2,256,000,000. Under the present
law it is estimated that taxpayers in these same net income classes
will have incoine-tax liabilities of $16,000,000 for the group with net
incomes under $1,000; $305,000,000 for the group with net incomes of
$1,000 to $2,000 and $1434,000,000 for the group with net incomes of
from $2,000 to $3,000.

Senator VANDrNBFRG. That is $755,000,000.
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Mr. O'DoNNEL. Yes, sir; and if you will subtract it from the
$2,256,000,000 for which they would be liable under the proposed
legislation we see that the group with net incomes of less than $3,000
have their taxes increased $1.501,000)000 by the bill.

Senator VANDENIEIIO. About one and a half billions out of the
$2,872,000,000 comes from this group.
Mr. O')ONNELL. Yes, sir. A table which shows this tax liability

cumulated by net income classes can be inserted in the record for your
convenience.

Senator TAFT. Could you insert also the number of returns?
Mr. O'DONNiL. Yes,'sir; I shall be glad to do that.
Senator BABILEY. Will you indicate, if you have the figures on it,

the total net income under this bill-what it would be-which includes
all that has heretofore been levied and what is added by this bill?

Mr. O'DoNNELL. Yes, sir. In the table which I shall label "Exhibit
F" for the record, you will find a comparison by net income classes
not only of the tax due under present law with that due under the
revenue bill of 1942, but also comparable figures for the number of
returns and for the net income, likewise classified by net income
classes.

This table, which also shows the cumulated figures for the specified
net income classes, enables us to study the percentage distribution of
the number of returns, the net income, and the tax liability under
existing law and under the revenue bill of 1942, so that the shifting
in the relative importance of each net income class with reference to
the contribution which the taxpayers in each class makes to the total
income tax liability may be ascertained,

The table shows that in the higher net income classes such a large
percentage of the net incomes is already taken in taxes and such a
relatively small absolute amount of net income remains that any sub-
stantial increase in income taxes must result in a downward shift in
the relative income tax burden by net income classes.

From the table showing the simple distribution of the tax by net
income classes it is clear that for each class shown, up through the
class with net incomes from $5,000 to $10,000, the percentage of the
total tax burden which each class bears has been increased under the
revenue bill of 1942 as compared with the present law and for each
class with net incomes in excess of $10,000, the relative percentage of
the total burden has been decreased. The absolute amount of tax lia-
bility has been increased in each net income class. However, in the
column of the table showing the ciunulative distribution of the tax
liability it is clearly shown that the relative percentage of the total
burden has been shifted downward by the revenue bill of 1942 as
compared with the present law.

For the purposes of illustration, take the group that Senator Van-
denberg was discussing with net incomes of less than $3,0,00. These
taxpayers, with respect to the total individual income tax liability on
calendar year 1942 incomes, will be liable for $755,000,000, or 15.0 per-
cent, of the total individual income tax liability under the present
law, whereas their $2,256,000,000 liability will represent 281/ percent
of the total individual income tax liabilities under the revenue bill of
1942.

(The table referred to is as follows:)
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Senator BAIKLEY. You don't know now, in one lump sum, how
much it will raise?

Mr. O'DONNELL. The reason I did not immediately state a figure was
because I did not want to get into a technical discussion. Because
of the difference in the effective dates of the amendments made by
the revenue bill, it is impossible to make an over-till estimate of the
revenue effect of all the changes at the same levels of income. It is
our practice to prepare estimates of the revenue effect of a tax bill
by adding together the yield of each provision of the bill for the first
year in which each of the provisions is effective. We assume that each
provision could be fully effective for some period for which we have
been required to make forecasts of business and income levels in mak-
ing the official Budget estimates of the revenues of the United States
Government. Our experience is that this is the most, practical way to
estimate the yield of the bill since some of the provisions of this'bill
will not become fully effective until 1948 and it is obviously impossible
to forecast that far ahead. Therefore, our estimates of the effect of
the income-tax revision ar based on levels of income estimated for
calendar year 1942, while estimates of the ex-ise taxes are based in
general on levels of income estimated for the fiscal year 1943.

Senator BARKLEY. I mean the whole amount the Treasury will get
out of the tax law when this bill is written.

Mr. O'DoNNELL. Under the present law, we estimate that we will
get nearly $17,000,000,000 in the fiscal year 1943.

The CHAIRMAN. Is that exclusive of the social security?
Mr. O'DoNNELL. That is after the net appropriation for Federal

old-age and survivors insurance trust fund.
The CHAIRMAN. $17,000,000,000?
Mr. O'DONNELL. The best way to explain what this bill adds is to

say that the bill in a full year of operation will add $6,271,200,000.
That will, however, not all 'be received in the fiscal year 1943.

The CIHAIRMAN. About how much of that will be?
Mr. O'DONNELL. A little over $4,000,000,000, depending on the effec-

tive date of the new law.
The CHAIRMAN. So you would add four billion to seventeen billionV
Mr. O'DONNELL. That is correct.
Senator BRULEY. That is what I was trying to get at.
Mr. O'DoNNFLL. Approximately $21,000,000,000 for the fiscal year

1343.
Senator BARKLEY. The total annual revenue the Treasury will re-

ceive from this law.
Mr. O'DONNELL. The bill will add $6,271,200,000.
Senator BARKLEY. I am not talking about this particular bill. I

mean the total under the law as it will be.
Mr. O'DONNELL. As I noted before, as the period upon which esti-

mates of the revenue bill of 1942 are based varies for the several taxes
affected, it is impossible to combine the estimated increase in yield
of $6,300,000,000 with present law receipts for any specific period.
Although neither method is correct, the total yield of the bill might be
expressed in two ways. The simpler would be to add the full year
effect of the bill, $6,300,000.000 to estimated receipts in fiscal year 1943
under the present law, which amount to $16,900,000,000. This total
would be $23,200,00,000. This would not, however, be the maximum
figure for the period for which we have forecast incomes and revenues
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as it would not fully reflect the changes in the income-tax law. A
better method would be to take the total income-tax liabilities under
the bill for calendar year 1942 and combine it with estimated receipts
under the bill for a full year of operations at fiscal year 1943 esti-
mated levels of incomes and business for all other tax sources. Under
this method, the total annual revenue from the bill amounts to
$24,200,000,000.

Senator lAu(EY. I am trying to get the figure for any given year
based upon your estimate.
The CHAI MAN. In a full year of operation.
Mr. O'DONNELL. I am inclined to use the total of $24,200,000,000.

Let us say that is a hypothetical figure, because it does not apply to
a particular year.

The CtlnIMAN. That is exclusive of social security.
Mr. O'1)oxNmL. It is after the net appropriation for the Federal

old-age and survivors insurance trust fund. The laws, including the
provisions of this bill, may yield in any specific year very much less
or very much more than this amount, depending upon the levels of
business and incomes.

The CHAIRMAN. You estimate that about $4,000,000,000 only will
be produced during this present fiscal year. You get only a part of
your excise taxes and gift taxes.

Mr. O'DONNELL. When I say $4,000,000,000, I assume that this bill
will be )assed in time for its excise-tax provisions to become effective
October 1.

The CHAlmMAtN. At least get that one quarter in 1942.
Mr. O'DONNFL. Yes, sir. And then we will get two quarters of

the income-tax installment payments of the calendar year 1942 income-
tax liabilities plus one quarter's collections of the withholding tax.
I have a table (exhibit G) showing these data in detail which I shall
offer for the record at this point.

(The table referred to is as follows:)

EXHIT 0.-Estinated Federal reveme for the fiscal year 19,43, assaming cnaet-
mnenl effective Oct. 1. 19Y12. of the rerense bill of 194 (11. R. 7378) as passed
by House of Representatives July 20, 19.2

[In millions of dollars

Estimated Increase or Estinated
receipts, lecrews receipts,

General and special accounts preRent law (-) (u0 to pirrnt
(A pril 1042 rovenup bill laos il
revision) of 1042 revenue billof 1142

1. Internal revenue:
(1) Income taxes:

Corporation:
Norna? nd sturtax, current I .................... 3.1079.0 223. 0 3, 0 .a
Exes.-prfltfs tax ................................ .3,2405.0 , 166.0 4,411.0
Declared value excess-profits tax.................. 80, 0 -22.0 ,50 0
Total corporation .............................. 7. 003. 0 1.370. 0 8.373.0

Individual, current I ................................. 4,124.0 2. 210,0 " 04.0
flaok taxes:

Corvorotion (normal And surtax) and Indixidual. 400.0 ............. 400.0
Unjust enrichment tax ........................... 4.0 ....... 4.00
Total back taxes ............................... 401, 0 .......... 404.0
Total Income txes (collection basis) ........... 12,031.0 . 0-3 8.-0 15,17.0

Adjustment to dAlly Trensury statement
bis ...............................................................

Total Income taxes (daily Treasury statement
basis) ......... .............................. 12.031,0 3. M6. 0 1,617.0

see footnotes at end of table.
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ExuuIT G.-EMtiuated Federal revenue for the flaral year 1948, assuming enact-
mnt effective Oct. 1, 1942, of the revenue bill of 1942 (H. R. 7378) a8 passed
by House of Representatives July 20, 19042-Continued

(In millions of dollars]

Estimated Increaso or Estimated
receipts, decrease receipts,

Oenoral.'adspccial accounts present law (-) dto prcn
(April 1942 revenue bill wplus
revision) of 1042 revenue bill

of 1942

I. Internal revenue-Continued.
(2) Miacellano -us Internal rovenuo:

Capital stock tax ....................................
Fstato tax ...........................................
Gift tax ..............................................

Liquor taxes:
Distilled spirits (domestic and Imported) (excise

tax) ..........................................
Fermented malt liquorsI ........................
lReelfleation tax I ..............
Wile (domestic and Imported) (excise tax)!..
Special taxes In connection with liquor occupa.

tions .......... ...............................
Container stamps ...............................
Floor stocks taxes................................
All other ........................................

29 0200.0

30.7

a 710.0
386.7
6.835.0

11.6
11.7
0.3
1.4

Total liquor toxes .............................. 1,109.1

Tobacco taxes:
Cigarettes I ......................................
Tobacco (chewing)I........................
Tobacco (smoking)' ........................
Clears (large)

I 
...................................

Snuff ............................................
Cl arotte papers and tubes ..................
Floor stocks taxes ...............................
All other I .......................................

Total tobacco taxes ............................

Stamp taxes:
Issues of securities, bond transfers, and deeds of
conveyance ....................................

Stock transfers ...................................
Playing cards I .............
Silver bullion salos or transfers ...................

Total stamp taxes .............................

Manufacturers' excise taxes:
Gasoline ........................................
Lubricating oils ...................................
Passenger automobiles and motorcycles ..........
Automobile trucks, busses, ad tra er .-.
Parts and accessories for automobiles ...........
Tires and inner tubes ............................
Rubber articles .............................
Electrical energy ................................
Electric, gas, and oil appliances ........... ...
Electric light bulbs.........................
Electric signs .........................
Radio receiving scts, phonographs, phonograph

records, and musical Instruments .............
Refrigerators, refrigerating apparatus, and air.

conditioners ...................................
Washing machines ........................ ....
Business and store machines ....................
Photogsple apparatus ........................
Optical equipment ......................
Matches ........................................
Luggage .......................................
Sporting goods ..................................
Firearms, shells, pistols, and revolvers ...........

Total manufacturers' excise taxes .............. 48. 0

Bee footnotes at end of table.

701.8
17.535.6
14.7
7.5
1.8
.1

838.9

23.8
12.8
5.4

42.0

242.1
42.6
3.0
4.0
8.0
8.0
8.9

51.4
1.5
3.4
.1

-61.0

201.0
42.6

9.3

84.7

337.6

38. 1

8.7
11.7

7.2
8.8

74.5

9.1

.............

-5.9

-. 1

6.1 .............

238.6
600.0
00.7

911.0429. 3
6.8

44,9

11.6
11.7
00.0
1.4

1.604,7

700.9
17. 6
44.2
26.4
7.5
0.08.8

013. 4

23.8
12.8
6.4

.............

42.0

242.1
01.6
3.0
4.0
8.0
8.0
3.0

01.4
1.5
34

0.1

4.3
. ...........

4.0 11.2
-. 2 .1

............ 6.2
4.0

............. 2.4
............ 2,0

0.8 414.8
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EXHIBIT G.-Estintate4 Federal revenue for the fiscal year 19/8, assunting enact-nlesit effective Oct. 1, 19412, o/ the revenue bill of 19412 (H. R. 7378) as pa8edby House of Representatives July 20, 1942

-Contnued

[In millions of dollars]

Estimated Increase or Estimated
receipts, decrease receipts,General and special accounts present law p-) du to s

(April 1942 revenue bill revenue bill
revision) of 1942 r n 1942

1. Internal revenue- Continued.
(2) Miscellaneous Internal reuenue-Continued.

Retailers' excise taxes:Jewelry, etc ...................................... 54.0 0 4.0Furs ...................................... 4.3- ............. - 4.3Toilet preparations............................. 2.0 ............ 28.0
Total retailers' excise taxes .................... 120.3 ., 128.3

Misellaneous taxes:
Telephone, telegraph, radio and cable facilities,leased wires, et ............................. 52.8 10.1 62.9Telephone bill ........ 2 1. 70.Transportation ofC oil by pipe line................ 14.8 .......... 14.8Transportation of persons ....................... 34,0 11.9 41.9Admissiions ................................. 143.0 ............ 143.6Club dues aild Initlation ees ..................... 7.2 ...... _ 7,2I owes of safe depesst boxes ..................... 4. 2 ............ 4.2Use of motor vehicles and boats .................. 149.2 .............. 149.2Coconut an-I other vegetable oils processed . 2.4 2.4Oleomrrgarino, eta,, including special taxes andadulterated butter ........................... . 2. 6 2.5Bituminous coal tax ..... ............... ............ .Sugar tax ..................... .......... ------- 49. 9 .............. 49.Co in.oporated amusement and gaming eevliee... 0,2 4,4 10.6Dowling alloys and billiard and pool tables ...... 2,0 ........ 2.0Transportation of property .................................. . 84 3 84 3.a.i-luutuol w" ei Ing.................. .... ,9 .9All other, including reu.ae et 8-1, .......... :::- ... :g- . .. ....- .8
Total miscellaneous taxes ...................... 030.3 131 7 662 0
Total miscellaneous internal revenue collect .tion basis) .................... *.............. 3, 937,.3 499.1 4, 436, 4Adjustment to daily Treasury statement

basis ............................. .............
Total miscellaneous internal revenue (dally

Treasury statement basis) ................... 3,937.3 49.1 4,436,4
(3) Employment taxo:

Taxes on employment by other than carriers:Federal Insurance Contributions Act ............ 1,470 ............ . 1,470,8Federal Unemployment Tax Act ................ 19.6 ................ 159.
Total .......... ................ 1,630.1..............1,30.1Taxes on Carriers and ti'heiremplo"ye's (ch. 9, sub-chap. 15 of the Internal Revenue Code) .......... 199.9 ............. 199.9

Total employment taxes ........................... 1,830.0 1,830.0
Total internal revenue ....................... 1,79 4,0. 1 21,883 42. Railroad Unemployment Insurance Act.......... ............. 9.83. Cu t m .. . . . . . . . .. . . .. ........... ...... *.... 24 .0 ............. 24 .04Miscel s revenues and receipts.......... ............. 284.2 ............. 284.2

'Total receipts, general and special accounts ............... 18, 337.3 4, 90M 1 22,422.4Deduct: Net appropriation for Federal old.ago an survivorsInusuran co trust fund re resenting an aluount equal to taxescollected and dopositelunder the Federal Insurance Con.tributions Act, less reimbursement to general fund for ad.administrative expenses.................................. 1,441.3............... 1,441.8
Net receipts, general and special accounts ............... 890.0 -4,080.1 20,81.1

Collections for credit to trust funds are not included.Includes $319,800,000to be collected at source and credited against taxes collected In 194 on 1943 Incomes,Revised subsequent to the April tudgot r vision.'All other, Including repealed taxes. Includes brandy used for fortifyin sweet wines; tobo floor-stockstaxes; toilet preparations 8 percent and II percent; narcotics, including marlhuana and social taxes; NationalFirearms Act; hydraulic mining tax; and all other repealed taxes not reinstated by the Revenue Act f 104)
.

Source: Treasury Department, Division of Research and Statistics, July 21, 1942,
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Mr. O'DONNELL. InI analyzing the figures presented in exhibit G,
it is necessary to realize that some of the provisions in the bill will
not be reflected in any way in the fiscal year 1043 receipts. For in-
stance, gift tax provisions apply only to gifts made after January 1,
1943, and the gift tax due with respect to gifts so made would not
be due until March 1944, which falls in fiscal year 1944. Although
the provisions of the estate tax take effect upon the effective date of
the new legislation with respect to the estates of persons dying after
that time, estate tax returns need not be filed for 15 months following
such date.

Certain of the excise provisions, such as those applying to taxes
which are collected through the sales of stamps, will be reflected in
larger current collections almost immediately after the provisions
become effective. From other excise taxes, such as the manufac-
turers' excise taxes, collections are not received by the Federal Gov-
ernment until the end of the month following the month in which the
new provisions first become effective. In the case of certain other
taxes, such as the tax on transportation of property, the bill provides
for an extension of time a tt he discretion of the Commissioner of
Internal Revenue in the payment of the tax. Under the Internal
Revenue Code extensions of time are allowed in the payment of the
various taxes, such as telephone and telegraph taxes. The effect of
the bill on these telephone taxes will be delayed in fiscal year 1943
to the extent that such extensions exist.

In interpreting the income tax estimates of receipts in fiscal year
1913, it is important to remember that under present low, receipts
which are expected in the fiscal year 1943 include the collections of
the two final installments in respect of calendar year 1941 income-
tax liabilities.

With respect to the collection of the calendar year 1942 individual
income-tax liabilities, whether under present law or under the pro-
posed bill, some payments are made in full but with respect to the
bulk of the amount due only two of the four installment payments
aire received during the fiscal year 1943. The fiscal year 1913 figure
for the individual income tax is further complicated by the inclusion
of *319,800,000 to be collected at the source and credited against in.
come taxes to be collected in calendar year 1944 on calendar year
1943 incomes. Furthermore, certain provisions of the bill have a
different effect in the actual calendar year 1912 than they have in a
full year at 1942 levels of income in which all provisions of the bill
Woul be fully reflected in revenues. This is particularly true of
the proposal to tax 1942 net income of corporations with fiscal years
which end in 1942 other than I)ecember :31. and of the capital gains
and loss provisions which are not fully reflected in actual calendar
year 1912 because of the nonoperation to the full extent of the 5-year
capital loss carry-over.

The CnAMAN. Mr. O'Donnell, I would like to ask in this connec-
tion-I don't know whether you can give it now, but will you furnish
it for the committee and put it in the record-the amount of the base
on which the several taxes in here, as calculated, are applied in making
up the estimates on the House bill ?

Mr. O'DONNELL. Yes, sir. I think I have in mind the type of
information you want.

The ClmAiM,%w. That is excess-profits tax, the normal and surtax,
individual, and so forth.
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Mr. O'DoNNELL. Yes, sir; I will be very glad to do that. I have
the information with me, but I do not have it in the tabular form that
I think would be most useful to the committee.

The CHAIRMLA. Will you give us that?
Mr. O'DoNNELL. I will be very glad to. I will put that in the record

so that it can be printed up tomorrow.
The CHAIRMAN. Yes.
(The table referred to is as follows:)

EXHIT H.-I aone and excess-profits taxes-stimated individual income and
corporation. iiieome and excess-profils lax beryes for taxable individhiaIs and
eorporatlons only, at levels of income estimated for calendar year 19.42°, nlder
the revenue bill of 1912 (1H. R. 7378) ' anmd under the present law

[In millions of dollars

Roven oe Present
billor 1-i2 law

Individual!
Normal tax net income ............................ 2............................ 2d, 220 22, 480
Surtax net income ........................................................ ....... 31, 30 20,300

Corporation:Ca r ma tax ret iueo O .......................................................... 10, 010 13.120

Surtax net Inco o .............................................................. 10, 330 13, 430
Exces,-proflls tax:

Excess profits not income .. ................................ ............. 13, 210 12, 540
Excess-proflts credit-- ...................... ................................ 6 ,310 5,640
Specific credit. ......................... -.................................... W0 220
Adjusted excess profits net Income ........ ............ -..... .......... 6,t70 0, 680

I As passed by the IolO of Representatives, July 20, 192.

Roure: Trcntry Departnmenl, DIvlioll of aicv ndlh aisi StulGsics, July so, 1 .

The CHAIRMsIAN. Now, all right, Senator Brown.
Senator BRowN. That was the question I wanted to ask, the ques-

tion you just covered.
Mr. OBnmEN. Page 51, line 16, relates to the computation of net

operating loss credit and dividends paid credit in the case of com-
panies subject-to the tax under section 102. That is, companies im-
properly accumulating surplus and personal holding companies.

The amendments are purely technical, to straighten out a kink in
the present law in which the limitations are geared to the adjusted
net income instead of to the base U)On which the tax is founded, to
wit, section 102 net income or a personal holding company net in-
come, as the case might be.

The present law, as I say, is out of whack on that point. In some
cases it gives the Corporation too Much and iii some cases too little.
It is a purely technical amendment to straighten that out.

Senator CONNALLY. That is our friend, about personal holding coin-
panics; isn't it?

Mr. O'JIaiEN. It has to do with personal holding companies, Sen-
ator, but it is just a mistake in the present law, in determining how
much net operating loss they carry from the previous year to this
year and where their dividends paid credit is carried over.

Page 54, line 17, begins a series of provisions which relate to the
income which, under the present law, is ineludible in the income of
a decedent in the year in which lie dies. Since 1934 the law has read
that in the case of a decedent there should be included in his gross
income for the year of his death all amounts accrued up to the date
of his death. The Supreme Court in the P/iaff and Enright cases

76003-42-vol. 13-6
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has given a very broad construction to that language, so that in the
case of an insurance agent's renewal commissions, they have held
that all such renewal commissions are ineludible in his income for
the year in which lie (lies.

This proposes to go back to a rule which might have been the rule
enacted in 1934, that as to those matters you accrue only what would
have accrued under an accrual system of accounting. You exclude
from the rest of his income in the year in which lie dies such amounts
and include that amount in the income of the person who actually
does get the income. In the ordinary case, that would be his estate,
or if it descends directly to his heir it will be taxable to his heir.

Senator CONNALLY. Under the present law, suppose a man leaves
an estate, and suppose that estate is not wound up for years, can
that estate return the income as an estate matter and not be taxable
to the recipients?

Mr. O'BINmm Yes.
Senator CONNALLY. That is the law now.
Mr. O'BRIEN. Yes; sure.
Senator CONNALLY. Does this change that?
Mr. O'BRiEN. No; this does not change it at all. Well, let me put it

this way: Under the l)resent law, let's take an insurance agent's renewal
commission, which lie has not vet received. The Supreme Court says,
under the statute as it stands, that $100, let us say, goes into the income
of the decedent for the year in which lie (lies. The estate, of course,
will pay hip inen)o t. on that. UInier the l1espIit law, when that $100
comes to the estate, as the law now read- that is not income to the
estate. So they pay no tax oii it. However, the amount or the value
of that right to receive income is ineludible in the decedenit's gross
estate, and hence taxable under the estate tax. This proposes to say
that that $100 is not income to the decedent, so the decedent and the
estate pay no tax on account of his income. The amount, however, is
included in the gross estate of the decedent; hence the estate tax is
paid on it.

This says if the executor gets that $100 it is income to the executor,
but this also provides that with respect to that $100 there shall be al-
lowed as a deduction an amount equal to the pro rata share of the
estate tax which that $100 represented in the gross estate of the
decedent.

Senator CONNALLY. What I had in mind was this: Suppose the
estate drarged along for 2 or 3 years.

Mr. O'BYEN. Right.
Senator CONNALLY. The estate may return that income as the estate

of the decedent.
Mr. O'BmREN. Yes.
Senator CONNALLY. And they pay on it as such.
Mr. O'BRIEN. That is rig,.ht.
Senator CONNALLY. And the ultimate recipients would not have any

obligation at all until they received their share from the estate.
Mr. O'BRIEN. That is 'ighit.
Senator CONNAT LY. And it would then be taxable as an inheritance.
Mr. O'BRIEN. Well, it might be subject to inheritance tax in the

hands of the beneficiary, but not subject to an income tax.
Senator TArM. I iii derstand that would apply in) the case of a

lawyer--
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Mr, O'BRINm. A contingent fe is a good examl)le.
Senator TAFT. Suppose' a lawyer (lies and lie is owed a fee of $5,000

when lie dies. Do I understand that his estate has to pay an income
tax ol that $5,000? First, the $5,000 is included ill his estate, because
it is a fee due to him.

Mr. O'BRIEN. Yes.
Senator TAT. But he is on a paid basis.
Mr. O'BRIEN. Yes. 'That is under cash receipts and disbursements.
Senator TAFT. That is a receipt basis.
Mr. O'BitEN. Yes.
Senator TAr. So he doesn't return it as income in his individual

ret 11111.
Mr. O'Biu.N. Are you talking about the l)resent law or the new?
Senator TAFT. The new proposal.
Mr. O'Bitiz. Under the new proposal it is not included in the

decedent's gross income for the year of his death, but is includible in
the income of the estate.

Senator TAt. It is included in his estate.
Mr. O'Bnm. Yes.
Senator TAr. And lie pays an estate tax on it.
Mr. O'BIN.. Yes.
Senator TAFT. Then, the executor has to pay i proportional amount

out of the $5,000 due him, and, say, $2,000 of it represents the estate
tax and the other $3,000 is then income to the estate. Is that Ile
effect of this law?

Mr. O'131EN. Yes. $3,000 is income to the estate, but the estate
gets a deduction for the pro rata part of the estate tax paid on account
of that.

Senator T.re. -Yes. Deducting the paid 40-percent estate tax, that
would be $2,000 to come off of tile $5,000, and $3,000 would be income
to the estate.

Mr. O'BRIEN., That is right. Actually, the $5,000 is income to the
estate, but it gets a deduction on account of its l)ro rata part of the
estate tax paid. I did not follow your mathematics but assume your
arithmetic was correct; that is the l)rinciple.

Senator DANArR . How do you compute the present value as of
the date of the death of the decedent?

Mr. O'BmIEN. I don't know. I suppose it is a question of valuation.
Senator I)ANATIE. You have an actual appraisal of the j)roperty?
Mr. O'BIEm. Yes; you must have an appraisal, but as to the method

of appraising, I am not familiar with that. I assume that has a value,
just as any other claim which (he decedent has.

Senator DANAimW. The renewal is 5 years hence and may never be
paid. Actually, the policy may lapse. I wonder how you would
appraise it.

Mr.O'BRIEN; I don't know.
Senator DANAJIER. Do you know, Mr. Paul?
Mr. PAUL. You would discount that for the time factor and then

again you would have to take into consideration the hazard, by which
I mean that the insured might not pay the relmium, and when you
got through you would reduce the total amount payable 5 years
hence in accordance with some appraisal.

Senator DANAIIE. And leave it as a question of fact in any given
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Mr. 1',\ur, That is right.
Mr. O'Bnm:-. Further, to carry out the analogy of tie estate, or

the heir which gets this income, as being !n the shoes of dhe decedent,
the character of the income, if it had been received by the decedent,
determines the character of tie income in the hands of the recipient.
That is, if it would be earned income of the decedent if he had gotten
it, it. is treated as earned income on the part of the heir. If it is cap-
itil rain to the (leeledIlt, it is capital gain to the heir.

Seator TAEr. But you still have to separate income tax. You
don't regard the individual as a continuing entity until the end of
the fiscal year.

'. O'Ihl[EN. No, no ; you (loll't do that. ie chops off at death.
'This provision is made retroactive to the taxable year beginning

after December 31,1923, but only if the estate and the people acquiring
the property from the estate say that it shall be. It is designed to be
a relief provision, relieving the decedent as to his last year of life from
the tax, but it relieves him retroactively only if the people who get the
income agrce to take it up. They would be obligated to take it up if
this law had been in effect with respect to them. Again, as to the
closed years, the provision is not applicable, but I understand most of
these cases are open.

Page 64. line 12, relates to placing the income of a corporation on an
annual basis.

Senator DANATIEB. Mr. Chairman, before you open on that page 64,
suppose that a husband (lies and all his estate goes to his wife; suppose
she claims a deduction for some item which is disallowed on the ground
that it would have been allowable only to the husband, but suppose
the years in which lie could have taken an allowance had passed, is
there any way in the world in which that situation is met in this bill?

Tlh re ason I ask that is that in behalf of a constituent I sent a case,
specifically on those facts, down to the T'easurv recently, and I was
told by way of reply that there had been no adjudication on such a
question. I wonder'if you know of any language nieeting such situa-
tion in this bill.

Mr. O'BvTiEN.. No. I do not; at least, it has not been a problem that
has come tip in this bill.

Senator )ANAnEB. Don't let's spend any time on it now. We can
take it up later.

Mr. O'Bm.N. Page 64, line 12. relates to placing returns of a cor-
poration onn a annual basis. ;nder the present law, in the case of
the corporation having a taxable year of less than 12 months, the in-
come is not put on an annual Ia)sis for the purpose of the corpora.
tion's normal tax and surtax. It is for the purpose of excess-profits
tax.

Of course, when you have a flat rate of tax, it does not make any
difference whether the income is put on an annual basis or not. This
proposal is that in a case of a taxable year which is less than 12
months, then you ascertain what would be its annual inconie for the
purpose of applying graduated rates by nultiplying the amount of
the income by 12 and dividing by the niunber of months in the short
period. You" see, you have the same problem in connection with the
graduated corporation normal and surtax as you have in the ease of
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an individual. An individual, for instance, having a short taxable
year of say 6 months and earning $5,000, though actually he is earning
$5,000 in 0 months, which woull be at the rate of $10,000 a year, in
order to put him in the proper bracket, you put the income in on an
annual basis. This proposes to do the same thing in the case of a
corporation, with two exceptions. It is conceivable that by reason of
that rule there might be some hardship to a corporation whose inl-
coine happened to fall in the short period and they would not nor-
mally earn at tle same rate durin the succeeding part of lie year. Itis
proposed in such cases to provide that they can take the 12 months be-
ginning with the beginning of the short period and use that as the
measure of the tax for the short period, or in cases in which the
corporation was not in existence for 12 months at least, after the
end of the short. period, they can take the back period beginning with
the end of the short period. In other words, the corporation has got
an opportunity to show, in case it continues in existence, what would
be its income for the full 12 months, and not have this formula for
the ascertainment of the amount of what the income would be if it
was put on an anual basis.

Senator VANDENBERO. Has this got anything to do with the question
which I asked when we started out?

Mr. O'BI.:WN. No, Senator.
Senator VANDENBERO. All right, when we get to it.
Mr. O'BiIEN. Section 129 of this bill, 108 of the Internal Revenue

Code.
Page 68, line 10, is a purely technical amendment to the taxation

of section 102 companies; that is, companies which improperly accu-
mulato surplus. Under the present law a section 102 company is
allowed a carry-over of a capital loss. That, itself, constitutes a
loophole because section 102 companies are allowed their capital losses.
The effect of giving them capital losses in the year in which they sus-
tained them and a carry-over of a capital loss to a future year is
to give them the capital loss twice. This proposes to give them the
capital loss but once and that for the year in which it is sustained,
wit h no cnrry-over to a subsequent year.

Page 69, line 1, begins a revision of the provisions under which
certain classes of taxpayers are allowed, in effect, to spread certain
kinds of income over a longer period, over the period roughly in
which it was earned. Under the present law in the case of an indi-
vidual who renders personal service extending over a period of more
than 5 years, if lie receives 95 percent or more of that income in the
sixth year, let's say, he is permitted to pay a tax on the 95 percent
equal to the amount which lie would have paid had the amount that
le got this year been spread over the years in which lie did the work
in equal installments.

First, it proposes to make a reduction in the 5-year period under the
present law to 36 months. That is, the work done and the compensa-
tion for personal services must be over a period of 36 months or more.
The second change proposes to reduce the 95-percent test amount to 80
percent. For taxable years beginning after December 1940, and not
after December 31, 1941-that is, the taxable period in 1941-it is
made retroactive, but the period is made 60 calendar months and the
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percentage is 75 percent instead of 80 percent. So you have three rules:
flaek years, 5 years and 95 percent; 1941, 60 months and 75 percent;
for this year and future years, 86 months and 80 percent.

Senator CONNALLY. What effect, if any, would that have ol an
individual this year, for instance, after war was declared, who would
make a big profit? Could lie spread it over 5 years or 36 months?

Mr. O'BnrEN. If he had been working on it that long. This contem-
plates a continuous service over that period and at, least 80 percent of
the income falling within a year.

Senator CONNALLY. I say, lie made the bulk of his money this year,
and this would permit him to spread his profits out over 36 months if
lie continued to work on the jol?

Mr. O'BRIEN. That is right, if he continued to work all that time
and had not gotten paid for it. This provision is further expanded to
include the case o a person who composes a literary, musical, or
artistic composition, or has a patent or copyright covering an inven-
tion or composition of his. If the work on it covered a period of 36
calendar months from the beginning to the completion of the compo-
sition or invention, and then if in the taxable year the amount which
he received, together with the amount which lie received in the next
succeeding taxable year is not less than 80 percent of the income, not
less than 80 percent of the entire amount lie got during those years,
then lie equally can spread that amount over 36 calendar months
ending with the close of the taxable year in which lie received the
sum. This extends slightly different but substantially the same relief
to authors, inventors, and musicians.

The CHAIMAN. He can spread it over the actual time required to do
the work if lie had a minimum of 36 months?

Mr. O'BIFN. No; this does not spread it over the actual time; it
spreads it over 36 months even if lie worked on it 10 years.

The CHAIRMAN. He just gets the three installments.
Mr. O'BRIEN. That is right.
The CHAIRMAN. And if he is writing a book for 5 years, then he

could not get that in 5 years?
Mr. O'BEN. No; lie could not spread it more than 36 months.
The CHAIRMAN. So the author had better complete his work in less

than 5 years.
Senator BARULPY. If the man cannot tell all he knows in 3 years lie

had better quit now.
Mr. O'BIEN. Then, the next is page 70, line 24, which deals with

fiscal year taxpayers, of which Senator Vandenberg spoke.
Senator VANDENBEFG. Where?
Mr. O'BRIEN. Page 70, line 24.
Senator VANDENnERo. Tell me about that.
Mr. O'BRlEN. Ever since 1934, the income-tax acts have provided

that the changes made in them shall be only applicable to taxable years
be inning after a particular time, and in every case it has been the
enIt of the year. This, provision constitutes an exception from that
rule, and says, in the case of the taxpayer who has a taxable year
ending in 1942 and beginning in 1941, that he shall compute his tax,
making his computation first for the period beginning1941 and end-
ing in 1942, computing his tax under the old law, and take a proportion
of that tax which the number of months falling in 1941 bears to the
entire number of months. He then computes the tax for the entire
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period beginning in 1941 and ending in 1942, under the 1942 law, and
takes the same proportion, takes the proportion of that tax which the
number of months falling in 1942 bears to the entire number of months
in his entire taxable year. He then adds those two proportional
amounts together and that is the tax for the taxable year ending in
1942. So that if you had a case in which a main, let us say, had a net
income of $1,200, and part of that was earned in 1941 and part in 1942,
suppose he had 8 months in 1941 and 4 months in 1942. He computes
his tax on $1,200 at the old rate, and takes eight-twelfths of that
amount; he computes his tax on $1,200 at the new rate and takes
four-twelfths of that amount. Adding those two together gives his
tax for the taxable year 1942.

Senator VANDENiiEBO, That applies for corporations as well?
Mr. O'BRIEN. It applies to corporations, individuals, everybody ex-

cept specified corporations which are exempt from it: First insurance
companies; second, foreign personal-holding companies; tiirdregu-
late( investment companies; fourth, section 102 companies--that is,
companies improperly accumulating. surplus-and, fifth, persolnal-
holding companies.

Senator VANDENBERG. Does that result in putting a corporation
which had a fixed fiscal year and considered that it had its tax liability
closed and financed itself accordingly under a retroactive disadvantage
which might be totally fatal?

Mr. O'BRIEN. I cannot answer on that. The thing is retroactive.
Whether the effects are bad or not is a matter of policy.

Senator TArt. This used to be the rule, as I remember, in the old
days, and it was changed.

Mr. O'BRiEN. Yes.
Senator TAFT. What is the reason for changing it back again ?
Mr. O'BRIEN. That is not my problem, sir.
Mr. PAUL. As to the theory of this thing, I think perhaps that Mr.

Stanm ought to answer the question.
Senator VANDENBrRG. Don't tell me Mr. Stai is responsible for this.
Mr. PAUL. It is not a Treasury subsection, but the theory is that

a corporation with a fiscal year ending Novenber 80, that corporation
is escaping, for 11 months of the calendar year 1942, the impact of the
new very decidedly higher applicable calenidar-year rate.

Senator TAFT. Why was it changed beforeV
Mr. O'BRIEN. I think, perhaps. Mr. Stam, I can answer that.
Mr. STAM (Colin F. Stain, chief of staff, Joint Committee on Internal

Revenue Taxation). I think I can tell you the story, if you want me to.
You see, naturally, it is very simple when changing a revenue law

to have it apply to taxable year beginning aftor the lieginning of the
effective date of the act. For example, if we were passing a tax law
for the year 1941, we would a apply it to taxable years ending after
December 31, 1939. It simplifies the law and does not make much
difference as, long as rates are not as substantially increased, but when
ye come to a period when the rate is increased very rapidly, it gives
a great advantage to the corporation on the fiscal-year basis. For
example, a corporation that had a fiscal year ending November 30,
1940, would have 11 months of 1940 income, on which it paid no
excess-profits tax at all on that 1940 income.
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Now, the same corporation with a fiscal year ending November
30, 1941, instead of payin.g the increased 1941 rates on that 11941
income, only paid at the 1940 rate.

Now, we have inccrease(l the excess-profits tax rate tremendously
in this bill. We hare gone up as high as 90 percent, and the old rate,
the top rate, was 60 percent. We have increased the normal and sur-
tax rate front 31 percent, under the old bill, to 45 percent.

If a corporation has a fiscal year ending, say, November 30, 1942, it
will escape these high rates on 11 months of its 1942 income, and we
didn't feel that that was an equitable proposit ion as compared with the
calendar-year corporation. The calendar-year corporation may be
getting profits from Government, contracts, and the fiscal-year corpora-
tion may be getting like profits from Government contracts, both in
1942, and it did not seem to os altogether fair to apply the lower rates
to the fiscal-year corporation merely because of its method of account-
ing, when all of that income was earned in 1942, and there is a very
great discrimination between the calendar-year corporations and the
fiscal-year corporations if you are not going to apply the increased
rates to the fiscal-year corporation.

The Canadians apply a rule something like we have in this bill to
tax the income that is earned after the effective date of the act at the
same rate. So do the British companies, and that is the reason for
this change.

Senator TA-r. Has there been any indication or tendency to take
advantage of this by moving the fiscal year toward the end of the
calendar?

Mr. STAM. There has been, as the result of the increased rates last
year. Particularly some of the aviation companies and others having
war contracts have changed their taxable years over to a fiscal-year
basis in order to take advantage of these lower rates.

Senator rfr. But the Commissioner could have prevented that by
refusing to permit them to make that change.

Mr. STAzf. He could have, and I understand he has in some cases.
Senator TArr. Yes.
Mr. STAm. But the inequity is still there with respect to the cor-

porations that have been on this fiscal-year basis for a long period of
time.

Senator VANDNE11GIO. I think that is a very persuasive statement
from the standpoint of relative equity, but it seems to me you have
still left the corporation perhaps, at a fatal disadvantage, whom you
allowed to makes its budget on a given tax basis, and now you come
along and destroy it, isn t that true?

Mr. STAm. Well, it seems to me, in answer to that question, that
the corporation probably should have'anticipated that something like
this was going to happen. There was a lot of agitation about this
situation in 1940. I remember a member of Congress was very
much agitated about it and wanted to rush through a joint resolution
at that time; and we have talked about this thing considerably in the
last 2 or 3 years. It seems to me that a corporation that went ahead
blindly and did not take into account that there might be some change
along this line-

S~nator VANDENBEIRG. He went ahead blindly and depended on the
Government's word.

Mr. STAIr. I do not think that is altogether true for the reason
that when the change was made in 1934 it was made with the under-
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standing that there was no increase in rates at that time. It was
solely on this basis that Senator Couzens withdrew his objections to
this change of policy.

Senator TAn' What about the situation of a corporation that had
to pay out its money, came to the end of the year, say, or the 1st of
July,*and under section 102 had to pay out all'its profits in dividends
for fear of being penalized, and now you come along and by a retro-
active tax which takes away not only wvchat they had left but' probably
a large part of the money ihey had 'paid on dividends. Does it apply
to that kind of a corporation ?

Mr. SwAM. No; we are not applying a retroactive tax. rhis provi-
sion applies only to that part of tile income received after January
1, 1942.

Senator TAr. Take a corporation whose fiscal year ended the 1st of
July, when they got to the end of that year they figured their taxes
on the old rate, then they are required by section 102 to pay that all
out in dividends, or most of it out in dividends, for fear of becoming
subject to section 102, the penalty if you don't pay out dividends.
And now you come along and make them recalculate their tax for
those 6 months of 1942, and you have got them in a box.

Senator VANDENIunGO. A pine, box.
Senator TAFT. They may have even violated the law which pro-

hibits the payment of'dividends from surplus, because what they paid
out is no longer l)rofits.

Mr. STA-M. But that corporation, of course, would not file its tax
return until October because that return wouldn't be due until then.
We have had no situations of that sort. Moreover, it should be
remembered that a liability which did not exist at the close of the
taxable year will not reduce the earnings and profits of a corjora-
tion for'that year, so far as dividends actually received by the aTare-
holders are concerned. Such a situation arises daily in the case of
additional assessments of income taxes made after tile close of the year.

Senator TArr. But it could be.
Mr. STAI. Yes. I do recall this, under the 1918 tax, which was

passed February 24, 1919, and was retroactive to January 1, 1918,
that some corporations actually went out of existence before the act
was l)assed, and those corporations were required, that is, the trustees
or representatives of those corporations were requii .(, to file a stipple-
mental return covering the income for the period in 1918 in which
they were in existence, although they had actually dissolved before the
act was passed, because we were levying a tax on 1918 income. A
number of those cases arose, I know, inder the 1917 and 1918 acts.

I don't think there wa s any great criticism of that situation because
there we were trying to collect an excess-profits tax on 1918 income.
Here we are trying to collect at these high rates which are applicable
to 1942 on 1942 income, and I don't believe that any corporation can
say that they were very much surprised by this provision. If they
were, it seems to me tiey were very foolishly surprised, because we
have talked about it informally for several years.

Senator TAFM. I am not thinking of surprise, I am saying that the
corporation in the case I cited was compelled by the existing law to
pay out as dividends money that you now say they should pay in taxes.
That is the thing that worked me somewhat. I



80 REVENUE ACT OF 1942

Mr. STAM. I don't believe any corporation at the present time that
is engaged in any sort of activity, particularly war activity, would be
compelled to pay out dividends, because I think most of them could
find some need "for retaining their earnings in the business.

Senator VANDENBEG. Well, what happens to that company? Here
is a company, this is a realistic case-here is a war contractor who at
the urgent insisitence of the Government commits its entire prospective
net revenue for its fiscal year to new machinery for the purpose of
responding to the war effort. Now, how are they going to pay for it
when you come along and say that they had no right to depend on
this Government tax program and that two-thirds of the investment
they have made in inventory has got to be duplicated in taxes?

Mr. STAM. What can the calendar-year corporation do in that case?
It has to pay its tax on its 1942 income.

Senator VANDENII:IO. But it knows in advance precisely what to
figure on.

Mr. STAM. Well, this other corporation, of course, has been able
to accumulate a considerable reserve at the expense of the calendar-
year corporation by virtue of the fact that it was not subject to any
excess-profits tax in 1910 and was subject to a very low excess-profits
tax rates in1941. In other words, that corporation has gotten quite a
bonus in the past, it seems to me.

Senator DANAH R. Mr. Chairman -
The CAIRMA(N. Senator Danaher.
Senator DANAIEIR. May I read a few words right there on that

point from a telegram at hand V
The CHAIRMAN. Yes, sir.
Senator DANAHYR (reading)

Many companies, such as ours, have undertaken large contracts for war
products which have required unusual bank borrowings and substantial invest-
ments In plant, which although Justified today by contemplated operation, result,
after taxes based upon the 1941 act, would be unwarranted by the net operating
result after taxes under the proposed new act. The necessity for high tax
rates is recognied but it is also important to preserve the financial position of
important manufacturers of war products who are on a fiscal-year basis. Our
fiscal year started December 1, 1941, and our p!nns for additional manufacturing
facilities and financing for this fiscal year were adopted originally upon the 12
months of operation under the 1041 act instead of only 1 month under such act
end 11 months under the proposed 1942 act.

Does that raise a typical case such as the Senator from Michigan
spoke of ?

Senator VANDEN3EIIG. Precisely.
Mr. FTAM. That corporation has 11 months of 1942 operation and

the calendar-year corporation has 12 months. Now, the calendar-
year corporation would be subject to a rate of 90 percent, and if we
leave the old rule in, that corporation would only be subject to a rate
of maybe 60 percent on its 1942 operations.

Senator TAFT, Would it be feasible to take it as of the day the House
passed the tax bill instead of the first of January, dividing it on that
basis, so far as this year is concerned only?

Mr. STAM. Of course, my point was that this is the year in which
we have made a drastic increase in the rates. We are up to 90 percent
now, and, of course, we have increased our surtax considerably. So
that if this change isn't made this year, in 1942, I don't believe it. will
be much use in making it next year, because I don't believe we can
go very much further.
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Senator TAFT. I was suggesting that you go back to the day that
the House passed the tax bill rather than the first of July, if possible.

Mr. STAN. Well, of course, there you discriminate somewhat against
those corporations. It wouldn't do Senator Vandenberg's case any
good, or the other cases any good, when the fiscal year closed before
the adoption of the House bill. It seems to me it would be better to
apply those provisions to all fiscal-year corporations than to dis-
tin guish between those whose fiscal years happened to end merely
after the passage of the House bill. We have provided in this amend-
ment that those corporations that are required to pay any additional
tax due to the 1942 rates can file a supplemental return on March 15
of next year and pay that tax. In other wor(ls, they won't have to
file the return before that time.

Senator TAFr. If you don't give them back the money tjiey may
not have any more to pay it with.

Mr. O'BmEN. There is no such thing in the bill on that point.
Mr. STAM. We talked about it.
Mr. O'BRIEN. Something needs to be done about it. I want to say

that the bill does not provide for any such thing.
The CHAIRMAN. It was left out, you mean, or was just not included?
Mr. O'BRIEN. Was not included because we did not have time to work

it out.
Senator VANDE~nIRO. Do I understand you to say the Treasury

didn't recommend this, or didn't you think of it, or something?
Mr. PAUL. I may say the Treasury was cognizant of the problem but

did not make any recommendations on this point. The study of the
point went on through the hearings. The suggestion was made late
in the executive session of the Ways and Means Committee. While I
would support the change on balance, I think that there are problems
to be worked out, and that the problem that Senator Danaher cited i
a typical problem which must, frankly, be faced. I do not know ho%
it can be solved. Senator Taft's hypothetical case is not entirely a
hypothetical case; it may be a real case, and I am frankly troubled by
it, but my present impression is that on balance the inequity or dis-
parity between the situation of calendar-year corporations and fiscal-
year corporations, especially fiscal-year corporations with fiscal years
ending late in the calendar year 1942, is a serious one that ought to have
some treatment, if it is not too much of a hardship.

Senator Brm. How much revenue does it bring in?
Mr. PAUL. $148,000,000. There is another angle to the problem, and

that is what will happen if ever the rates go down at some point in
the future. If the rates stayed the same we would make up this loss
of revenue then, but that is so problematical that I don't think we can
figure very much on it.

Senator TAr. I hoped you would give us some hope.
Senator VANDENBER(. I am hopeful because lie says that lie is

troubled by it.
Senator CONNALLY. Is there any sound reason whv they should not

be all on the same basis? Why should one corporation have a fiscal
year on the 1st of July and another one on another date, for taxation?
Why shouldn't they all be on the same basis?

Mr. PAur,. There are several reasons, Senator Connally. The sea-
sonal btmsiness of certain corporations makes the fiscal year more
adaptable.
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Senator CONNALLY. It may be for their convenience, but from the
Government's standpoint it should be from January 1 to January 1.
All this talk about the promise of the Government-anyone who has
got enough sense to be in a corporation knows that the Government
can change the tax laws whenever they get good and ready.

Mr. P.Aui,. That is right, and I think there is much in what Mr.
Stni says about people, particularly since December, being required
to a certain extent to be aware of these possibilities in'the corporate
picture. I think they all ought to be on the same basis, just as I think
all estates ought to he on the same basis. I don't think there ought
to be community estates, but the fact remains that there are.

Senator CONNALLY. If the Senator has got as much influence at
home as lie has got here, why doesn't lie fix his State?

We run our own affairs and lie runs his.
Senator JoiNsoN. What do you think of the proposition of Sen

ator raft, Mr. Paul, of not going back of July 1?
Mr. PAUL. I agree with Mr. Stain, as I understood him on that.

It seenis to me that we ought to do it or not to do it completely
or it wouldn't be worth all the trouble.

Senator JOHNsoN. For 1 year.
Mr. PAur,. There is a tremendous amount of trouble about this

provision. We have to adjust the difficulties mentioned on page 92
of the House committee report, and sonic of them haven't been worked
out yet, and if we broke in the midhe of the year, I don't think it
would be worth the whole trouble. We ought to go tlie whole hog or not
do if at all.

The CTAmTMr,N. All right, Mr. O'Brien.
Mr. O'BREN. I want to call your attention to an important typo-

graphical error on page 73, line .3. 'lhat 139 should be 142.
The CHAInrxN. Where is that?
Mr. O'BiEN, Page 73, line 3.
Senator DAvis. 70 what?
Mr. O'Binm. Page 73. line 3.
Senator CONNALLY. 139?
Mr O'IBm,:. 139 should be 142. It is an erroneous cross reference,
Selnlitor CONNALLY. All right.
Mr. O'BnwN. I guess you got lie general principle of that. I can

go into detail for you on it if you want me to.
The next change is oii page 74, line 17, which is purely a technical

clrifying" amendment to the present law.
Senator TAFT. We are now on something else. Is it on gift taxes?
Mr. O'B01rN. No; still income taxes.
Under the present law, in section 113, which relates to tie basis for

determining gain or loss and the basis for depreciation, there is some
doubt as to whether a gift in trust falls under paragraph (2) of
section 113 (a), or paragraph (3) of section 113 (a) which provides
a different basis. The most important difference being that in the
case of a gift the basis for deterniining loss is the fair market value, if
the basis in the hands of the donor is greater than the fair market
value. This proposes to clarify the statute by providing that in the
case of gifts in trust they shall be subject to the gift rule rather
than the transfer in trust rule.

Senator TAFT. Is that retroactive?
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Mr. O'BnwN. No; it is not retroactive-well, it is retroactive in
this sense--I mean it does not relate merely to gifts made hereafter.
It relates to the basis of gifts no matter when made for the purpose
of a future determination with respect to the basis of the gift. That
is, if you make a ift after 1920, after December 31, 1920 made a gift
in 1935 and the &onee sells in 1943 this rule applies. Ind the rule,
of course, naturally applies to all gifts in trust in taxable years
beginning after December 31, 1941. To that limited extent it is
retroactive.

Page 75, line 14, relates to percentage depletion in the case of
fluorspar mines. The allowance for depletion shall be 15 percent,
the same rate as applies to metal mines.

Senator GUFFEY. That is tie only change in that provision ?
Mr. O'BRiEN. Yes. It does not affect oil, or otherwise, it merely

lets in the fluorspar mines at the same rate as other moin .
My attention has been called to the fact that there has been elimi-

nated from this section the requirement first placed in the statute in
1934, that the taxpayer, to get percentage depletion, had to elect
percentage depletion and stick by it.

Senator TAFT. Is this the section the Secretary doesn't like, the pro.
vision he did not want put in?

Mr. O'BRIEN. No; it is in the same section but the other )rovision
relates to oil and gas and this is merely coal mines, fluorspar mines,
and sulfur mines.

Senator TArT. The other applies solely to oil.
Mr. PAUL. Oil and gas.
Senator TrAFT. Oil and gas.
Mr. PAUL. Oil and gas and mines, too; but this particular amend-

ment, as long as percentage depletion was allowed, we thought should
be allowed. In other words, we were against percentage depletion,
but if percentage depletion is in the statute it ought to apply to
fluorspar as well as the others.

The CHAI'MAN. At one stage in the House bill was fluorspar elimi-
niated?

Mr. PAUL. No; fluorspar was given discovery depletion under the
existing act and the change made was to grant them percentage
in lieu of discovery depletion.

Senator TAFT. I was a little surprised because the Secretary's
statement this morning said "another highly privileged group, having
large amounts of income exempt from income tax are the owners of
oil wells and mines.".

Mr. PAUL. Doesn't it say "and mines"?
Senator TAr. Yes; it does; 4and mines."
Mr. PAUL. I thought so.
Mr. O'BnIEN. Senator George, at one stage of the House bill the

fluorspar rate was 5 percent and later was made 15 percent. I think
that is what you were thinking of.

The CHAIMAN. It was given a different treatment in another
stage.

Mr. O'Bma w. Five percent, and then raised to 15; yes.
Senator JoHNSoN. What is the present law?
Mr. O'BaN. Given discovery depletion. It is not given percent-

age depletion at all.
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Page 76, line 12, is another purely technical amendment of the
revenue act. The Second Revenue Act of 1940 wrote in provisions
for the determination of earnings and profits which were necessary
to establish the taxability of dividends and for the purposes of
excess-profits tax. Under thdt provision earnings and profits were
not increased by a so-called unrecognized gain. This proposes an
almost clerical amendment to accomplish the same result in cases in
which there are wash sales, that is. you trade one share of stock for,
and later get, another. I think if ve had thought of it in writing
the 1940 bill it would be in the 1940 bill. It is purely technical.

Page 77, line 1, amends section 115, which relates to corporate
distributions. Under the present law a distribution in partial liquida-
tion of a corporation is treated as a capital gain, if there is a gain,
and 100 percent is taken into account. That is, for that purpose
the g'ain on the stock is considered just as if it were a short-term gin,
regardless of the period for which it was held. This provision pro-
poses to abrogate that rule so that in cases in which there is a partial
liquidation of a corporation, when the stock is redeemed it is-the
gain thereon is taxable as a capital gain, but the holding period of
the stock is whatever the perio:l for which the stockholder h eld it
and it is not considered to be a short-term gain. The effect of that,
of course, being to reduce the amount of gain which is recognized
on the transaction if the stock is held for the period under the law
provided in the case of a long-term gain.

Page 78, line 7, we have a series of amendments relating to income
from sources without the United States. The first amendment, page
78, line 9, subsection (a), proposes to strike out section 116 (a) of the
present law under which earned income in the case of citizens of
the United States who work in a foreign country more than 6 months
during a taxable year is excluded from the gross income. The effect
of the amendment is to include that amount in the gross income as
being earned there.

The T \nMAN. I; that a Treasury recommend (", n, Mr. Paul
Mr. PAUL. Yes: it is, Senator George.
Senator TArM. What is the reason or it? I would think it would

be a duplication, because certainly they are going to have to piy the
other country on income earned in that other country.

Mr. PAUL. fliat is true. I think there were two underlying ideas in
connection with that amendment. One was that the exemption in the
existing law has been somewhat abused. There has been a great deal
of avoidance of tax under it. There has been much juggling with the
period of absence. And another thing, perhaps more important, is
that a number of contractors are now making a considerable amount
of money in Panama and some of those places-Bermuda and those
place,-nd we feel that they should pay their taxes just like anyone
else who is making the same money here In this country.

The CHAIRMAN. Well, now, Would it be necessary to go all the way
you have gone by eliminating that?

Mr. PAUL. They have a foreign tax credit, Senator Gorge. If
they pay income tax in this foreign state, they get relief under section
131 of tihe code.

The CHAIRMAN. I was just thinking of how it would affect us in the
expansion of our trade and commerce in outside countries. If I were
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a citizn who resided there, I would be at a j)retty bad competitive
disadvantage.

Mr. PAUL. There is that problem. We have to decide some of these
things oil balance. We thought on the whole it was an advisable
amendment. It is true there are certain citizens, American citizens
abroad, who will be put at some possible disadvantage, although they
do have as I said before, the foreign tax credit.

Mr. RTAM. I might state on that particular amendment that the
Ways and Means Committee itself felt that the amendment went too
far, because it applied to the bona fide American citizens who had
been residents in these countries for a number of years. Trhe com-
mittee did instruct the Treasury and our staff to try to work out a
provision to alleviate this situation. I think it is only fair to the
Committee on Ways and Means to state that they were not in favor
of an outright repeal of section 11.6 (a).

The (NnInMAx. Without some saving clause.
Mr. STA I. Without some modification.
The CTAIRMAN. That is the way it occurs to me without studying it.

I didn't know it was in there.
All right, Mr. O'Brien.
Mr. O'BaIEN. Te next Case relates to income from sources in pOS-

sessions of the United States. There is included within the income
which is subject to tax as though earned within the United States,
all amounts paid by the United States or any agency thereof as com-
pensation for labor or personal services or under any contract with
the United States or any agency thereof. These amounts are added'
to the income which is subject to the American tax, notwithstanding
(he fact it is income from sources within a possession of the United
States. The definition of "possessions," for the purpose of section
251, has heen somewhat narrowed to include only the Philippine% and
Puerto Rico, to avoid any possibility of the Panama Canal Zone,
American Samoa, the Virgin Islands, from being included-being
given similar treatment.

Senator CLAK. Does this include the Philippines in its present
form ?

Mr. O'BraEN. Yes; in its present form.
Senator CLARK. We had this up in regard to the Philippines a few

years, in regard to which the American residents in the Philippines
claimed that in many cases they were at a serious competitive dis-
advantaie with American resident citizens in China and other places
in the Far East, because the people in China and other Far East
points didn't have to pay an income tax and that they did, and since
they were in a 'competitive business they were at a serious disad-
vantage.

Mr. O'BIaxsw. I think their complaint a number of years ago was
based on the retroactive application of the tax to them,

Semnator (1TAnK.. That is true, but at the same time they represented
that unless they were exempted they were at a serious disadvantage
with Americans in China and otherplaces.

Mr. O'BnipN. This does not propose to change the law in that re-
sl)ect, except with respect to those amounts which they get from the
United States, or uet under contract with the United 'States. Those
amounts are taxable even though received from sources within the
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Philippines. Under the present law if yOu get more than 80 percent
from the active conduct of a trade or business in the Philippines you
are not subject to the American tax even though you are a citizen
of the United States.

Page 79, line 18, allows the same treatment with respect to iepre-
sentatives of the Commonwealth of the Philippine Islands in the
United States as is allowed in the case of foreign diplomats and
counselor officials. Under the present law, a foreign diplomat who
earns income in the United States from his salary is exempt from
the Federal income tax if the foreign country allows a similar exeinp.
tion with respect to our people doing the same thing in that foreign
country. This proposes to extend that rule to the representatives of
the Plilippine Islands and to other employees of the Philippine Is.
lands employed in that capacity if they do the same thing for us.

Page 21, fine 12, relates to capital gains, and losses. The first in-
portant change is to change the holding period, the period of differen-
tiation between long-term and short-term losses from 18 months to
15 months. Long-term and short-term gains and losses, I should have
said, are divided into two categories now instead of three categories
under the present law Up to 18 months is one group; between 18
months and _14 is another; and 24 up is the third. This proposes to
divide them, raking a dividing line between long-term and short-
term of 15 mu, ths.

The second inportant change with respect to capital gain and loss
treatment is to allow both short-term and long-term losses against
short-term gains and long-term gains. Under the present law you
have the allowance only of short-term losses against short-term gains
or long-term lose against long-term gains. In the case of taxpayers
other than corporal ions-that is, individuals, estates, or trusts-there
is allowed to be deducted the excess of losses over gains to the extent
of $1,000, or the net income, whiichever is the smaller. The present
1-year capital loss-.hiort-term capital loss-carry-6ver is eliminated
and there is substitute therefor, applicable to all taxpayers, a 5-year
carry-over of capital lossess.

The final change in -apital gain and loss treatment is to allow, in
the case of a corporation and in the case of long-term capital gains,
a maximum tax of 25 percent on long-term capital gains.

The CHARMAN. Do you have a 5-year carry-over in the case of a
long term and short term?

Mr. O'BIEN. Yes; a 5-year carry-over of the excess of losses over
gains, Senator.

The CHAIRMAN. Losses over gains?
Mr. O'BmEN. Yes.
The CHAIAMAN. Your short-term gains are still treated-they still

go into your ordinary income?
Mr. O'Biuzn. Short term goes in at 100 percent.
The CHAIRMHAN. In the ordinary income?
Mr. O'Bnitw. No losses are deductible against the short terms, of

course, but if you have no losses, if you have no losses, that is true.
The short-term gains go in 100 percent. Long-term gains go in at
only 50 percent.

Senator TAF. And the tax on the long-term gain is how much?
Mr. O'BRIEN. Twenty-five percent.
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Senator Ttrr. Twenty-five?
Mr. O'BwEN. Yes.
Senator TAFT. Have you any figures to show how much money has

been collected, how much money has been brought in by the capital-
gains tax and how much money has been lost by the capital-loss pro-
vision during the last half dozen years?

The CIAIRMAN. Have you those figures, Mr. O'Donnell?
Mr. O'DONNELL. Yes, sir; I have a table of such estimates here. We

can insert it in the record.
The CFAIR4AN. You can?
Mr. O'DoWNnLL. Yes, sir.
(The information requested is as follows:)

Indeviduls-Taxe8 on capital gains and losses, taxes on all other inconie, and
total fre 964

[In thousands of dollaraj

EsUmated Estimatedtaxes on ao oa

Calendar year a 01 t Total
gois ani locoher, IOS W)SJos" I lem

1926 -..................................-....................... 22,486 I 0,990 73Z 475
1927..._............. ........................................... 290,879 033, 760 830,639
1928__._.......................... . . ......................... 976,001 088,253 1,164,254
1929 .......... ................... ........................... 420 971 8 ,967 1,001,938
1930.., ............................................................ -- , 220 491,941 476,715
1931 .... ............................................................ -- 8 ,001 855.128 240,127
1932 .......... _--.....................................- ....... - -79,917 40D, 879 329,9062
1933 .................................................... I...., ....... 1- ,167 357, 93 374,120
1934 ....................................... ...... .......... 17,197 4 203 811,400
1035 ............. ....... .................... . ........... .. . 85 267 182 657,439

3 ........................................ ,; .................... 20,941 I , 0 076 1,214,017
137 ................. .....................- ................... 8,18 , , 381 11 , 69
1938' -........................... : .......... 9....... 62, 878 o96) 765, 83
1939 . 20,985 01.699 928,694
1940 ............... ................................................ 12, 8 1 1, 271 1,494,139

t 'ho ax on capital gains and losses is the dilfferenoe between (1) the total tax under the provisions of the
partleula rrveue act applicable to each speclfled Income year, and (2) the total tax which would have bon
realized If capital gains and looes and been entsely excluded from the tax computstion.

'Actual 1926 through 1940 (1940preliuilary). Pata for 1937 and subsequent years Include taxable fiduol-
ary Income-tax returns,

Norr,.-Thesbove data are lolmltd to Income-tax returns taxable under the revenue acts Ia effect In the
repcotivo years,

Source: Treasury Department, Division of Research and Statistics, July 22. 1942.

The CHAIRMAN. We axe not getting very much revenue out of the
capital gains tax now, are we?

My general understanding is we get a very small amount; and I
had 'hoped that when it got to the point where we are neither winning
nor losing by it, we could experiment with it a little bit.

Mr1. PAUL. It is not the revenue producer it used to be in the
twenties, that is true. There is some revenue from it, and on bal-
ance over the years.

Senator TAFT. So many people seem to think the whole thin
should be eliminated, and I wonder whether that is a sound view o
it, whether at least it shouldn't be entirely separated from the income
tax. I see a good deal desirable in p)ermitting capital losses to be
deducted from current income.
Mr. PAUL. That is one of the main changes, and is to prevent

capital losses from being deducted from ordinary income.
7006)3---'-vol. 1-7
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Senator TAi.-r. This will no longer permit short-term capital losses
to be deducted from ordinary income.

Mr. PAUL. That is right. On that point you asked about-I have
here the figures on the estimated net revenue from capital gains and
losses over a number of years. The figures are very high in the

ears 1926 to 1929, reaching a total of $120,000,000 in the year 1929.
rhen, for 3 years they were very small. There were very small rev-
enue losses from the statute-that is, 1930, 1931, and 1932; and then
we began to gain.

Senator Tr,'. You say small losses. You mean small net losses?
Mr. PAUL. Small net losses. In other words, the losses exceed

the gains.
Senator TArr. Didn't they greatly exceed the gains in those years?
Mr. PAUL. The figures are: 1930, fifteen million; in 1931, eighty-

nine million; in 1932, seventy-nine-practically eighty million, and
then the tide turned.

Senator TAFT. You mean you actually lost revenue by having
a capital gains tax at all in those 3 years?

Mr. PAUL. Yes; because the losses exceeded the gains. There was
more revenue lost bv the deduction of losses than by the taxation
of gains. And then in 1933 the tide turned in a very small way
until it built up to 1936, where the net revenue was two hundred
million gain.

Senator TAFr. That was during the period when you were not
allowing those losses from net income?

Mr. PAUL. That was true in 1934. There was a limitation. You
could not deduct more than two thousand.

Then the revenue has been plus right along through 1940. I can
insert these figures in the record: 1937, fifty-eight million; 1938,
fifty-two million; 1939, twenty-six million; and in 1940, twelve
million.

Senator TAFT. What would be the Treasury's thought in abandon-
ing the tax altogether or at least filing it entirely separate?

%.fr. PAUL. I think we will be opposed to that, for various reasons,
one of which would be the tendency toward tax avoidance, and for
various other reasons.

Senator TArF. I understand that they have had it in England.
Mr. PAUL. Well, we could discuss that question at some length.

They have a different conception' of capital gain over there, but in
general it is true and over in England a good deal of income tax is
avoided by the absence of such a provision.

Mr. O'l 3IEr. One other change on capital gains and losses.
The CITAIRNMTA. Yes.
Mr. O'BnIEN. In the case of banks and life insurance companies, if

their losses from sales or exchange of bonds exceed their gains from
sales or exchanges of bonds, then all their transactions in bonds are
not considered capital transactions; the result of which is to allow
their excess losses against ordinary income.

The CHAMIAN. All right. Where does that take you, Mr. O'Brien?
Mr. O'BRIEN. That taices us to page 92-I beg your pardon, page

90, line 1.
T he CIIAIRA. Ninety-two, line 1
Mr. O'BRIN. Page 90, line 1.
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The CTIIIMAN. Page 90, line 1.
Now, what is the pleasure of the committee? Shall we go along

longer today ?
Senator CoNNALIX. No.
The CHAIRMAN. Is it the pleasure of the committee then to return

toaiorrow, so that we may have Mr. O'Brien and the staff go over this
bill with us at 10 o'clock I

Senator CONNALL.Y. Does the Chairman want to go on all day or
just until noon?
The CHAIimAN. I think we might finish by noon or I o'clock.
Senator CNNALLY. Until noon then, I am with you.
The CHIR AN. Before you go, gentlemen: Is it the pleasure of the

committee to hold a Saturday session next week?
Senator CONNALLY. No.
The CHAIRMAN. Will it be agreeable to the committee if we under-

take to close the Friday hearings about 1 o'clock on Friday rather
than run the whole afternoon on Friday?

Senator CONNALLY. Yes.
The CHAIRMAN. Very well, we will meet regularly at 10 o'clock and

try to conform to that general schedule.
(Whereupon, at 4: 50 p. m., an adjournment was taken until 10

a. M., Friday, July 24, 1942.)
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FRIDAY, JULY 24, 1942

UNITED STATES SENATE,
COmMITTEE oN FINANCE

Washington, b. 0.
The committee met at 10 a. in., pursuant to adjournment in room

312 Senate Ofice Building, Senator Vo4tq_. George (chairman)
presiding.

Theo CHAIRMAN. Well, fww liiight as well procee& ,.Vr O'Brien,
you might take up wheqv'you left off.

STATEMENT oF.T9#N oBRIEN, OFTIOC OP L.ISLATIVE C BEL,
UNITED ST _ S HOUSE 01XEPR NT#TIVES-Resm

Mr. O'BRrEIN 'The firsLsection !this wm ng beo, on page,\pO,
line 1. The first change i4 that,,ral pro erty mprovem ts, buildi.tS
and so forth, :4ire considered caitf asts. Vnd thdvpresent II&W
land is a capital asset, the buildlr~iton it is not, ihen d'ed in tra-L
or business. , '

Thte CIIA1nAN. Doe ,thata Y' ahY5'dinory buildings in conection with Ole busine's " , i

Mr. O'BiE*, Yes; buildings used in trale or business.
The CHAIEiAN. Or a rm(or instandb?Mr. O'Brnm Yes ""'
The CreAIRMAI, That becomes a cnpitassetl - ,"
Mr. O'BaroN, irs; it was a capital asset Wup to titA,938 act, a in1938 depreciable property was notconsidere* a capital asset.
This goes back to -tle old rule iiti 'eh'a of buildings. Ugder the

present law if you selp wid with a building on it, the lands a capital
asset and the building is not~a capital asset. "'Ork

The CHAIRMAN. All righf.,vo:a.
Mr. O'BwEw. The second ffivJiithange '1eates to involuntary

conversions of property (when property is condemned or destroyed by
casualty). Where the gains from those involuntary conversion"S" ex-
ceed the losses then all the transactions are considered capital transac-
tions. If the losses exceed the gains, then none of the transactions
is considered a capital transaction and the loss is allowed against
ordinary income. The rule is, applied in the casa of a depreciable
property and of capital assets ]teld for more than 15 months. '

Page 92, line 10 straightens out the law with respect to the holding
period of stock acquired through the exercise of rights, It says when
you exercise the right to subscribe for stock then that is the beginning
of the holding period of the stock which you get hs a consequenc of
the exercise of the right. The present law causes some administrative
difficulties, ,, ,
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Page 92, line 21, extends the time during which the election may
be made to treat the proceeds of Commodity Credit Corporation
loans as income. The 1938 act allowed that election, but some people
did not exercise tile election. This gives them an opportUnity, in
vonnectioll with their return for the taxable year beginning in 1942,
to elect to treat that amount as income.

Page 93, line 15, first extends the benefits of the amortization de-
duction for emergency facilities to taxpayers other than corporations;
and, second, it extends the period of time during which the facility
may have been completed back to January 1, 1940. The present law
allows the deduction only if the facility was completed after June 10,
1940.

The CHAIMAN. That was originally the provision in the Senate
bill, was it not?

Mr. O'BnItiN. Yes.
The CH.WmMAN. Finally, it is about to get straightened out.
Mr. O'BmhI.;. Page 100, line 15, and running over to page 102, line

7, allows a foreign tax credit to a domestic corporation on account
of the tax paid by a foreign subsidiary of a foreign subsidiary of the
domestic corporation.

Senator VANDENBERo. HOW is that?
Mr. O'BninN. Well, under the present law, a domestic corporation

which has a foreign subsidiary gets credit for the foreign tax paid
by the foreign subsidiary. This proposes to extend the rule down
one more point in the chain, so that the domestic corporation can
get a credit on account of the foreign tax paid by the foreign sub-
sidiary of the foreign subsidiary of which the domestic corporation
is the parent.

Senator VNDENBERG. I will talk that over Sunday at St. Eliza-
beths.

The CHAIRMAN. Does that mean a wholly owned subsidiary?
Mr. O'BRiEN. That means a wholly owned subsidiary; yes.
Page 102, line 19, provides for consolidated returns. The effect of

this section is to permit corporations to file consolidated returns for
corporation normal and surtax purposes.

Under the present law that is allowed only for excess-profit tax
purposes. This provides if a corporation uses consolidated returns
for one tax it must use consolidated returns for both. Under the
present law the so-called Pan-American Trade Corporation and rail-
road corporations may file consolidated returns for the purpose of
corporation normal and surtax. That privilege is still allowed those
corporations, except that in the case of any corporation filing a con-
solidated return under the new provision the tax imposed by sec-
tion 15 is increased by 2 percent of the consolidated corporation sur-
tax net income of the group of corporations filin.

Senator GUmY. Mr. O'Brien, will that permit the newspaper pub-
lishers to file consolidated returns?

Mr. O'BRiEN. I think so if the requisite stock ownership is there.
It is allowed to all corporations without any discrimination as to their
character.

The CHAMMAN. They are required to pay the 2 percentI
Mr. O'BRiEN. They are required to pay the 2 percent.
The CHAMIMAN. The 2 percent penalty for that privilege.
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Senator GUFFEY. Then they can cover up the losses of one newspaper,
like they did 2 years ago, is that right?

Mr. O)'Bur.. That is the effect of the consolidated return provision.
You treat the whole group as one orporation. The losses of one offset
the ains of another.

The Cirmu N. All right, Mr. O'Brien.
Mr. O'BRiEN. The next change is page 108 line 22, Under the pres-

ent law foreign corporations and nonresident alietis, if they have an
Office or place of business in the United States are taxed in the manner
in which domestic corporations and citizens are taxed on income from
United States sources.

Senator VANDENnDRO. How is that?
Mr. O'BnEN. Under the present law, foreign corporations and aliens

which do business in the United States or h ave an office or place of
business in the United States are taxed the way domestic corporations
and citizens are taxed. rhis proposes that any foreign corporation or
nonresident alien individual who merely has an office or place of busi-
ness in the United States but does not do business in the United States
shall be treated as foreigners.

Senator CONNALLY. What do they have an office here for if they do
not do any business?

Mr. O'BiEN. I understand that some of those people have offices
here notwithstanding the fact that they are not doing business, just
to get the benefit of our rate, which is more favorable in some cases.
This constitutes the closing of a loophole.

Senator CONNALLY. Does it permit holding companies to make con-
solidated returns, too?

Mr. O'BnIN. Yes; that is a typical case.
Mr. TARLEAU. That is a typical case, a holding company which has

a consolidated subsidiary.
Senator GUFFEY. I tlnk they should pay more than they have been

paying. I am going to look into it. I am for more taxes.
Mr. O'BarwN. Page 110 line 12 relates to pension trusts. That sec-

tion has been substantially revamped. It relates to the employees'
trusts which are exempt from taxation as a trust.

Senator CONNALLY. You are not talking about the congressional
pension now, are you?

Mr. O'BniEN. 4ot that pension, Senator. I do not think that was
a trust.

Senator CONNALLY. It was a distrust.
Mr. O'BPiFN. It was a distrust; yes. Generally speaking, the sec-

tion has been revamped to permit this tax exemption only in the case
of nondiscriminatory trusts, that is where there is not discrimination
in favor of the hig'her-priced employees and where the coverage is
pretty extensive.

Senator TAM. What does that exemption extend to? You mean
they are exempt from paying taxes on their income ?

Mr. O'BnwEN. It exempts completely the employees' pension trust
if it is a good pension trust.

The CHAIRMAN. Is any limitation placed upon the amount of benefit
that any one beneficiary might getI

Mr. &BIEN. No.
Mr. PAUL. That is not in this bill.
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The CHAIRMAN. Was it rejected?
Mr. PAUL, There were difficulties about it.
The CHAIRMAN. Was it actually voted on?
Mr. PAUL. No; we did not press it, Mr. Chairman.
Senator VANDENBEn. Does the pension trust include profit-sharing

plans?
Mr. O'BiENr. Yes. When I say "pension trust," that mean a profit-

sharing plan, annuity plan, stock-bonus plan. They are all in the same
picture.

Senator CONNALLY. This just exempts the trusts?
Mr. O'BPI N. This just exempts the trusts.
Senator Co NNALY. It does not exempt the pensions?
Mr. O'BIEN. No; it also allows a deduction to the employer on

account of the payment into the pension fund of an amount not in
excess of 5 percent of the compensation. The remainder over 5 percent
may be spread over a period of 60 ca lendar months and deductible after
the payment is made, somewhat similar to the present law.

Senator TAFT. Has there been some abuse in the exemption of the
pension trust? Offhand I do not see why they should be taxable at all.
It seems to me an indirect method of paying wages of employees.
When employees get the money I think they should pay the income
tax, but why should the trust be taxable at all? Has there been some
abuse of it.

Mr. O'BRIEN. I understand there has been some abuse of it, par-
ticularly in some cases in which the attempt has been made really to
pay additional compensation to the higher-priced employees. Actually
that's a way of paying a salary to an employee. Under the present
law, some of those trusts are exempt.

Senator TAirr. Of course, when the fellow actually gets the money,
he has to pay on the income. He cannot avoid it that way.

Mr. O'BRIEN. That is true. That constitutes a postponement. Giv-
ing deductions to an employer in the current year constitutes a post-
ponement of income tax.

Senator TAFT. A postponement for a time until he gets the money.
Mr. O'BRIEN. Take the $100,000 man and you want to pay him $150,-

000, you pay him a salary of $100,000 and put $50,000 in the pension
trust, and then when he does actually get the $50,000, he is not in as
high a bracket as he would be if he got the $150,000 in the current
year. I understand there have been some abuses in connection with it.

Senator TAFT. Suppose he made a contract to pay him $150,000 after
he retired, that would not be a tax exemption. He would pay it when
he got it.

Mr. O'BmEN. Yes; he would pay it when he got it.
Senator TAFT. How does the pension trust differ from that?
Mr. O'BmEN. It does not differ in the sense that they postpone com-

pensation.
Mr. PAUL. It is different in the sense that they do not get the extra

deduction, Senator. The vice is that the corporation immediately gets
a deduction against its higher rate of tax. The employee, frequently an
officer or key employee, does not pay any tax on that which is allowed
as the deduction to the corporation aid ihen many years hence, I might
say a good many years, when the employee retires and when his
bracket is much lower because he is not getting his ordinary salary,
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the amount given to him is not superimposed over his salary. Ye gets
the amount paid out of the pension trust, and so that amount is taxed
at a very much lower rate.

Senator TAFT. The Government does not got it but I do not see how
anybody suffers from it.

Mr. PAUL. '['he Government suffers very decided in two ways.
Senator TAFT. I do not see what difference it ma es. The Govern-

ment gets the tax when tie people get the income.
Mr. PAiL. The money is paid out of the corporation and therefore is

not taxed to the corporation because it is deducted by it.
Senator TArT. I understand. Nobody gets that money. That is the

substance of it.
Mr. PAuL. That goes into the trust for the benefit of the employee.

Under the present law there is no tax on it. Neither the trust is taxed
nor the employee is taxed until it is paid out.

Senator TAFT. This way you get it twice. It is taxed when it goes
to the pension, and you get it once more when it goes to the employee.

Mr. PAUL. We are not abolishing pension trusts at all, Senator.
Senator TAFT. You are taxing them when it is paid into the trust

and you are taxing them when it goes to the employees.
Mr. PAuL. Not at all. We are simply asking that trusLi be more

bona fide and non-tax-avoiding if they are going to get the benefit of
the statute. We are not changing the rule with regard to pension trusts
at all, only the rules as to which trust will qualify to get the benefit of
the statute.

Senator TArE. What are those qualifications, the new ones?
Mr. O'BRIEN. Beginning on page 111, line 16, 70 percent or more of

all the employees, except part-time employees and except casual em-
ployees, must be eligible. In the alternative, the scheme must be
under a classification set up by the employer and found by the Com-
missioner not to be discriminatory in favor of officers, shareholders, or
highly priced employees.

Senator TAr. Are those the only qualifications?
Mr. O'BRFN. Then there are some qualifications the same as under

the present law, for instance, that it is impossible for any part of the
corpus or income of the trust to revert back to the employer.

Senator TAFT. What about that provision? How can you get rid
of that possibility in the pension trust ? Supposing a corporation was
finally dissolved, what happens to the money that is left?

Mr. O'BRIEN. What happens to the money that is left?
Senator TAFT. Yes.
Mr. O'BrIEN. Theoretically, there should not be any money left at

all.
Senator TAFT. I do not know about that, Naturally, with a pension

trust you want to build up a big enough reserve to be sure the fellow
is going to get the pension that you agreed to pay. You probably
have an excess, and therefore you probably have reserves of some kind.
What happens to those reserves? I can see why they should be taxed
to somebody sometime, but I do not see why the whole trust should be
disqualified because they have common sense enough to accumulate
a reserve that might conceivably go back to the corporation.

Mr. O'BRImN. I that case the amount would go to the employee.
That is the employee's amount.
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Senator T,\n. Suppose the employees died? The question is
whether you can make a provision by which you can find people to pay
that excess to,

Mi'. O'l0ww, The law says it has to go to the employee, it cannot go
back to the employer.

Mr. PAUL. If (he corporation is to get the benefit of the deduction
it must be an unqualified payment. In the case you cite, a corporation
dissolvinzig, tile trust would presumably either be dissolved also or con-
tinue for the benefit of the employeesbecause the money is not money
of the dissolved corporation.

Senator 'lArk'. Yes ; but your qualifications about life extension may
be wrong. If you guarantee to your employees 4 percent you are tac-
ing an awful chance, so you naturally want a reserve, and1  a reserve is
built U) which probably, in the natural course of events, never may go
to the corporation, probably will go on forever.

Mr. PAUL. That is right.
Senator TArT. Supposing something did happen and it was a con-

tingency under which it might go back to the corporation, then under
this, as I understand it, the whole thing would be taxable at once.

Mr. PAUL. That is one of the qualifications in the existing law. That
is not changed. We are not making any change in that requirement.

One of the requirements in the present law and regulations is that
the trust be put on a sound actuarial basis.

Senator CONNALLY. Mr. Paul, let me ask you a question. As I
understand it, your theory is when this goes into the trust, it is in
the trust and it cannot revert back to the corporation?

Mr. PAUL. That is right.
Senator CONNALLY. And because it is not permitted to go back to

the corporation, it will be utilized as a device all the time.
Mr. PAUL, Not only that but the corporation would be getting the

benefit of the deduction.
Senator CONNALLY. In the case of dissolution, it would be a matter

for a court of equity to decide. I found lots of them that have not
got pensions and that want pensions. You will not have any trouble
in finding somebody that will take the pension. If there were any
pensioners that could not be found, it would be different, but they
would be found. I can furnish a good many, if you want any.

Mr. PAUL. As a matter of fact, they are provided for usually in
the instrument.

The CHAIRMAN. A trust would hardly be approved that did not pro-
vide for contingencies, would it, as a fair trust?

Mr. PAUL. Well, there is not any requirement in the law specifically
requiring that there be a provision for distribution on dissolution,
but there is a requirement negatively that it cannot come back to the
corporation.

The CHAIRMAN. That is what I mean.
Senator TAFT. I just have difficulty in seeing hlow you can draw uip

a pension trust that, under some circumstances, something might not
come back to the stockholders of the corporation.

Mr. PAUL. It can be done and has been done very extensively.
That, however is not a change in the law. I want to make that

clear. It was adopted, I think, in 1939.
The CHADMAN. All right, Mr. O'Brien.

96
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Mr. O'Bul,. The next change begins on page 119 line 7 and re-
lates to life-insurance companies. The definition of life-insurance
companies hat been changed slightly, and in lieu of a deduction of
3y percent of the mean of the reserve funds required by law, and in
lieu of the double deduction, what is, in effect, a double eduetion for
the partially tax-free interest, and tax-free interest there has been
substituted a new deduction which is called the "reserve and other
policy lial)ility credit."

I (o not know how deeply you want to go into this. I am not
sure that I can go all over it, but that is roughly what is the change.

Theo chianI ge in the definition of life-insurance companies is to cx-
cludle t(lie So-called burial- and funeral-benefit companies and to in-
elude within life-insurance companies certain companies to the extent
of their business on noncancelable health and accident policies.

Senator CONNALLY. Then would the burial and funeral life-insur-
ance companies be taxable here?

Mr. O'BnEN. They would be taxed as ordinary corporations, not as
insurance companies.

The CIAIM1AN. If this definition remains in. That question has
already arisen, I presume.

Mr. TALr,AU (Thomas Tarledu, Legislative Counsel, Treasury De-
partment). It has been called to our attention by some of these
burial and funeral companies, that there is a great deal of variance
among several States as to how they are conducted. Some of them are
conducted, from information given to us, on a system that is quite
similar to that of insurance companies, and others are conducted very
much like an ordinary corporation; they just make an arrangement
to sell their goods and services, namely, a casket, the funeral, and
so on.

At the moment we are going into the problem of seeing how we
may adequately take care of the burial and funeral companies that
operate very much like insurance companies that have reserve funds.

The chairman asked us to see some people from one of the States
yesterday, and we are actively working with them this morning.

Senator CONNALLY. As a rule do the States have pretty stringent
laws in regard to insurance companies? My conception'is a lot of
those concerns are rackets.

Mr. TAIt.rEAU. The information given to us that a great many of
them are not actually insurance companies at all but are companies
engaged in the manufacture of caskets; and, in order to sell their
caskets. they make an arrangement with future clients of theirs during
their lifetime to get those caskets when they die.

Of course, it is that type of company that we want to exclude from
the provisions of this insurance-company section. On the other hand,
we were told yesterday that in the Staite of Alabama the State law
provides for the supervision of those companies under the insurance
laws, and consequently the situation there may be quite different.

The CHAIRMAN. Yes; some operate on the same basis as these indus-
trial insurance companies, but the benefits are payable in specifics
rather than money.

Mr. TARLEA U. Yes.
The CHAIRMAN. That would seem to be the only difference.
Senator VANDENBERO. This section does not deal with insurance

deductions of the individual taxpayers?
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Mr. O'BRWN. No; just the taxation of the companies themselves,
Senator TArT. If this plan works out, does it meet with the general

approval of the insurance companies?
Mr. PAUL. 'iThis provision has been worked out in concert with the

insurance companies, the two main associations representing the life
insurance companies and several independent companies that were not
in the associations. The Treasury put up another proposal which we
thought was a satisfactory solution of the problem.

The inurance companies )rotested, not on the ground of the amount
of the tax which it called for, but rather the distribution of that tax
load among the companies. Tie companies thereupon, made a coun-
ter proposal, which is the one incorporated in the statute which they
said, and passed resolutions to the effect that it was satisfactory to
them, and that is what is in the statue.

Senator TArT. We are not likely to have any protest on this?
Mr. PAUL. None whatever.
Senator TAFT. What about the question of mutuals?
Mr. PAUL. We will come to that next.
You mean mutual other than life?
Senator TArM. Yes.
Mr. PAU. We have another provision about that.
Senator VANDENBERO. How much more do you take out of life in.

surance companies?
Mr. PAUL. A little over $26,000,000.
Senator VANDENBERG. And you are all agreed on it?
Mr. PAUL. In complete agreement.
Senator VANDENBERG. I think we ought to have a recess and a little

drink.
Mr. PAUL. I might say, I would like to put it on the record that the

insurance companies cooperated very faithfully with us. It was a
hard job to get this thing worked out.

The CHAIRMAN. Go allead, Mr. O'Brien.
Mr. O'BRIEN. The next subject is the insurance companies other than

life or mutual. That is the stock fire companies and stock casualty
companies.

To the extent that they partake of the character of mutual com-
panies, they are permitted deductions somewhat similar to mutual
companies by the change made in this provision.

The next subject is on page 130, line 17, mutual insurance com-
panies other than life. The exemption provision relating to mutual
insurance companies other than life--and that is mutual casualty and
fire insurance companies-has been changed so that only those com-
panies are exempt the mean of the ledger assets of which do not
exceed $100,000.

Furthermore, if their surtax net income does not exceed $50,000,
they re not subject to tax. Other substantial changes have been
madc 1l the case of these mutual insurance companies other than life
the effect of which is to put them on substantially the same basis o
taxation as stock companies doing the same business.

Senator VANDENB-EItO. Do they agree to that?
Mr. TARLEAU. You can divide the mutual insurance companies other

than life into the farmers type of small mutual company and the
larger mutual company that is in competition with the stock com-
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panics, like the Lumbermen's and other types of large million-dollar
concerns. The small farmers' mutual companies have passed resolu-
tions in most of the Midwestern States, which I am prepared to
supply to the committee, in which they have stated that they are
satisfied with the Treasury amendment.

I think in the case of one or two of them, r believe in Iowa and
Illinois, the State Grange, which runs these small farmers companies,
stated that they would actively support the Treasury proposal, but
that deals with the farmers' type, the local type, of mutual company.

The large mutual company that does a large business throughout
the State like the Lumbermen's and the Liberty Mutual are not satis-
fied with the treatment because they feel the ery fact that they are
mutual companies gives them a status that is different from that which
they are accorded under this bill.

In this bill, as Mr. O'Brien vill explain to you, we tried to put
these companies more in line with the treatment that we give to
stock companies. The very fact that they are mutual companies
makes an exact correspondence impossible, but there has been a wide
discrepancy between the tax paid by the million-dollar or two-million-
dollar mutual type company and the stock type company.

What we have done is to pretty generally exempt from taxation the
farmers' type of local mutual company in which the mutual element
is extremely great, run by the farmers themselves, or run by the
State Grange, and things of that sort.

But the ordinary type of large mutual company that is in active
competition with tie stock companies, will stand more nearly in the
position of the stock company.

Senator RADCLIFFE,. In any instance, the income comes from the same
source, it comes from the premiums paid.

Certainly, there does not seem to be any reason why there should
be any exception.

Senator GEnR. Why was it made $100,000? Was there any special
reason for that?

Mr. TAnLEAU. No. The exemption provision says, "if the mean of
the ledger asset held at the beginning and end of the taxable year
does not exceed $100,000."

Either one of two tests qualifies you as an exempt niutual com-
pany. If your income is less than $50,000-which eliminates prac-
tically all of the farmers' type of companies-then you are out, or even
if your income is in excess of $50,000, if the mean of your ledger
asset does not exceed $100,000, then you are out.

If for some reason, in 1 year they go up to $60,000, if they are still
a small company because their assets are small, they are still exempt.

Senator GUFFEY. Did I understand you to say the farmers are
satisfied?

Mr. TABLEAU. Yes, sir.
Senator GUFFEY. I am glad fo hear that.
The CHAIRMAN. What is the estimated increase in revenue?
Mr. PAUL. Just short of $10,000,000 a year.
Senator RADCLIFFE. I understand there is no distinction, except the

$2,000 that has been mentioned, as to the amount of reserve. I mean,
you have no exemption based on the character of the business.



REVENUE ACT OF 1942

Mr. PAUL. No; those two exemptions are designed to clear out of the
picture a lot of the small farmers' type of real mutual company.

Senator CONNALLY. Ias not that been more or less your theoretical
test, that the real mutuals were these little concerns and a few large
ones were utilizing this exemption to do business pracically on tle
same basis as the old line companies and get the advantage of not
paying an y tax, thereby competing and being able to give their officers
a bigger slice of salary?

Mr. PAUL. I do not know about the last, conclusion, but certainly see-
tion 101 (11) when it was originally passed was designed to protect the
small type of company. It gradually worked out so the large com-
pany has been able to compete in what we think is an unfair way with
the stock company.

The CHAIRMAN. All right, Mr. O'Brien.
Mr. O'BiIEN. Page 139, line 13, is a purely technical change relating

to the taxation of nonresident alien individuals, and so forth.
Under the present law, such people are exempt from the tax on

the gain on sales on commodity exchanges. This amendment is
designed to close the loophole where they are dealing in coinmodi-
ties not on exchanges.

Such dealing is subject to tax and is not exempt from the tax
in connection with capital gains.

Page 140, line 4 makes numerous technical changes in the statute
of limitations on refunds and credits. What it is designed to do is
to equalize the situation with respect to the statute of limitations
in the case of taxpayers and in the case of the Commissioner, par-
ticularly in cases in which, for instance, the taxpayer has filed a
waiver of assessment and collection of the tax. I do not think. I
need to go into this section because it is constantly being revised as
new things come up.

The next change relates to the taxes on regulated investment coin-
panies, page 146, line 5.

The most substantial change is to tax the so-called closed-end
companies under this supplement, the same as open-end companies
are now taxed. The present tax is a kind of undistributed profits
tax and only those companies are eligible which permit a redemption
of their stock under certain conditions.

The whole section has been broadened to bring the taxation treat-
ment more nearly in line with their regulation by the Securities and
Exchange Commission.

Senator CONNALLY. This relates to investment trusts. Every time
we have a tax bill, we are mixed up with them.

Mr. O'BRmmN. That old row has been finally settled by permitting
the closed-end companies to hove the same treatment as the open-end
companies.

The CJAIRMAN. I need not ask whether they have all agreed to
this treatment.

Mr. PAUL. That is unnecessary and I might add the Securities and
Exchange Commission has approved it, too.

The &HAIRMAN. It is in line with the recommendations they previ-
ously made.

Mr. PAUL. That is right, sir.
Mr. O'BnIt.N. The next subject is on page 158, line 23 and that is

the collection of tax at the source, the so-called withholding provi-

100
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sion. If you do not mind, I should like to have you postpone con-
sideration of that until I can get Mr. Rice, because Mr. Rice wrote
this and is more familiar with it than I am.

The CHAIRMAN. What page?
Mr. O'l3n,,N. Page 158, line 23, and it runs over to page 181,

line 6.
I ask that you postpone that until Mr. Rice comes. le happens

to be at another committee meeting just now.
I have passed over one important change, page 152, line 14, amend-

ments to supplement R. Supplement R is the supplement under the
)resent law which perm its the receipt of property without the recog-
nition of gain by a public-utility company when it is required by the,
Securities and Exchiange Commission to integrate its system under
the Public Utility Holding Company Act of 1935.

Under the present law those transfers, in pursuance of the orders
of the Securities and Exchange Commision, are tax exempt.

This prbposcs to broaden the treatment so that notwithstanding the
fact that the public utility holding company may get somne property
which is subject to the tax, that is so-called nonexempit property, this
says if they take such nonexempt property an( within 24 months con-
vert it into exempt property, that is, they take the money and buy,
say, an electric plant with it; then the gain is still not recognized on
account of the earlier transaction, but the amount of the gain which
would be recognized is applied in reduction of the basis for determin-
ing gain or loss on all of the remaining properties of the company.

Senator CONNALLY. Would this cover a case like this--I had that
up some time ago-there was a project for a big self-liquidating mu-
nicil)al plant. The city of Beaumont, I think it was, was going to get a
great loan from the Government and build a water supply. TIie local
cornal)any that owned the water was also owned by tie utility. One
of the conditions of the loan was they must get the local utility out,
they must buy their water plant. In the process of going through all
this, the local company was perfectly willing to sell the water plant,
exchange it for a gas plant.

Well, if they did that under the existing law, they would have to
pay a tremendous tax on the exchange for t io gas plant, because they
are only allowed to buy another electric plant, the same business that
they are in. It was blocking the whole deal. 'T7hey were perfectly
willing to take the gas plant, but they could not do it under the law.

Would that cover this?
Mr. O'BiauN. Not unless they were required to get the gas plant in

pursuance of an order of the Securities and Exchange Commission.
This relates only to the integration of those systems under the Public
Utility Holding Company Act of 1935.

Senator CONNALLY. Tils company was going through that process.
Mr. O'BIEN. They are all right then.
Senator CONNALLY. But they would not be required to divest them-

selves, by the Securities and Exchange Commission, of the water
Ila nt. 'They are willing to do it in order to let this deal go through,
lut if they imade the trade for tile gas plant instead of for the water
plant, it would be such a prohibitive tax that it would take all the
holdings, and they would not do it.

I will talk witl you later on that. I had them contact the Treasury
about it. I do not'know what they ever did about it.



REVENUE ACT OF 1942

Mr. O'BnnrN. Passing over the collection of the tax at the source,
which Mr. Rice is to touch on, I will next turn to page 181, line 7,
which relates to personal holding companies.

The first change is to raise the rate of tax on personal holding com.
panics. Under the present law the rate is 711/ percent on the first
$2,000 and 821/2 percent on the remainder. Those rates have been
raised to 75 percent on the first $2,000 and 85 percent on the remainder.

The next change in personal holding companies is on page 182,
line 14, which has the eXect of exempting from the personal holding
company tax certain loan and investment corporations subject to
supervision by State authority, a substantial part of the business of
which consists of receiving funds not subject to check and evidenced
by installment or fully paid certificates of indebtedness or investment.

I understand there are such regulated companies throughout the
States. This proposes to give them the same exemption as in the case
of licensed finance companies. This provision is made retroactive
to the taxable years beginning after December 31, 1988, that is, 1939,
1940, and 1941.

Senator TArr. Does this meet the objection that we hear all the time
by the personal finance companies? There are quite a few in Ohio.
they have been here every year for the last 4 years.

Mr. TABLEAU. I think they were Indiana companies that came in
to see us, but I think the situation is pretty well the same in Indiana
as in Ohio.

Mr. O'BiREN. The next change is on page 183, line 6.
Under the present law, a personal holding company and railroad

corporations are permitted to file consolidated returns. This proposes
to confine that privilege to personal holding companies and railroads
and not to extend the privilege to all personal holding companies and
other types of companies.

Page 183, line 19, is a purely technical amendment relating to defi-
ciency dividends. Those are dividends which a personal holding com-
pany is permitted to pay after it has received the notice of deficiency
and thus get credit. It is permitted to pay the money to the stock-
holders. The stockholders pay the tax ind the personal holding
company gets out of the tax.

By reason of the increase in rate from 65 to 711/2 and from 711/2
to 75, and on up, for the various years with respect to which the defi-
ciency dividend credits are allowed, those rates are raised here accord-
ingly.

n page 184, line 12, begins a series of amendments relating to
distribution by personal holdings companies. Under the present law,
by reason of the fact that a dividends-paid credit is only allowed for
dividends paid out of earnings and profit, there have been situations
arising in which a corporation has distributed all its income but hfas
not been able to get a credit for distributions, because the distribu-
tions were not out of earnings and profits. The net income, in other
words, was greater than earnings and profits.

Distributions not in liquidation, oven though not out of earnings
and profits, will constitute dividends and hence the corporation gets
a dividends-paid credit for it, and the shareholders will pay tax on
those dividends under the proposed change.

Those provisions are made retroactive hack to 1936.
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The next series of changes relates to excess-profits tax and begins
on page 194, line 14.

Senator VANDENBwERo. Have you made any change anywhere here,'
or are you familiar with the deduction of the expense in hiring counsel
and corporation tax attorneys?

Mr. O'BRIEN. No. On page 194, line 14, begins the excess-proflts
tax.

The amendments made by this title are applicable only to taxable
years beginning after December 31, 1941, except where otherWise
noted.

The next section, section 202, raises the rate of excess-profits tax
from a graduated rate beginning at 35 percent and a top rate of 60
percent to a flat 90 percent.

Senator CONNALLY. The bill has changed the definition of "excess
profits"?

Mr. O'BBIEN. No; the average earnings and invested capita! credits
are still retained, Senator. There have been some changeG, but the
basik theory of the excess-profits tax has not changed.

Senator BnowN. That leaves the option in?
Mr. O'BRIEN. The option still exists; yes.
On page 195, line 3, the present specific exemption of $5,000 from

excess-profits tax is raised to $10,000. Correspondingly, the mutual
insurance companies other than life have a specific exemption of
$50,000, because they have, in effect, a specific exemption of $50,000
from normal tax and corporation surtax.

Page 195, line 15 relates to the invested capital of insurance com-
panies, the most important provision is that the reserves of an in-
surance company are not included in computing equity invested capi-
tal but are treated as borrowed capital.

Page 197, line 11 makes numerous technical amendments to the
excess-profits tax, made necessary by reason of the change in the
methodof computing the normal tax. As I mentioned yesterday, in-
stead of taking excess-profits tax as a deduction for the purpose of
computing the normal tax, a corporation is allowed a credit on account
of the amount which is subject to the excess-profits tax. These are
technical amendments to carry out that policy.

There is one other provision on page 198, line 1.9, the excess-profits
credit carry-over, For the purpose of the excess-profits carry-over, the
excess-profits credit and the excess-profits net income for any taxable
year beginning in 1940 or 1941 is computed under the law applicable
to taxable years beginning in 1942. That is carrying forward the
policy that you had in the last amendment to the excess-profits tax.

Page 199, line 3 makes necessary changes in the capital gains and
losses treatment by reason of the change in capital gains and losses
in the basic income tax, the change from 18 to 15 months, and so forth.

Page 200, line 21, section 207, applies in the case of the excess-
profits tax, the same rule to corporations having an office or place
of business in the United States as is applicable for the purposes of
the normal tax and corporation surtax.

Page 201, line 9 provides a rule for putting the excess-profits net
income of a corporation having a short taxable year on an annual
basis. The rule is substantially similar to the one which I explained
yesterday in connection with the ordinary normal and corporation
surtax.

76O93-42vo, 1-8
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Senator BtowN. Mr. O'Brien, I want to ask a question that is not
exactly in point but this section 208 reminds me of it.

Through the action of the Supreme Court in declaring the process-
ing tax of 1934 to be invalid, a great many companies will pay in 1942
and probably in 1943 on any refund of those taxes. Will they be
taxed under the 1934 rates or under the 1942 and 1943 rates?

Mr. O'BRIEN. The 1942 and 1943 rates.
Senator BRowN. What justification is there in that?
Mr. O'BnRN. I do not know.
Senator CONNALLY. Did they take a deduction for the tax when

they paid it?
Senator BRowN. I )resume they did.
Mr. O'Bn1rN. Those amounts are not included in excess-profits net

income, Senator. They are specifically excluded.
Senator BRowN. Your previous law did that?
Mr. O'BiEN. Yes.
Senator BRowN. I am fully satisfied that that does it.
Mr. O'BRIEN. Page 203, line 22, section 209 makes a purely tech-

nical amendment to the definition of "deficit" in excess-profits net
income. The major effect of it is to say if a corporation has income
from partially tax-exempt interest that income is used for the purpose
of ascertaining whether or not it did actually have a deficit.

Under the present law the excess of your deductions over gross in-
come establishes the deficit for excess-pro. s tax purposes. This says
that you add back the partially tax-exempt interest for the purpose
of ascertaining whether or not you do have a true deficit.

Senator CONNALLY. For instance, that is taking the Federal obliga-
tion that is taxable only on the surtax, is that right?

Mr. O'BRIEN. Yes; you include that interest for the purpose of as-
certaining really whether the fellow has had a loss.

The next section, section 210, capital reduction in case of members
of controlled group, relates to the adjustments in capital in the case
of average earnings corporations and is an attempt to take care of a
case in which there is a split-up of an average earnings corporation
into two corporations.

This says that you make adjustments in the capital of the parent
corporation on account of the split-off of the subsidiary corporation
from the parent.

Senator DANAHII. Mr. Chairman, a question.
The CHAIRMAN. Senator Danaher.
Senator DANAHEII. Is there a definition in existing law of what is

meant by the term in line 21 "the same controlled group"?
Mr. O'Bn N. "The same controlled group"'?
Senator DANAHER. Yes; on page 204.
Mr, O'BitN. No. The definition for this purpose is on page, 206,

line 3, Senator, "As used in this paragraph, a controlled group means
one or more chains of corporations," and so forth.

The next change is on page 206, line 18, relating to the invested capital
credit. Under the present law the invested capital credit is 8 percent
of the invested capit al not over $5,000,000 and 7 percent on the invested
capital over $5,000,000. Those two brackets have been retained, and
two additional brackets have been added. If the invested capital is
over $10,000,000 but not over $200,000,000, then the invested capital
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credit is $750,000 plus 6 percent of the excess over $10,000,000. And
there is allowed as an invested capital credit 5 percent on any excess
over $200,000,000;

Senator DANAIIEJR. Mr. O'Brien, beore you get into a new topic,
referring to that definition on page 206 that you mentioned, starting
in line 3, is there any distinction between the definition of "controlled
group" therein appearing, and cases where a given subsidiary corpora-
tion is necessary to carry on the business of the parent corporation?

Mr. O'BRIEN. I am afraid I do not quit( understand you.
Senator DANAHEI. There could be easily a controlled group in the

sense tlt the parent corporation will hold 50 percent or more of the
stock of a good many owned corporations, but the latter would not
necessarily be engaged in effectuating the business of the parent
corporation.

Is there any distinction between corporations that are necessary
to carry on the business of the parent corporation and those that are
not?

Mr. O'B IEN. No; this is not geared on their business relationships;
it is just stockholding. If you have more than 50 percent of the stock,
then that corporation is a member of the group that you control. It
is not geared to what kind of business it is engaged in.

Senator DANAHER. Or even the necessity for the subsidiary does
not enter into it?

Mr. O'BRIEN. No; that has nothing to do with it.
Senator DANAHEB. The sole base is the ownership of the stock?
Mr. O'BRIEN. That is right.
Senator TAFT. Mr. Paul, what is the exact justification for reducing

the percentage of invested capital in the case of corporations over
$10,000,000? I see some reason for reversing the invested capital now,
but it seems to me once a corporation gets to be a $5,000,000 corporation,
it is about as big as most of corporations of that kind get.

I do not see why, everything over that should not be pretty much
the same. There is some reason for the scale of rates in corporations
up to $1,000,000, but I do not see why a corporation which has an in-
vested capital of $200,000,000 should be treated differently than a
$5 000,000 or a $10,000,000 corporation.

Mr. PAUL. While I am in sympathy with that change, I think I
should pass that question to Mr. Stain, since he is the original inventor
of that change.

The CHAIRMAN. Mr. Stam.
Senator TArT. It would affect the stockholders more than anybody

else in the corporation.
Mr. STAM. The only question involved here is that a lot of the large

corporations have never earned, at least for a long period of time, as
much as 8 or 7 percent on their invested capital. A lot of them have
been earning but 2 or 3 percent. Our studies indicated that at least so
far as the net income corporations were concerned, the return on the
invested capital was less with respect to the larger invested capital
corporations than with respect to the smaller corporations.

Senator TAFT. I can see some reason to scale that up to $5,000,000
or $10,000,000, but I do not see any reason for going from $10,000,000 to
$200,000,000.
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Mr. STAM. Many corporations above $200,000,000 do not earn over
5 percent on their invested capital.

Senator TAFT. A lot of the little ones do not either.
Mr. STAm. A lot of the little ones did earn more than 5 percent, and

that is why we made the arbitrary rule. We did not want to hurt the
corporations that had been able to earn 8 percent. But those corpora-
tions which had never earned as much as 8 )ercent-and now you are
giving them a credit of 8 or 7 or sone oter percent-will not pay
any excess-profits tax.Senator ''Ar I understand that. That is a perfectly good reason
for reducing everybody to 5 percent. I think the whole principle of
graduating the percentages on corporations is doubtful, except as you
might regard it as a kind of a bonus for what you might call small
business, which certainly would be under $5,000,000. Otherwise I do
not see any basis for graduating the thing.

Your argument is a perfectly good argument for reducing it from
8 to 5 percent, which I think should be done, but I do not see the reason
for graduating it.

Mr. STAM. If you reduce it to 5 l)ercent you would be doing a lot of
harm to small corporations that had been making a return of 8 percent
on their invested capital in back years.

Senator TArT. They would just shift over to the average-earnings
basis.

Mr. STAM. We do not look altogether at the average-earnings years
because a lot of these corporations did not make a very high return in
the base period and therefore they cannot use the average-earnings
credit, but when you look over a long period of time you will find that
a lot of these corpoorations have been making as much as 7 percent, and
some of them as much as 8 percent.

Senator TAFT, Why would it be more of a hardship on a $5,000,000
corporation than on a $200,000,000 corporation?

Senator CONNALLY. May I interrupt you there?
Senator TAt. Yes.
Senator CONNALLY. According to your theory, there ought to be

some relationship between the tax and what they had been formerly
earning?

Mr. STAX. That is right.
Senator CONNALLY. Therefore, if you make it 5 percent you are

taxing the little companies on the theory of excess profits at a much
higher rate than you would be taxing the big companies who have
not been making, theoretically, at least, as high a percentage of income
as the little ones?

Mr. STAMr. That is rixht.
Senator CONNALLY. That is your theory?
Mr. STAM. That is right.
Senator CONNILLY. And being an excess-profits tax, there must be

some relationship.
Senator TAr. I do not see any relationship between the graduated

rates and what they happened to be earning. Any corporations over
$5,OCO,000 that may have been earning 2 percent are mostly the capital-
goods corporations. You can have a pretty good-sized corporation
on the capital of $5,000,000.
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Mr. STA. That is true, But, as I say, the excess-profits tax is
imposed on the theory that we are taxing the excess over what they
had been earning.

Senator TAFt. No. This tax is imposed on the theory that a man
should be entitled to earn a certain percentage on money that he has
invested, regardless of the earnings.

Mr. STAM. I do not think so. Suppose he never has, over a long
period of time, earned more than 2 or 3 percent on his invested capital
it does not seem to me, in a time like this when you are trying to raise
all the revenue you can, that you can say to that corporation that never
has earned more than 2 or 3 percent on its invested capital that "we
will allow you 6 or 8 or 7 percent before tle excess-profits tax applies."

Senator TAnr. That is an argument against putting in this
alternative.

Mr. STAm. No.
Senator TAM. Certainly that is an argument for eliminating this

alternative. It is not an argument for graduating the scale between
corporations of $5,000,000 and corporations of $20.000,000. What is
the difference between a corporation of $5,000,000 and one of
$200,000,000?

Mr. STAM. The only difference is this: That, by and large, cor-
porations of $200,000,000 or over do not earn as much as 7 or 8 percent
on their invested capital. -

Senator TAr. I think that is a rather violent assumption. I do
not know. The figures may show that. It may be true. I think
the distinction is not between the size but between those that require
very large capital for operation and those that have a small capital
for operation.

Mr. STAM. We had some cases where the corporations had as high
an invested capital as $2,000,000.000 and they did not. earn anything
like 8 or 7 percent on that $2,000,000,000; they earned 2 or 3 percent.

We felt 5 percent was a rather fair return to allow those large
corporations.

Senator TAi-r. Let, mie put it this way: If a stockholder in a corpo-
ration of $10,000,000 that has never earned but 2 percent is entitled,
before he pays excess profits, to get 7 percent on that money that he
put in the business, why should not a stockholder who has put his
money in a $200,000,000 corporation get the same 9

Mr. STAM. The way this works is that on the first $5,000,000 of the
invested capital we allowed 8 percent. "In other words, the stockholder
in the large corporation is going to be allowed 8 percent on the first
$5,000,000.

In other words, it is not going to be taken away from the large
corporation.

Senator TArr. That represents 1 percent of what he had put in the
business. That does not help him any.

Mr. STAr. Then the large corporation with an invested capital of
between $5,000,000 and $10,000,000 is going to be allowed 7 percent on
the excess over $5,000,000.

Every corporation is treated alike under this rule. In other words,
up to the first $5,000,000 it does not make any difference whether it is
in a large corporation or whether it is in a small corporation, they
are going to be allowed 8 percent, and between $5,000,000 and $10,000,-
000 they are going to be allowed 7 percent.
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Senator TAFT. I cannot understand the basis of distinguishing be-
tween the stockholder in a $5,000,000 corporation and a stockholder in
a $200 000,000 corporation. They are both in companies that may have
earned 2 percent. I see a reason for reducing them all to 5 percent;
1 have no objection to that, but I cannot see thebasis for the graduation.

Senator :RADCLIFFE. Mr. Stam, in giving your experience in reward
to big companies and small companies, and also considering it f1om
the standpoint of contrast, have you prepared any figures showing the
percentages in cases of that sort, or have you relied more or less on
general impressions?

Mr. STAM. We have some general statistics that we have gotten up
showing the different relationships in regard to the net income of the
companies.

Senator RADCLIFE. I think it might be interesting to see what those
figures are, the relative experiences of the small companies and thelarge companies.Ir. STAU. I want to make this clear: We are not denying the

large company the credit that the smaller company gets on the first
$5,000,000 of its invested capital.

Senator RADCLIFFE. That is brought out very clearly in your state-
ment.

The CHAAMAN. All right, Mr. O'Brien.
Mr. O'Bm&N. Page 207, line 1 relates to the amount which is in.

eluded in invested capital on account of property which is paid in for
stock. This says if the property which was paid in for stock was
disposed of before the taxable year, then its basis shall be determined
in accordance with the law applicable to the taxable year when it
was disposed of.

Under the present law the concept is you still hold the property,
that is, you determine its basis in accordance with the law now in
effect.

Page 207, line 15 contains the so-called relief provisions.
I do not think it is possible really to summarize them. They have

to be read. In certain circumstance where it can be shown that the
average earnings credit of a corporation is too low, then the Commis.
sioner or the Board of Tax Appeals, as the case may be, will con-
struct a fair and just constructive average base period net income for
the purposes of that corporation. That summarizes it very briefly,
but there is no way to cover it except to just read the whole thing all
the way through to get it.

Senator CONNALLY. Have you laid down any standards that they
should follow in doing it, or is it arbitrary?

Mr. O'Bnirz. There are standards laid down here, Senator, and the
circumstances and the amount of the adjustment. Page 208, line 19
subsection (b) lays out the conditions that have to be complied with in
order to be eligible for relief at all.

For instance, the first one is, if in one or more taxable years in the
base period normal production, output or operation was interrupted or
diminished because of the occurrence, either immediately prior to or
during the base period, of events unusual and peculiar in the experience
of such taxpayer, and so on.

Senator CONNALLY. All right.
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Senator BnowN. It seems to me we are coming pretty close to what
Senator George and sonie of the rest of us proposed a few years ago.

Mr. 'r"IiLEAU. This is certainly a much broader relief provision than
in the existing law.

Senator BRowN. It does vest a very large amount of authority in
the Commissioner.

Mr. O'llIEN. Oh, yes, indeed; very broad authority.
Senator Bnowx. I do not see how you can solve the problem in any

other vay.
Mr. O'BIEN. Of course, his judgment is subject to review by the

Board of Tax Appeals, but it i's turning over a large job to him.
On page 217, line 13 is a new exclusion from excess-profits tax net

income. This is an exclusion of the amount derived from bonus pay-
ment made by any agency of the United States Government on ac-
count of production in excess of a specified quota of a product the ex-
haustion of which gives rise to an allowance for depletion.

Page 218, line 7, gives relief against excess-profits taxes in the case
of an installment basis taxpayer. If the average volume of credit
extended to purchasers on the installment plan in the 4 preceding years
was more than 125 percent of the volume of credit extended to pur-
chasers during the current year, then the taxpayer may elect instead
of treating those installment payments as income in the year in which
he receives them, to treat them as installment payments made in the
year in which lie accrued them, that is, for the back year. That is a
form of adjustment to take care of, as I understand it, the shrinking
volume of installment sales by installment basis taxpayers.

Page 220, line 16, is a purely clerical amendment to rewrite the pro-
vision exempting investment companies from the excess-profits tax.

Page 220, line 23, strikes'out the present provisions of the consoli-
dated excess-profits tax returns, because the provisions relating to con-
solidated excess-profits tax returns have been combined in the ordinary
corporation normal and surtaxes.

Page 221, line 8, completely rewrites supplement A of the excess-
profits tax. That supplement relates to the inclusion within the aver-
age base period net income of corporations which are so-called com-
ponents of the taxpayer corporation, for instance, a predecessor cor-
poration merges into another corporation.

Under the present law, the resulting corporation can include the
earnings experience of the first corporation in the base period. -

This provision, however, has been substantially broadened to include
all corporations which were in existence in the base period. Under
the present, law, only the experience of those corporations which were
in existence during the entire base period is permitted to be included.

The second important change is the allowance of the so-called
growth formula where the earnings in the last half of the base period
exceed earnings in the first half of the base period. That formula
which is now applicable to nonsupplement A companies, for the pur-
pose of increasing the average base period net income of the nonsup-
plement A companies, is made applicable to supplement A corpora-
tions, so if the experience of the entire group during the last half
of the base period is greater than the first half of the base period, then
the taxpayer gets benefits of the growth formula.
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A further change freezes the base period. Under the present Jaw a
supplement A company can have a base period varying with the date
on which its taxable year in the taxable period begins. This says that
the base period is the years 1936 to 1939 and freezes them that way.

It also permits corporations which are not in existence during the
entire period in the base period to have a hypothetical experience
based upon 8 percent of their invested capital. Under the present law
that fill-up is allowed in the ease of a nonsupplement A company but
is not allowed in the case of component corporations tinder supplement
A. The provision has been extended to include that case.

I think, outside of minor technical amendments, that covers all the
amendments in connection with supplement A. However, I must call
your attention to one provision in connection with it. The amend-
ments made by this section are applicable to taxable years beginning
after December 31, 1941-that is, this year and the following years-
but if the taxpayer wants to take the benefit of these amendments for
the previous excess-profits tax years 1940 and 1941, he may elect to take
them, but if he takes them he takes the bad with the good, he takes the
whole amended supplement.

Page 238, line 22, begins the amendment to the so-called supple-
ment B, which relates to the highest-bracket amount. Under the pres-
ent law there are some complicated provisions designed to plug the
loophole where the split-up of corporations into smaller corporations
results in a lower rate of excess-profits tax. For future taxable years
these provisions have been eliminated because there is no inducement
to split up, because the flat 90-percent corporation rate is applicable.

Various other purely technical amendments are made to this provi-
sion relating to liquidations of corporations and tax-free exchangq8 of
property between corporations.

The next major series of changes are on page 246, line 14, relating
to capital stock and declared-value excess-profits taxes. The first
change is to pernit an annual declaration of value. The rest of the
changes in this title carry out that general policy.

They also make the necessary technical amendments on account of
the change in the basis for corporation tax-that is, the allowance of
the credit for adjusted excess-profits tax net income.

Senator TAFT. What is the date of the declaration?
Mr. O'BRIEN. June 80, 1942. There is a provision here for extend-

ing the time for filing those returns.
Senator TAFr. For this year?
Mr. O'BiinmN. Yes. There is a provision putting the declared-value

excess-profits tax net income on an annual basis, similar to the ordinary
corporation taxes. I think that is all in connection with this matter.

The next series of changes begin on page 251, line 14, Estate and
Gift Taxes. In the estate tax part, the amendments, except as
otherwise noted, are applicable only to estates of decedents dying
after the date of the enactment of the act. The first major change
is in section 402, page 251, line 21. It includes within the gross
estate of the decedent property held as community property, except
such part of the property as may be shown to have been received as
compensation for personal services or from separate income of the
other spouse.
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Senator CONNALLY. How far back do you go to determine whether
or not it is the income of the other spouse? Just for that taxable
year?

Mr. O'BRiEN. No; derived originally from such compensation,
that is, compensation for personal services or from separate property.

Senator CONNALLY. Then they have to go hock to the tune they
were first married?

Mr. O'BmiEN. They have got to go back and find out how much
of this property was received as compensation for personal services
or from separate income of the other spouse.

Senator CONNALLY. If they are married 50 years they have got to
figure back 50 years?

Mr. O'BnIEN. lhat is right.
Senator CONNALLY. You will go into a lot of trouble and get

nothing.
Senator BAIrLEY. How would it operate if you were married just

a few weeks?
Senator CONNALLY. It is not difficult to get it now.
Very briefly, under this then, if the married man dies and he has

a community estate he has got to pay on the estate as a single
entity?

Mr. O'BRIEN. There is included in his gross estate the amount of
the value of the community property at the time of his death.

Senator CONNALLY. If there is any record, he can go back then and
exclude from that any property that his wife had from her own
earnings, or as her own separate property?

Mr. O'BRIEN. As a practical matter, the executor would do that,
Senator. To the extent that lie could show that the wife put money
into this property, that amount is excluded from the gross estate
of the decedent.

Senator CONNALLY. DO you Treasury people know that under the
laws of most of the community-property States every dollar of in-
come that the wife has and every dollar of income that the husband
has is community income? Do you know that? You treat these
matters as if they were alien people. As a matter of fact, in my
State every nickel that a husband earns by personal services or the
income from his property that lie owned when he married her-he
might have had a million dollars, but he gets married and half of
that income belongs to his wife.

And the same with her. So, if you tax a comnmunity estate, you
are taxing every dollar that comes in, I mean, insofar as income
is concerned.

Those ideas just do not seem to have permeated the knowledge of
the Treasury Department. They are treating this just as if it was
a matter of tax evasion, or something. We have had it as a law in
our State since 1840. I do not remember tiny income-tax laws being
in existence at that time, or estate taxes either.

I will not take up any more of your time at this time, but you lay
down a rule there that you can go back and sift out the incomes of the
husband and wife, and you are going to have an interminable lot of
difficulty. Talk about administrative difficulties, you are going to
have plenty of administrative difficulties if you adopt this.
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Senator TAFT. Can you explain what the law is in regard to the
estate tax now?

Mr. O'BRItrN. The law is now that only a part of these community
interests are included in the gross estate.

Senator TART. If the husband dies now in Texas, what happens?
What tax is there?

Mr. O'BExrN. Well, half of his property is included.
Senator TArT. Half of his property is 'included?
Mr. O"BnrrN. Yes.
Senator TArr. This provides that all of the property should be

included except the original separate property of the wife and that
which she has earned?

Mr. O'BRIEN.. That is right.
Senator CONNALLY. Senator Taft, under the law of my State, when

he (lies any property that she had, separate property, goes to her, be-
cause it is hers all the time. The income from it, however, due to
the marriage relationship, goes one-half to the husband and one-
half to her. Upon death, the joint earnings that have been accumu-
lated since they married, whether from income or from separate prop-
erty or personal services or in any other way except by gift, forms
a community fund.

Now, upon the death of the husband or wife, one-half of that is the
property of the survivor, so she does not pay any tax on it. His half
goes to the estate and is subject to, and does pay, a tax.

When she dies, then in turn her one-half pays 'the tax. It is based
absolutely on the theory that it never was his at all, it has been hers
all the time.

Senator TAFt. I am expressing no opinion in favor of it or against
it, I just want to get the distinction.

Senator CONNALLY. I understand. You asked what would happen
when they died.

The CHAIRMAN. Proceed, Mr. O'Brien.
Mr. O'BRIEN. The next section on page 252, line 21, relates to pow-

ers of appointment. I think that can be summarized by saying that
there has been a general tightening up of the provisions relating to
powers of appointment in order to close the substantial loopholes
that exist in the present law.

Page 256, line 23, relates to the proceeds of life insurance.
In the main, thiN section writes into the statute the rule announced

by the regulations of the Treasury to the effect that if life insurance
is purchased with premiums paid, directly or indirectly, by the de-
cedent to the extent of his proportionate payment of the premiums,
the amount of the life insurance is included in his gross estate.

Senator DANAHER. What is the theory of it, please ?
Mr. PAUL. The theory of using the source of premium payments as

a test of estate taxability?
Senator DANAHFR. Yes.
Mr. PAUL. Up to January 10, 1941, the test had been whether the

decedent insured bad any interest in the policy at the date of death.
That test did not work, it permitted avoidance of tax.

That is, it permitted an avoidance in that the insured would trans-
fer the incidents of ownership to his wife, so that, outside of the
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contemplation of death provision, there would not be any tax on his
estate, although a great deal of insurance would be existing.

Thus section 811 (g) would be completely avoided.
'About a year agp the Treasury put into effect a source of premium

test. The Bailey case in the Court of Claims and various other courts
originated the theory that the true test of taxability of insurance
proceeds should be who paid the premiums.

Thereupon, the regulations were adopted, incorporating these de-
cisions, and this statutory provision really enacts the rule. There is
a double test now, either in proportion to payment of premiums there
is taxability in the estate, and also if the decedent retains any inci-
dents of ownership there is a taxability.
* Senator GFRRY. Mr. O'Brien, was the word "illegitimate" on line 4,
page 254, in the statute before?

Mr. O'BRIEN. No; that is new.
Senator GFinay. What was the reason for that? An enlargement?
Mr. O'BniEN. Yes; an enlargement. The thought was we were not

altogether sure what the term "descendant" meant, so we decided to
make it perfectly clear.

Senator BRowN. Ilow does that rule, Mr. O'Brien, in regard to
insurance exemptions operate in the community-property States?

Would it be taxable one-half or in its entirety?
Mr. O'BIEN. Look at page 258, Senator. There is a whole rule on

it. That is page 258, line 8.
Mr. PAUL. Page 258, line 8, section (4).
Senator BnowN. Oh, yes; I see it covered here.
Senator DANAJER. Did you mention, Mr. Paul, that it is only one-

half?
Mr. PAul. No; we carry over the rule that has just been discussed,

that is used for estate-tax purposes, to the insurance provision there.
If the husband's earnings are used to pay premiums that is a source
of the premium payment.

Senator DANAHER, The more I hear of a community-property State,
the better I like it.

I think we had better transfer to the Texas basis.
Senator CONNALLY. Well, that is pretty near right.
Senator BARKLEY. What connection does this life insurance com-

pany provision have with the $40,000 provision?
Mr. O'BRIEN. None sir That comes later on in the bill.
Senator BARKLEY. They raised it to $60,000 in the House bill?
Mr. O'BIiEN. That is right. They combined the two exemptions of

$40,000 and $40,000 and made it $60,000.
Mr. PAUL. It cost us about $15,000,000 in revenue.
The CHAIRMAN. Every estate does not have insurance, so we actually

get a raise of $20,000.
All right Mr. O'Brien.
Senator JNowN. Is there an4 constitutional doubt about your right

to enact subsection (4), on page 258, to determine whether the net
income came from a source other than described?

Mr. PAUL. I do not think there is any doubt about that.
Senator BRowN. There has not been any decision on that subject?
Mr. PAUL No' but there are a great many decisions in various cases,

such as the Jaob caqe, that deal with the joint-estate provision.
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Senator TAFT. I do not quite understand, Mr. Paul, this provision
in connection with the $40,000 exemption. Does that mean that insur.
ance policies for which the decedent has paid the premiums are taxable
regardless of the $40,000?

Mr. PAUL. The $40,000 used to be an exclusion irrespective of this
other rule. The other rule applied only with respect to insurance over
$40,000. Forty thousand dollars under the old rule, previous to this
act, was exeml)t in any event, if it was payable to beneficiaries other
than the insured.

Senator ''Arr. Yes.
Mr. PAUL . That is a totally different matter from the question of

taxing the insurance proceeds over $40,000.
Senator TAFT. Yes.
Well, now, if this was purchased with premiums paid by the dece-

dent, it is taxable regardless of the exemption?
Mr. PAUL. Of course, the nt w rule was put in the statute which does

not give the special life-insurance exclusion. That is why it is hard to
reply to that, but if we had continued the old $40,000 exemption, the
new rule would only apply with respect to insurance over the $40 ,(00.
The CHAIRMAN. All right, Mr. O'Brien.
Mr. O'BRIEN. Page 259, line 6, relates to deductions which are not

allows ble in excess of the value of certain property of the estal e. The
provision disallows deductions to the extent that they exceed the value
at the time of the decedent's death of property which is subject to
claims. In any number of instances some property does not go to the
executors, not included in the gross estate, but it has claims against it,
If those claims are allowable against what is included in the gross
estate, that means a reduction in the value of the, estate for estate-tax
purposes. This says if those claims are against property not included
inhe gross estate, then the claims are not allowable for the purpose
of deduction of the estate tax.

Senator GRtRy. How does that work out? I do not think 1 under-
stand it.

Mr. O'BnIEr. Take a case in which you have land that is subject
to a mortgage, land that is worth $2,000 and that has a mortgage of
$1,000 on it.

The land does not go to the executor. Now the claim of $1,001>
may have to be paid by the executor, notwith-'anding the fact, that all
that property is not in his hands. Therefore, you disallow-

Mr. PAUL. Just a minute. I think you are wrong.
Mr. O'BRIEN . All right, I am wrong.
Mr. PAUL. I think the best example of explaining that provision

comes in connection with insurance. A great many State laws exempt
insurance from the debts of the decedent. I remember one case where
there was $2,000,000 of insurance in an estate but there were $6,000,000
of debts, but the debts were not enforcihle against the insurance.

Senator CLARK. You mean the insurance was not made payable to
the estate?

Mr. PAux,. No; this was not made payable to the estate. I presume,
in most States they are made payable to the estate and in that case
it would be different. Here was a family getting $2,000,000 of in-
sura nee with $6,000,000 of claims that could not he collected deductible
against the insurance.
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Senator CONNALLY. The theory there is that the beneficiary of an
insurance policy takes that as his property and not the property of
the estate.

Mr. PAuL. That is true. That is the theory of the estate law. That
is true, Senator; but our theory is insurance is taxable over a certain
amount. It is not fair to allow claims that are not enforcible against
he assets of an estate to be deducted in computing the net estate. In

other words, you can wipe out the net estate with claims that cannot
be collected against certain assets in the estate.

Senator CONNALLY. On the other hand, if you do that, you make it
impossible for me or anyone else, that wants to assure the income of
property to your wife and your child, you make it subject to the
hazards of my business whida I am trying to protect?

Mr. PAUL. That is true now and was true before. All insurance
over a certain amount is subject to the tax. In other words, the
theory of these State laws does not come through to the Federal
laws.

Senator BARKLEY. In other words, if I should die and leave $2,000,-
000--which I will not-and I owed a million dollars, that they
could not collect out of my estate, what you are seeking to do is to
avoid the beneficiary of my insurance being able to deduct an un-
collectible debt against the estate from the amount of insurance
she would receive?

Mr. PAUL. That is right.
Senator 'TAft. Which is taxable.
Senator BARKLEY. Which is taxable.
Mr. PAuL. The same theory goes through to mortgages.
Senator GERiy. How would it, work out in the mortgages?
Mr. TARILEAU. Suppose you have a mortgage on property worth

$10,000 mnd the mortgage is $30,000 but the only property out of
which the debtor can get his $30,000 is the mortgaged property;
now, the property goes in at $10,000 in the estate tax return, and
you have a $30;000 claim, the claim can only be satisfied against
that property. ro allow the excess of $20,000 to be deducted against
other property would reduce the value of that property for estate
tax purposes without any warrant, since that other property is not
subject to the payment of that $20,000.

Senator 'TArr. In that case you allow the deduction of $10,000
instead of $30,000?

Mr. TAnLEAu. That is right.
Mr. O'BaiEN. Page 203, line 9, is the next change. It provides

for the case where a claim against the estate is founded on a promise
or agreement of the decedent to make a gift to a charity, then
if that gift is made the estate gets a deduction for it just as if the'bequest
were made to the charity in the first place.

Senator TArt. I wish it were done years ago.
Mr. O'BII.N. It is not retroactive, Senator.
The CHAIRMAN. You say it is not etroactive?
Mr. O'BaIEn. It is not retroactive.
Senator BnuD. You mean by that if you sign a pledge to make

a certain gift to a charitable organization, then the amount of the
pledge can be deducted from the estate?
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Mr. O'BRIEN. If the claim is enforcible 'against the estate and
the amount given to the charity it is considered just as if you made
the bequest to the charity in the first place by your will.

Page 264, line 12, makes numerous technical amendments to pro-
visions relating to deduction on account of previously taxed prop-
erty. The major change is to correct an error in the 1932 act under
which, literally, the deduction is not allowed if the only tax paid
is the additional estate tax of 1932. In addition to which there are
a number of minor loopholes closed up in connection with that prob-
lem. These amendments are made retroactive because of that mis-
take, and the retroactivity of the amendment in the case of the allow-
ance of the deduction is to the benefit of the taxpayer.

Page 269, line 15, permits a deduction for estate-tax purposes in
case a disclaimed legacy passes to charity. The situation is one in
which, let us say, the residuary legatee of the estate is the charity.
The decedent's son disclaims his 'legacy and the result is that the
amount of that legacy goes to charity. this says the amount of that
legacy going to charity shall be considered just as if it were a bequest
directly to charity.

Senator CONNALLY. Does that apply to lapsed legacies? Suppose
the son died, and there is no change in the will, that legacy wouldlatseIMr. O'BREN,. Lapse?

Senator CONNALLY. Yes. It would be the same in legal effect as
if he disclaimed

Mr. O'BREN. Yes.
Senator CONNALLY. I do not know whether the word "disclaimed"

would cover it or not.
Mr. O'BRIEN. Well, lapsed legacies now are covered.
The CHAIRMAN. That is already in the law.
Mr. PAUL. Confusion had arisen where there was not a disclaimer,

and we are trying to correct that.
The CHAIRMAN. This disclaimer must be made prior to the date of

the filing of the tax return; is that right?
Mr. O'BRIEN. Yes. This amendment is made retroactive and ap-

plicable to estates of decedents dying after December 10, 1939. That is
the date of the enactment of the Internal Revenue Code.

Page 270, line 17. The estate-tax-deduction section is sprinkled all
through with provisions relating to the charitable organizations to
which a bequest or devise constitutes a deduction from the gross estate,
and there is language which denies the deduction unless no substantial
part of the activities of that organization shall be carrying on propa-
ganda or otherwise attempting to influence legislation. We found one
situation in which that language was not put in and inserted it to
round out the whole.

Senator CONNALLY. Does that apply to columnists?
Mr. O'BRIEN. No. Page 271, line 8, reverses the credit for State in-

heritance taxes and gift taxes. Under the present law the gift tax is
taken off first and the State tax is taken off second. This says that
the Strtte tax shall be taken off first-and the gift'tax second, the effect
of which is to increase the amount of the credit on account of local
State taxes.
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Senator CONNALLY. The State has inheritance taxes where each heir
pays a certain rate. In giving the credits I think you segregated those
inheritances.

Mr. O'BRIEN. Yes.
Senator CONNALLY. They allowed deductions for five children or

two children.
Mr. O'BxN. Whatever that tax is.
Mr. PAUL, You .et a credit of 80 percent of the total local State or

inheritance tax. 'Jhetle is no distinction made for the purpose of the
credit. The trouble with the present statute here is you take the gift
tax off first, and that reduces tile amount against which the 80-per-
cent rule works. We have reversed it, applying the 80-percent credit
to the total tax, and then applying the gift-tax credit afterward.

Senator BRowN. I do not know whether I understood Senator Con-
nally's question right. It seems to me your answer was not in ac-
cordance with my understanding of the Federal estate tax. The
Federal estate tax is against the whole estate, not a tax on the
inheritance.

Mr. PAUL. It is an estate tax, it is not an inheritance tax; that is
right.

Senator BRowN. Most State taxes are based upon the inheritance
received by the respective heirs. In other words, a State tax is much
less on leaving five children when one dies than leaving one child. As
far as the Federal Government is concerned, it is practically the same.

Mr. PAUL. I was speaking about the credit against the Federal tax.
Senator BRowN. I wouldlike to get that straight. I myself have

always felt the Federal Government ought to fo low the State plan
rather than the plan it followed. Your reply to Senator Connally's
question, I think was contrary to what I understand.

Mr. PAUL. I was not trying to describe the nature of the Federal
tax. You are not quite correct about that. The Federal tax is a tax
on the estate. Whether or not it should be, thai; is another quesion.

Senator GEwiy. The Senator said they were only on ile beneficial
interests. For example, in my State we have both a tax on the estate
and on the inheritance beneficial interests.

Mr. PAUL. There may be two takes, of course.
Senator BRowN. I do r,., know that that is the case in every State,

but I think most States tax on the inheritance basis.
Mr. PAUL. I do not know what the general practice is now. I know

there are some States which have turned from the inheritance to the
estate tax.

The CHAInMAN. All right, Mr. O'Brien.
Mr. O'BRIEN. Page 272, line 4, expands and clarifies the provision

of the present law under which a transferee of a part of the estate of
the decedent is liable for the estate tax if the estate tax is not paid.

Page 273, line 7, allows a specific exemption of $2,000 to estates of
nonresidents, not citizens of thd United States. Corresponding pro-
visions relate to the filing of returns in such cases.

Page Q74, line 11, section 413, relates to the estate-tax specific ex-
emption. The effect of this is to strike out the existing specific exemp-
tion of $40,030, to strike out the insurance exclusion of $40,000, and to
make the exemption $60 000 in all.

Senator CONNALLY. fow much under this would be exempt from
the estate tax?
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Mr. O'BRIEN. Sixty thousand dollars, whether it is in insurance or
whatever it is.

Senator CONNALLY. Whether it is in property or whether it is in-
surance?

Mr. O'BRIEN. No matter what it is.
Senator CONNALLY. It has been $40,000?
Mr. O'BRIEN. It has been $40,000 in insurance and $40,000 other-

wise.
Senator BROWN. This reduces it from $80,000 to $60,000?
Mr. PAUL. This reduces it from $80,000 to $60,000 only if the de-

cedent is insured to the extent of $40,000.
Senator CONNALLY. The effect of that is if a man leaves more than

$60,000 worth of property he is denied the insurance benefit.
Mr. O'BRIEN. That is true. He gets just one $60,000. The insur-

ance may be in the $60,000.
Senator CONNALLY. How is that?
Mr. O'BRIEN. He may have $40,00G insurance and $20,000 other

property, making a total of $60,00tu.
Senator BIlowN. What is the general effect of the exemption on

revenue?
Mr. PAUL. The exemption costs about $15,000,000.
Senator BROWN. You lose rather than gain.
Mr. PAU,. We lose $15,000,000 in the estate-tax amendment and

pick up $7,000,000 in the gift-tax amendment.
Senator TAFT. What about the effect of that other provision? Does

that bring in any money, the one we were discussing awhile ago, put
in by regulation in January?

Mr. PAUL. That is existing law. That is the way the law is'how
being administered. It will pick up revenue.

Senator TAFT. The law last year was administered differently. Do
you know how much that change will increase it?

Mr. PAUL. No; I do not remember.
Senator Bini. Does the Treasury recommend this amendment?
Mr. PAUL. The $60,000?
Senator BYRD. Yes.
Mr. PAUL. Both staffs agreed on that amendment.
Senator VANDENnERO. Did the House committee vote on exempting

life-insurance premiums?
Mr. PAUL. No.
Senator BROWN. I want to ask one more question. Is any change

being made in the rate of interest that is charged to decedent's estates
that are unable to pay within the time limit?

Mr. O'Bnxw. No.
Senator Bnoww. What is the rate now?
Mr. O'BIEN. Four percent.
Senator BROWN. We modified that considerably a couple of years

ago. No change has been made in that?
Mr. PAUL, No change has been made.
Senator BRowN. You can still extend it over a period of some-

thing like 8 or 9 years?
Mr. PAL. Ten years.
Senator DANAHER. Mr. Chairman, a question.
The CHAIRMAN. Yes; Senator Danaher.

118



REVENUE ACT OF 1942

Senator DANAH R. What would be the effect if you had a single
$80,000 general exemption?

Mr. PAUL. The effect, in the first place, would be it would cost us
a lot of money in revenue. It would increase everybody's exemption,
instead of permitting an $80,000 exemption simply to people who can
take out $40,000 in insurance.

Senator DANATERI. Why should you make the equivalent of a capi-
tal levy on a mian who saves and buys insurance?

Mtr. PAUL What is the estate tax but a capital levy?
Senator DANAHER. If you had a general exemption of $80,000, you

would hit everybody, whether the man has insurance or not.
Mr. PAUL, Oa1r I teory is the levy should be general, but that

$60,000 is enough in these times.
Senator TAFT. What is the advantage in that?
Mr. PAUL, We are losing $15,000,000.
Senator TAFT. I mea what is the corresponding benefit to us los-

ing $15,000,000 ard annoy everybody practically?
Ml'. PAUL. We could 'easily remove that effect by reducing the

$60,000.
Senator TAr. Surely.
Mr. PAUL. The presence of the $40,000 special life-insurance excN-

sion seems to us to put into the statute a discrimination it) favor of a
certain type of investment, in favor of a certain type. of person who can
get insurance. Not all people can, The provision has permitted a

ieat deal of avoidance of tax. It is quite fashionable now to get
,t0,0G(0 insurance when your estate is in the millions.
Senator DANAIH. IHow much of the deficit-financing program is

going to be haidled by life-insurance companies?
Mr. PAUL. Oh, the insurance companies are buying bonds very

heavily, but I (lo not see what the relation of what the insurance
company (toes is to what is allowed as an exemption to a deceased
insured man.

Senator TA-r. It seents to me this is the time to encourage invest-
met itt insurance. It seems an inappropriate time to make the
change, particularly if we care going to lose $15,000,000 by it.

Mr. PAUL. If the insurance companies are investing heavily, that is
right; but it is a matter of policy and it seems to us a bad provision
in the statute not compensated for qr without relation to the activities
of the insurance companies for which we are very grateful.

Senator DANA ETR. It woul seem to me that while buying War
bonds out of current income might be the very best way of curbing
inflation, the second best way would be to buy from current income
life insurance policies, because you are diverting from current funds
money that might be spent in competition for the dwindling supply of
consumer goods and at the same time you are making possible heavy
investment in the Government bonds. If you continue the $40,000
exemption for life insurance, which certainly has been in the law for
time immemorial, as far as I can recall, it seems to me you would be
denuding the contract of one of the most difficult features.

Mr. PAUL. The insurance contract?
Senator DANAHER. Yes.

7600)3-- 12-vQ], 1-9
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Mr. PAUL. We are very decidedly against the avoidance of tax by the
insurance mechanism.

Senator CONNALLY, Under your new law if the man wants to take
out $40,000 in an insurance policy he may do so?

Mr. PAUL. He may take out $60,000.
Senator CONNALLY. The only thing is lie is denied then the addi-

tional $20,000 under the present law in other property. 'That is the
effect of it?

Mr. PAUL. That is right.
Senator CONNALLY. If a man wants to take out insurance rather

than buy a house or store, lie can do it now?
Mr. PAUL. That is right.
Senator VANPENNEI . If we finally get around to it and we are
messed by the necessity of getting some increased revenue, would that

logical way to increase your revenue, according to your philosophy
of this situation, rather than to go back to the 40-40?

Mr. PAUL. You mean if we are pressed for the need of increased
sources of borrowing?

Senator VANDENBERO. I mean when this bill is all totaled up and we
need some more money, would you be too unhappy if we found
$15,000,000 more by going back to the 40-40?

Mr. PAUL. Yes; I would prefer to lose, the $15,000,000 to putting
back that provision, which seems to nie to do much more harm than
losing the $15,000,000 in revenue.

Senator BAIRKLEY. It is not I otally lost, anyway.
Mr. PAUL. Yes, it is. It is only fair to say it is, because the gift

tax amendment, do not really offset that.
Senator BARKLEY. I thinly you said it was $7,000,000.
Mr. PAUL. I said the total effect of this was a loss of $15,000000

and then I said the gift tax amendments, which I must say are in-
dependent of this one, bring in $7,000,000.

Senator BARKLE.r. You would offset the $15,000,000 loss in one cate-
gory with a $7,000,000 gain in another?

Mr. PAUL. I was just doing that as a matter of convenience.
Senator BAIILEY. I wish you could do that in regard to all taxes.

Even if you do not have this provision you would probably be chang-
ing the other.

Mr. PAUL. I have just been talking about them as being consolidated.
They are frequently referred to togeher, the estate and gift taxes, and
I volunteered the information that the net loss would be $7,000,000.
If we wanted to make up the $15,000,000, we could reduce the $60,000
to $50,000, or something of that sbrt.

The CHAiRMAN'. All right, Mr. O'Brien.
Mr. O'BRIEN. Page 274, line 19, is a purely technical amendment to

the provision relating to the statute of limitations in the case of estate
taxes, and a somewhat similar amendment is made to this provision as
was made in the income-tax amendment to section 322.

Page 275 line 1, begins the gift taxes. The gift-tax amendments
are applicable only to gifts made in the calendar year 1943 and suc-
ceeding calendar years.

The first amendment, section 452, page 275, line 7, writes into the
gift tax a rule similar to the estate-tax rule relating to powers of
appointment.
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Page 277, line 1, provides that where there is a gift of community
property the gift shall be considered the gift of the husband except
that such amounts as are shown to have been received as compensation
for personal services actually rendered by the wife, or that are derived
originally from such compensation or from separate property of the
wife, and in that case to the extent of such amounts the gift is con-
sidered the gift of the wife.

Page 277, line 11, reduces the exclusion from net gifts. Under the
present law there is excluded from net gifts an amount equal to $4,000
for each year to any number of donees. That is reduced to $3,000 for
1943 and succeeding years.

Senator GrmY. Mr. O'Brien, what is that section (d) on page 275?
What is the power of appointment?

Mr. O'BnrEN. I did not hear that.
Senator GERRY. How does that affect the question of the power of

appointment? What does that do?
Mr. O'BuIETu. What it does is tax certain exercises and nonexercises

of powers of appointment as a gift. I think the kind of thing you are
interested in i,9 where a bank or a trust company is' authorized to
appoint among a limited class of beneficiaries, the exercise of that
power of appointment does not constitute a gift. The so-called fiduci-
ary powers are not taxable under either the estate tax or gift tax.

Page 278, line 4, section 455, reduces the specific exemption of gifts.
Under the present law you can give away, during your lifetime,
$40,000 above the exclusions and not be subject to any gift taxes. This
proposes that the so-called lifetime exemption for gifts be reduced
from $40,000 to $30,000. All above $30,000 is taxable.

Page 279, line 3, makes the same kind of amendment to the statute
of limitations on gift taxes as was made in the estate tax.

Page 279, line 9, makes purely a technical amendment to the gift
tax under which stock in a domestic corporation owned or held by a
nonresident citizen of the United States is deemed to be property
situated in the United States for the purpose of the gift tax.

Page 279, line 19, begins the amendment to prior revenue acts and
miscellaneous provisions. Section 501 allows as a credit for un-
distributed profits taxes levied under the 1936 Revenue Act the
amounts which cannot be distributed in that the earnings and profits
would not be adequate. It is a somewhat similar relief provision to
the one I spoke of in connection with the personal-holding-company
tax.

Page 281, line 21, imposes a stamp tax on certain insurance policies
written by foreign insurance companies. In the main the tax is
imposed at the rate of 4 cents on each dollar or fractional part thereof,
of the premium charged for indemnity, fidelity, and surety bonds,
and for insurance other than life and at the rate of 1 cent on each
dollar, or fractional part thereof, of the premium charged for re-
insurance on accident policies, annuity contracts, or contracts of in-
surance, and so forth. The attempt here is to equalize the situation
between domestic corporations engaged in casualty and other kinds
of insurance and foreign corporations where the insurance'is taken
out in the United States but the policy is countersigned abroad.

Senator VANDENERO. Does that apply to Lloyds for instance?
Mr. O'BRIEN. Lloyds; yes.
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Senator TAr. That applies only to foreign insurance?
Mr. O'IRIEN. Yes.
Senator CLARK. Have you got any idea how much that raises on

the present basis? I never got any estimate on the effect it would
have on the revenue. It does not make any difference, it could, be
done anyhow.All. PArr. Yes; it could be done anyhow. I do not link that is a

tremendous sum, but it should be done.
Senator CLAnK, These foreign insurance companies are not subject

to any regulations.
Mr. PAUL. That is right.
Mr. O'BaI N. Page 284, line 21, provides that a suit against the col-

lector of internal revenue sidll be considered a suit against the United
States in the application of the doctrine of res jildicata; that is, in
determining whether or not the issue is settled. It provides in such
case, in a subsequent suit, the doctrine shall be applied as if the United
States had been a party to the suit in all suits instituted after June 15,
191:2, and in all proceedings before the Board of Tax Appeals, and on
review of the decision of the Board of Tax Appeals, where the petition
to the Board of Tax Appeals was filed after June 15, 1942.

Senator DANAHIER. Have yenu had some cases?
Mr. O'BRIEN. We have had some.
Mr. JAur,. There is a case in tlhe Supreme Court, the Nunnadty cae.,

just decided this last term, chat held the other way. We nre over-
ruling the Supreme Court here in a way.

Senator DANAUFA. Maybe we will not be.
Mr. PAUL. So far we are.
Senator BARKLEY. The Supreme Court interprets the law, They do

not set down the principle.
Mr. PAUL, That is quite correct.
Mr. STAM. I might say the Supreme Court said in their opinion

that the Congress ought to correct the situation.
Senator BAIIKLY. So we are not overruling them; we are comply-ill wth them.iVr.iPAuL. We are complying with their suggestions.

The CIHAIRMAN. All right, Mr. O'Brien.
Mr. O'IirN. Page 285, line 13, changes the name of the Board ofTax Appeals to the United States Tax Court and the names of the

members of the Board to the presiding judge and the judges of the
United States Tax Court.

The CHAIRMAN. Is that all it does?
Mr. O'BEN. That is all.
The CHAIRMAN. Is there anything that follows From that that, does

not follow from the present law?
Mr. O'BRimN. I do not think so.
Senator TAn. It does not give them life tenure?
Mr. O'BRIEN. It certainly does not give them life tenure.
The CHAIRMAN. Have they life tenure now?
Mr. O'BRIEN. No.
The CHAIRMAN. Does this give it?
Mr. O'BRiEN. It does not. The specific provision on page 285, line

21, says:
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The Jurisdiction, powers, and duties of the United States Tax Court, Its divi-
sions, and Its officers and ernploycs, and their appointment, including the desig-
nation of its officers, and tire immunities, tenure of office, powers, duties, rights,
and privileges of tire presiding Judge and judges of the United States Tax Court
shall be the same as by existing law provided in tire case of the Board of Tax
Appeals.

Senator CONNALLY. The argument that was made to me about this
thing was the reason they wanted to name it a court was in cities
around the country the Federal judges frequently would not permit
them to use the courthouses and quarters, they said it was not a
court but just a commission, and if they let them have the courthouse
they would have to let every other commission have it that comes
down, or any other Federal agency.

Senator IuuLcrY. Uider this you would call them judges?
Mr. O'BRIEN. Yes; you would call them judges.
Senator CONNAMLY. They like to be called judge instead of com-

missioner; is that about the upshot of it?
Mr. O'BnrN. This statute says you have to call them judge. It

says: "TIe Board shall be known as the United States Tax Court, and
the members thereof shall be known as the presiding judge and the
judges of the United States Tax Court." I do not know that you
would go to jail if you failed to call them judge, but the statute says
they shall be known as judge.

Senator CONNALLY. You say "rights and duties." It is not grant-
ing them any more privileges except those specifically set forth. I do
riot think we ought to take any chance on retirement privileges or
exemption from taxation.

The Cr uMr rAN. I do not know whether the question has been looked
into, but if they are given the status of a court and become judicial
officers, I think we ought to make an inquiry as to whether or not that
would entitle them to retirement benefits.

Mr. O'Inrx. Senator. they are not given the status of a court by
this bill. This merely changes their name from the Board of Tax
Appeals to United Siates Tax Court. To acquire the status of a
court, what you would have to do would be to create a court, fire the
existing members and appoint newv members to a court, and this pro-
poses nio such thing. It says these people who are there, dhis organi-
zation shall be known as the United States Tax Court and the mnem-
bers shall be known as the presiding judge and judges of the United
States Tax Court. Their status is unchanged, and I think subsec-
tion (b) of this section clinches the matter.

The CHAIRMAN. It would seem to; yes.
Senator CONNALLY. Under the present law all judges pay the in-

conic tax if appointed subsequent to the tax law?

Mr. O'BniEN. Yes.
Senator CONNALLY. This would not, exempt them in any way from

that?
Mr. O'BRIEN. No.
Senator CONNALLY. All judges pay the tax?
Mr. O'BirN. That it right.
Senator CONNALLY. I mean after a certain date.
Mr. O'BRE.um Yes.
The CHAIRMAN. All right, Mr. O'Brien.

123



REVENUE ACT OF 1042

Mr. O'BRIEN. Page 286, line 19, relates to the requirement of filing
notice of a tax lien. Under the present law as construed by the Treas-
ury all the Treasury need do to establish a tax lien is to file notice of a
lien in the proper place designated by the State for filing notice of
lien. There have been some recent decisions indicating that this
statute has been interpreted to mean that the Treasury must comply
with the requirements of State law in order to have a valid notice of
lien, particularly the requirement that the property to which the lien
will attach be particularly described. This goes back to the construc-
tion which the Treasury has heretofore put on the statute, which is
merely that they have to file a notice of lien.

Senator CONNALLY. You mean that gets all his property regardless
of whether they describe it or not?

Mr. O'BmniN. That is right, all his property within the State.
Senator CONNALLY. It fooks to me like not in his interest but the

public interest, people dealing with the property, there ought to be
some description that the proposed purchaser would know whether
he is getting a piece of encumbered property or otherwise. Not for
his advantage but to help innocent purchasers who might deal with it.

The CHAimAN. When the lien is filed it is notice that all of his
property is subject to the assessment.

Senator CONNALLY. He does not have to file it in the county either.
Now, you can file it in the Federal district court. Is that right?

Mr. TARLEAU. You have to file wherever the State requires you to
file.

Mr. PAUL, The district court requirement only applies where there
is no local requirement.

Senator B3nwN. Does this mean the filing of a lien in one county
would cover property in another county, where the State law requires
it to be filed in the county where the'property is situated?

Mr. PAuL. No.
Senator T,*nT. The State must pass a specific law saying that the

Federal Government can file the lien.
Senator CONNALLY. Most States have a general act covering the

filing of any sort of a lien.
Senator TAFT. I think under the Ohio law you can file in the district

court, because there is no Ohio law authorizing the filing of a lien,
except a general judgment law. Of course, every judgment is a lien.
They have to go through the district court anyway. It does not make
any difference because they have to go through the district court any-
way to file liens on real estate before Federal judges.

The CHAIRMAN. This seems specifically to require the filing under
the State law, where the State has an act governing the filing. Other-
wise, it can be filed in the office of the clerk of the United States
district court for the judicial district where the subject of the lien is
situated.

Senator Baowx. I think there is something to Senator Taft's point.
By the use of the language, "filing of such notice," what you mean is a
notice similar to the notices of liens requrdb h tt a.I
seems to me we ought to revamp that language slightly to conform
with your desire.

Mr. PAUL. If we need to, we will. Certainly it is clear what our
intention is.
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Senator BRowN. Yes; it may mean they would have to pass a spe-
cific law with respect to Federal notice. '

The CHAIRMAN. All right, Mr. O'Brien.
Mr. O'B3RIEN. Page 287, line 18 suspends the period for the com-

putation of interest in the case oi nonresident alien individuals and
foreign corporations, from the period beginning with the date of the
enactment of this act to the period ending with the fifteenth day of the
sixth month following the month of termination of the war, if the
payment of their tax was prevented due to restrictions imposed on
such individuals or corporations by any foreign country. The idea
is this: The people cannot pay the tax, the foreign country prevents
them from doing it, and therefore the running of interest is suspended
for the period outlined.

The CHAIRMAN. Is there any provision made in the case of the man
in foreign service, or ,military service, regarding the time of filing?

Mr. (O'BItE. Yes, Mr. Chairman. On the next page, page 289, is
an elaborate provision on that.

Senator TAFT. What about the case where there is a nonalien and
the money cannot be paid because the United States Government has
issued an order preventing it?

Mr. O'Brxnw. That is not included here. It is only where it is
prevented by reason of the action of a foreign government.

Senator TAn. I was wondering what you would do where the United
States Governmnent says it cannot be paid.

Mr. PAUL. They will all have to pay the taxes.
Mr. O'BRIEN. Page 288, line 10, exempts from the stamp tax con-

veyances and transfers of securities in pursuance of orders of the
Securities and Exchange Commission under supplement R. The situa-
tion is that a public utility holding company is obliged to transfer
stock to some other company or property in obedience to an order of
the Securities and Exchange Commission. This says they will be
exempt from the stamp tax oii the transfer of that stock or property.

Page 289, line 10, begins a long series of amendments relating to
the postponing of time during which certain acts are to be performed
by reason of the war. What it does is done in the case of people who
are outside the Americas. It says the time when they are outside,
if they are outside for more than 90 days continuously, shall not be
considered in determining the period in which they have got to file
an income-tax return, file a petition to the Board of Tax Appeals,
bring suit, or have a suit brought against them. There are elaborate
provisions suspending the time in which those acts may be performed
on both the side of the Commissioner and the taxpayer.

The CHAIRMAN. It is only in case they are in Central America or
South America?

Mr. O'BnIE.. There is a further provision in the case of a soldier.
The Commissioner may by regulations1 apply the provisions of this
section to persons who, by reason of being in the military and naval
service, are outside of the States of the Union, or the District of
Columbia. So these provisions can be applied to the soldier who is
in Venezuela or Trinidad or Bermuda.

Senator VANDENREnO. Are they outside the Americas when they are
in the Philippine Islands ?
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Mr. O'BuEN. Yes; they are outside the Americas when they are
in the Philippine Islands. The Americas are roughly the North and
South American continents, and the islands in the Caribbean.

Senator VANDENBEiIO. Does it not apply to the Philippine Islands?
Mr. O'BRIEN. It does apply to the Philippine Islands. Even

when they are inside the Americas, outside of the States of the Union
and the District of Columbia, the Commissioner may apply these
provisions to such soldiers.

Senator DANAHTR. It would bring in the civilian employees of con-
tractors engaged in base construction?

Mr. O'BRIEN. If they are outside the Americas; yes, sir.
The CHAIIMAN. Does that mean that it is extended to a soldier or

sailor in the armed forces, that the Commissioner may do so by
general order?

Mr. O'BIEN. By regulation; yes.
The CHAIRMAN. Would lie also have the authority and power to

deal with it in specific cases if the question arose, or nmst it be by
general order?

Mr. PAuL. That could be dealt with separately in each regulation.
That is the idea of doing it by regulation, to give flexibility to it.

The CHxAIRMAN. I see. All right.
Mr. O'BRIEN. I take it he can lay down general standards in his

regulations and then apply the general standards to specific cases.
Mr. PAUL. Yes.
Mr. O'BIEN. Page 297. line 1, begins title VI, the excise taxes.
Senator VANDFNIEIIG. Those are the sales taxes.
Mr. O'BRImN. Exr-ise taxes; they are not all sales taxes, Senator.

The changes in these excise taxes are nade effective oR the first day
of the first month which begins more than 10 (lays after the date of
enactment of the act.

The first change is to increase the tax on distilled spirits from $4
to $6 per proof gallon. Similarly, a floor-stocks tax at the rate of
$2 per proof gallon is imposed on distilledd sl)irits held for sale on the
date when these provisions become effective, that is, the first day of
the first month which begins more than 10 days after the date of
enactment of the act.

Senator BARKLEY. In view of the conversion of practically all the
distilleries for the industrial alcohol plants for war purposes, what
effect will this have oil the revenues?

Mr. O'BnEN. Of course the whisky tax is a tax on withdrawal.
Senator BARKTA:Y. I know, but if they are not making whisky but

are going to make industrial alcohol for war purposes, which* they
are planning to do, over a period of years the amount that will be
withdrawn from bonded warehouses for tax purposes would be re-
duced, I guess.

Mr. PAUL. 're have tried to take that into consideration, Senator
Barkley. Of course there is quite a supply, I understand about a
4 years' supply. We have tried to allow for that in our calcula-
tions of revenue.

Senator BARKLF.Y. I wondered if in the production of this comnod-
ity it would tend to offset the increase in the tax that you put
on it?

Mr. PAur,. There would be a tendency in that direction. We tried
to allow for it in our estimate.

126



REVENUE ACT OF 1942 12I

Senator CONNALLY. If you have got a 4 years' supply of whisky
on hand, the transfer over to industrial alcohol would not affect the
supply very badly.

Senator BAnKLEY. Not for the time being, but if the situation
should last for 4 years the situation would be a hiatus.

Mr. PAUL. You are quite right.
Senator GUFFEY. If you wanted to buy by the case it would cost

$6 more under the new law,
Senator BARKLEY. I was not interested in that phase of it.
The CHAIRMAN. All right Mr. O'Brien.
Mr. O'BRIEN. Page 299, line 1, raises the rates on fermented malt

liquors; that is, beer, and so forth, from $6 to $7 per barrel.
The CHAIRMAN. The floor stock provisions in both cases follow

pretty generally the general law?
Mr. O'BIFN. We follow the latest pattern of the floor stock pro-

visions in the law in each case. The floor-stock rate of $1 per barrel
of :1 gallons is to be paid for beer held for sale.

Page 300, line 18, section 604, raises the rates on wines from 8
cents to 10 cents per gallon and from 30 cents to 40 cents per gallon,
and from 65 cents to a dollar. A similar change is made in the rates
on sparkling wines, liqueurs, and cordials.

Senator CONNAtLY. Does that amendment provide the same rela-
titowluip between the different kinds of wines that we had formerly?
We always had a query here on how much each wine should hav;e.

Mr. PAUL. I am not sure it does. There was a good deal of dis-
cussion on that point. The original Treasury proposals were not
followed. The original Treasury proposals were more greatly re-
duced on still wine.

The CHAIRMAN. All right, Mr. O'Brien.
Mr. O'BwIEN. A floor stocks tax equal to the increase in rates of the

tax on wines is imposed on wines which are held for sale on the effec-
tive date of the title.

Page 302, line 9, section 605, relates to the tax on tobacco, cigars,
cigarettes, and cigarette papers and tubes. The rate on smoking to-

bacco has been raised from 18 cents per pound to 24 cents per pound.
Senator BAn crtEY. Let me ask you about that. The tax on tobacco,

unmanufactured, where the farmer either himself or through an agent
employed by him sells tobacco for consuml)tion direct to the consumer,
whether it is chewing or smoking tobacco, it is put up in packages for
mailing purposes, the mail-order business, the same type of tobacco
can be used for chewing and for smoking. I mean, many people chew
tobacco that has not been put up in packages and sweetened and
treated and medicated, and to make them smell good. There is no
difference in the cost of producing that tobacco and putting it up in
these packages and wrapping it up for mailing purposes as between
the type that is chewed and the type that is smoked; therefore, why
make the difference in this rate? Why make the difference in the rate
in the type of tobacco where the grower is permitted under the law to
sell it to the consumer directly, either himself or by the employment
of an agent?

Mr. O'BRIFN. I have had the same trouble myself, Senator. I asked
the Treasury people and they said they could distinguish between
smoking and chewing tobacco.
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Senator BARnanY. They could?
Mr. O'BenrN. Yes.
Senator BARKLEY. I do not see how it is possible in that particular

type where it is all put up alike; I do not see how it is possible to dis-
tinguish it. A man can crumble it up and put it in his pipe and smoke
it, or he can wad it up and put it in his mouth and chew it.

Senator CLAnK. Some chew and smoke the same tobacco at the same
time.

Senator CONNALLY. Don't they sometimes chew it and then dry it,
up and smoke it?

Senator BAREILEY. You are probably thinking about the cow that
chews her cud twice.

The CHAIRMAN. Did not the State Department raise some question
about the tobacco tax?

Mr. PAUL. I did not hear the question.
The CHAIRMAN. I say, has not some question been raised by the

State Department with reference to the tobacco tax?
Mr. PAUL. With reference to cigars; yes.
The CHAIRMAN. Exclusively in regard to the cigars?
Mr. PAUL. Just cigars; yes.
The CHAIRMAN. That has been taken care of?
Mr. PAUL. The problem is being considered by the Treasury. That

was the Cuban situation.
The CimRMAN. That was the Cuban situation ?
Mr. PAUL. That is right.
Senator BARKLEY. I am going to make some further inquiry about

this difference later on.
Mr. PAUL. I would be glad to supply that information. We

haven't got our tobacco people here today, I am sorry to say.
Senator GuFFEY. Mr. O'Brien, on page 303, that difference in cigar

prices, what have you to say in regard to that?
Mr. O'BRImN. I am just coming to it, Senator. That is the new

cigar rate, beginning on page 302, line 22, and running over to page
304, line 7.

Senator GU, ,EY. What about those cigars that formerly sold at
21/! cents? What was the cigar tax on that?

Mr. O'BRIN.x. At 21/2 cents, Senator?
Senator GUFFEY. Retailed two for a nickel.
Mr. O'BRIEN. $2 per thousand.
Senator GUrFF.Y. You raised that bow much? 50 cents?
Mr. O'BRIEN. $2.50 per thousand; yes.
Senator GUFFEY. The man who manufactured cigars for 4 cents,

what was the former price on them? It is $3,50 now; and what was
it formerly?

Mr. O'BRIVN. It was $2 and is made $3.50.
Senatox GU-FY. $2?
Mr. O'Bim. Yes.
Senator BARLFY. May I ask how much increased revenue will this

section 2,000 (a), on page 802, bring in? I do not want to delay it,
but if you have it at hand I would like to have it.

Mr. O'DONNElL. $11.8 millions increase.
The CHAIRMAN. All right, Mr. O'Brien.
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Mr. O'BnIwEN. The next change is the tax on cigarettes, page 804,
line 8. The small or standard cigarette rate is raised from $3.25 per
thousand to $3.50. The large cigarette is raised from $7.80 per
thousand to $8.40.

Senator BYRD. May I ask, is that in accordance with the recom-
mendation of the Treasury?

Mr. PAUL. It is not. T he Treasury recommended a differential
rate as between the cheap-well, the 10-cent cigarette and the 15-cent
cigarette, but that was turned down by the committee.

Senator BYRD. What was the reconimcndation?
Mr. PAUL. The Treasury recommendation on the 10-cent brand

was $3.50 as against the present $3.25. We proposed to raise the
present $3.25 applicable to the 15-cent brands to $4. In other words,
ioth brands get taxed $3.25 now. We proposed to raise the 10-cent
brand to $3.50, and the 15-cent brand to $1, but the committee put a
tax of $3.50 on both.

Senator B3AIIKLEY. We had somewhat the same proposition up here
some years ago, we put a graduated tax on cigarettes according to
the price, and nearly all of the tobacco growers in my State came up
here and protested 'against it on the ground that it drove down the
price on the better grades of tobacco. I do not know what their
attitude would be on this.

Mr. PAUL. There was a good deal of discussion on that point.
Senator TAFT. What does the language "tobacco or any substitute

therefor" men? What substitutes are there?
Mr. O'BIIEN. I do not know. It is old language.
The ChrAnnrMA. All right, Mr. O'Brien.
Mr. O'Baiww . Page 304, line 14, raises the tax on cigarette papers

and tubes. Under the present law packages of cigarette papers or
tubes containing not more than 25 papers or tubes are not taxed.
This proposes a tax of one-half cent. Where the package contains
more than 25 papers or tubes, or fractional part thereof, the tax is
one-half cent for each 25 papers or tubes or fractional part thereof.

Subsection (e) imposes a floor-stocks tax equal to the increase in
the rate of tax on the articles which are increased by this section.

Subsection (f) on page 306, line 9, permits additional sizes of pack-
ages for tobacco and snuff. Under tie present law there was a limi-
tation on the size can in which the tobacco may be packaged. This
permits liberality in the case of the small cans.

Senator B LIEY. Is that liberality toward the cannery
Mr. O BRTEN, I understand the situation is this, that if the tobacco

manufacturers can put ti the tobacco in the smaller-size calis, they
would still be able to sell the can of tobacco for the same price as
the old can ,sold for notwithstanding the increase in the tax on tobacco.

Senator I3AMiE Y. That reduces fte size of the can?
Mr. O'Bni:tN. Yes.
Senator BAIRLEY. And therefore the contents?
Mr. O'BmENx. Yes.
Senator B~uaKnr. The consumer gets less tobacco at the same price?
Mr. O'BjtIEN. That is what they hope.
Senator BRIKLEY. But the Government gets a little more of it?
Mr. O'Bnwl . I understand so.
Senator BAIIKLEY. The fellow that smokes gets stuck.
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Senator CONNALLY. Gets smoked out.
The CIAIMAN. All right, Mr., O'Brien.
Mr. O'BEi.N. The next section, section 606, relates to the telephone

and telegraph tax. Under the present law where the telephone toll
charge is more than 24 cents, the tax is 5 cents for each 50 cents or
fractional part of it. This tax is made an ad valorem tax of 20 per-
cent on the amount that is paid. In cases in which the telephone
subscriber is billed for the charge the tax applies to the entire amount
of the charge under the bill and not separately to each of the items
of toll charge. On telegraph, cable, and radio dispatches or mes-
sages, the tax has been raised from 10 percent of the amount paid
to 15 percent of the amount paid. There has been a fundamental
change in the whole telephone and telegraph tax. Under the present
law the tax is )aid on messages originating within the United States.
'j'his proposes a tax oil the. amount. paid in the United States regardless
of where the message originated.

The tax on leased wires. teletypewriter, and so forth, has been raised
from 10 to 15 percent, and the lax on local telephone service for which
a bill is rendered is increased from 6 to 10 percent.

Senator VANDENnIEIm. Is there any change in the definition of leased
wires?

Mr. O'BRInN. No; I do not think so, Senator-just a minute. Yes;
my attention has been called to the fact that one of the double taxes
itmder the leased wire taxes has been eliminated,

Page 310, line 4, section 607, p)hotographic apparatus. The rate
has been increased from 10 to 25 percent on lenses, photographic ap-
paratus, and so forth, and on maexposed photographic films and plates,
the rate has been raied fronj 10 to 15 percent. There have also been
exempted from the tax cameras weighing more than 4 pounds extlu-
sive of lens and accessories.

Senator VANDENBEo. What is that?
Mr. O'BRIEN. You remember that great debate about the big cameras

in connection with the last revenue act.
Senator TAr. Why is the camera tax so high, 25 percLnt? Is not

that about the highest tax?
Mr. IAUL. It is. Well, it is one of the luxuries, and it is using a

scarce material to some extent.
Senator TAFT. Twenty percent ought to be the highest put on that,

instead of 25 percent.
Mr. O'BRIEN. Page 310, line 16, raises the tax on lubricating oils

from 41/ cents a gallon to 6 cents a gallon.
Senator VxNDENnEMc. The Treasury is in favor of all these sales

taxes?
Mr. PAUL. All these excise taxes, all except. the freight and express.
Mr. O'BltmN. Page 310, line 20, raises the tax on transportation of

persons by ordinary coach and by Pullman from 5 percent of the price
paid for'the transportation to 10 percent of the price paid for the
transportation.

Page 311, line 1, section 610, provides for a refund of tax in the case
of organs, which are subject to the taxes on musical instruments that
you put on last year, where the contract for the organ was entered into
before October 1, 1941.
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Section 611, page 311, line 9, terminates some of the excise taxes
which you put on last year, first the tax on electric signs; second, the
tax on rubber articles; third, the tax on washing machines of the coin-
mercial type; and, fourth, the tax on optical equipment.

Senator TAFT. Was that because of lack of yield?
Mr. PAUL. For instance, the electric sign tax seemed to be admin-

istratively impossible.
Senator TAFT. Have we got a table of the estimates last, year on these

sales taxes, and the actual result? Is there any way we get a com-
parison and see how the different ones worked out? It would be very
interesting to have it aud )ut it in the record.

Mr. PAUL. A comparison of the kind which you suggest, Senator
Taft, is practically impossible to make and, if made, would not be
meaningful. For these excise taxes, the repeal of which we now sug-
gest, the ctimates l)re.ented at the tilae of the passage (Of the revenue
bill of 1941 were based on a full year of collections at I-lie fiscal year
1942 levels of business. Since the Revenue Act of 1941 was effective
October 1, 1941, with respect to these taxes, collections were received
from November 1941, through June 1912. Of course, we, could nov
make an estimate of what would have been received had the act been
effective on June 1, 1941, but such a comparison would not be signifi-
cant.

The CHAiIMAN. All right, Mr. O'Brien.
Mr. O'BnmN. Page 311, line '22, relates to the affixing of cigarette

stamps in foreign countries. It provides if the Government of a
foreign country l)ermits tile stamps of that country to be attached in
this country to cigars and cigarettes going there, then we will permit
the attachment of our cigarette and cigar stamps in tie foreign coun-
try to cigars and cigarettes that tire coming here.

I understand it relates particularly to Cuba. Tihe desire of the State
Department is to permit the aflixinig of internal revenue stamps to
cigarettes, and so forth, in Cuba.

Page 3t2, line 11, section 613, exempts the insignia, cap devices,'cbii
straps, and so forth, for use ill connection with the uniform of the
armed forces of the United States from the jewelry tax. It also
exempts from the jewelry tax smokers' 1)ipes if' the only part of the
pipe Which is made of precious mnital is the )art which is essential to
the functioning of the device.

Page 318, line 1, section 614, exempts from the definition of "sale"
water coolers the lease of which was made or renewed by the manu,
fac:urer or importer before October 1, 1941.

Section 615 ex:nmpts from the tax on business machines, cash registers
of the type uFed for registering over-the-counter retail sales.

Senator 'CLAIR. Is that a recommendation of the Treasury?
Mr. PAUL. It is Dot. One of the committee recommended that.
Senator DANAHFn. Why should there be an exemption of cash regis-

ters and not business machines generally?
Mr. PAurU. I do not know any reason why there should, except that

it was done.
Senator TAFT. Did the Treasury recommend the elimination of these

other txIs
Mr. PAUL. Yes; it did. You mean the rubber and electric signs?
Senator TA'. Yes,
Mr. PAUL. Yes.
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Mr. O'BmEN. The next change, section 616, exempts from the tax
on transportation of oil b pipeline certain what might be called local
transportation within bulk plants or refinery or terminal plants if that
transportation is not part of the through taxable transportation of oil.

Section 617 revamps the tax on so-called coin-operated amusement
and gaming devices. The first major change is to include different
kinds of amusement devices, not limiting it as the present law does to
so-called Pinball and similar amusement devices.

A furt ter change is that in the case of a vending machine which
operates by means of the insertion of a 1-cent coin, if that dispenses a
prize of the value of not more than 5 cents, then it is to be classified at
the $10 rate rather than the $50 rate. In other words, it is not a gaming
device; it is classified as an amusement device.

Senator BYRD. Has the rate of tax been changed?
Mr. O'BIEN. The rate of tax has not been changed.
Senator BYim. What is the tax?
Mr. O'BRIEN. $10 and $50; $10 on the amusement devices, and $50

on the slot machines.
A further amendment provides that there shall not be a requirement

that there be posted a list of special taxpayers who pay the tax on the
slot machines. Under the present law it is required that there be
posted in the collector's office a list of all taxpayers who are paying a
special tax; that is, an occupational tax. This says that that list shall
not include those paying the slot-machine tax.

Page 315, line 11, section 618, imposes a tax of 5 percent on the total
amount that is received in the pari-mutuel or totalizator pool.

Senator DANAIE. When you say "total amount," does that include
breakage?

Mr. O'BRisN. I do not know, Senator. I do not know anything
about that.

Senator TArt. You mean they go broke?
Senator DANAHER. I do not know.
Mr. SURREY (Stanley Surrey, Assistant Legislative Counsel, Treas-

ury Department). I could explain that.
Senator BARKLEY. What breakage are you talking about? Is it

financial or physical?
Mr. SURREY. The tracks pay off in even multiples of 10 cents or 5

cents. The difference between the odd amount of pennies and 5 and
10-cent multiples is generally retained by the track, and that is what is
called breakage.

Senator CLARK. What is the revenue?
Mr. PAUL. A little over $23.000,000.
The CHAIRMAN. All right, Mr. O'Brien.
Mr. O'BIn N. Page 316, line 17, relates to sales under chattel

mortgage.
Senator TArt. One other question I had in mind. Is there any other

means of wagering? Supposing you had an old-style race track
and wagering-there may not be any left; I don't know--does this
discriminate against the pari-mutuel?

Mr. TARLEAU. Yes; it does to the extent there are other types of bet-
ting going on. This is the one that is capable of administration.
Chasing around to the pool' halls, barber shops, and so forth, for a tax
on those other types of wagers would be impossible.
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Senator TArt. I was wondering whether the race track shifted over
from the pari-mutuel to some other system.

Senator BARKLEY. What is the totalizator? Is that where you total
tile horses?

Mr. PAUL. I im afraid our specialist will have to answer that.
Mr. SURREY. That refers to the machine which performs the com-

putations.
Mr. O'Bainw. Page 316, line 17, section 619 provides that where,

under the existing excise taxes, an article is sold under chattel mort-
gage arrangement providing for the payment of the sales prices in
installments, then instead of collecting the tax on the amount of the
sale at the time when the sale is made, on the entire amount, you
collect the tax on the installments as they come in. In short, it pro-
vides the same treatment as it provided'in the case of a conditional
sale. I understand in some States they do not have a system of con-
ditional sales, but. have a chattel mortgage arrangement which is very
similar to it. You pay the tax on the installments and not on the
total amount at the time the article is sold.

Page 317, line 7, repeals existing taxes on the occupation of being
engaged in the manufacture of mixed flour and on the manufacture ana
sale of mixed flour.

Senator CLARK. Is that the same old controversy about mixed flour?
Mr. O'BRIEN. I understand that has all (lied out, Senator.
Page 317, line 11, is the tax on the transportation of property. It is

a tax equal to 5 percent of the amount paid for tranportation, except
that in the case of coal the tax is 5 cents per long ton. The tax is to be
paid by the person paying for the transportation. The tax applies
only where the transportation charge is paid to the person engaged in
the business of transporting property for hire, and where the payment
is made to a freight forwarder the tax is on the amount paid to the
freight forwarder, but there is no tax on the amount paid by the
freight forwarder to the transportation company.

Senator BYRD. How much revenue does that bring in I
Mr. PAUrL. $163,000,000 on a net basis. By that I mean when you

charge this tax you must take into consideration a deduction for other
purposes. That is the true way to figure it.

Senator BYRD. The Treasury is opposed to it?
Mr. PAUL. It is.
Senator CONNALLY. It is opposed to the tax, you mean, on trans-

portation?
Mr. PAUL. Our reason for being opposed to the tax is we have been

told by 0. P. A. it would interfere very seriously with price ceilings.
Senator VANDENBERG. You were also told by W. P. B. when you

went over 80 percent on excess-profits taxes it would interfere with the
war effort?

Mr. PAUL. That is why we came in here with a proposal for the
post-war credit.

Senator BARRZY. What does this transportation tax return in
money? ",

Mr, PAUL. About $163,000,000 on a net basis.
Senator DANAHER. Mr. Chairman.
The CHAIRMAN. Yes, Senator Dahaher.
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Senator DANAHER. When do we expect to take up supplement U,
commencing at page 159?

'The CHAIRMAN. We are waiting for Mr. Rice.
Senator CONNALLY. Is that all on the excise taxes?
Mr. O'BEN. That is all.
Senator CONNALLY. I certainly want to express my appreciation. I

do not find any excise tax on husband and wife in community property.
The CHAIRMnAN. Is Mr. Rice here now ?
Mr. O'BIEN. I hoped he would be here before now.
The CHAIRMAN. Mr. Rice did not come in. Could you explain it ?
Mr. O'BRIEN. I do not know enough about it to explain it.
The CI IR AN. What is this? The withholding provision?
Mr. O'BRIEN. Yes.
Mr. PAUL. If you want to go on, or I think Mr. Tarlean or Mr. Stam

could explain it.
Mr. 0 BRiEN. We might take up a few more things in connection

with the freight taxes.
First, transportation by or for the United States is exempt, and, sec-

ond, whereas the other amendments in this title go into effect the 1st
clay of the first month which begins more than 10 (ays after the date of
the enactment of the act, this tax is postponed to the 1st day of the
first month which begins more than 30 days after the (late of the enact-
ment of the act. It gives a little more time to prepare for this tax.

Furthermore, everybody ;vho engages in the business of transl)ort-
ing property for hire is required to register with the collector of inter-
nal revenue in the district in which his principal place of business is
located.

I think that is all in connection with this.
I understand Mr. Rice is on his way.
The CIIAIIMAN. Is it the pleasure of the committee to hear Mr. Rice

and then adjolirn until Monday
Senator 13ARICIY. Yes.
The CHnAIM N. Senator Davis wished to ask the Treasuiry a

question.
Senator DAvis, Mr. Paul, yesterday I happened to be otut of the com-

mittee meeting when you were discusssing the section relating to the
taxable years embracing the calendar years. In regard to these
changes, I would like to ask the Treasury whether the accounting
difficulties of the Treasury would be greatly increased under this
change in the law ?

M'. PAUL; I do not know whether I would use the word "greatly,"
but they will certainly be increased.

Senator DAvIs. How much ? Can you give us an estimate on that?
Mr. PAUL. It is pretty hard to estimate accounting difficulties, but

there will be a considerable amount of new work that has to be done
on returns to be filed. However, it seems to me that those difficulties
and the other more serious problems in connection with that section-
by the more serious problems I refer to the fact that the people have
committed themselves on dividends and inventory problems-are prob-
ably worth the fairness that is achieved and the additional amount of
revenue that is derived.

Senator DAvIS. Inasmuch as there is a shortage of help around here,
would not there be some advantage to the Treasury in trying to
stagger it ?
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Mr. PAUL. We do not have any requirement ill this section depriv-
ing taxpayers of the fiscal year. All this section does is put the fiscal-
year taxpayers on a par with the calendar-year taxpayers. There is
no attempt--I want to make this clear-to say to taxpayers: "You
cannot use the fiscal year any more."

Senator TArT. "You can have it, but I"
Mr. PAUL. That water is pretty much over the dam, Senator. If

you have a fiscal already established, then you are up against this
rule and you are depending on what the committee does.

The CHAIRMAN.' All right, Mr. Rice, if you will explain to us
briefly the provisions of supplement U on page 159 of the bill.

STATEMENT OF STEPHEN E. RICE, OFFICE OF THE LEGISLATIVE
COUNSEL, UNITED STATES SENATE

Mr. RICE. This is the sul)plement that provides for collection at the
source on wages, bond interest, and dividends which are ineludible
inl gross income. It applies only to individuals, partnerships, trusts,
and estates. It does not apply to dividends or bond interest paid to
corporations or other organizations which are exempt from tax..

The problems the Bureau expects to encounter in administering the
supplement are similar i a great many respects to the problems they
have encountered in connection with social-security taxes. In one re-
spect the problem under supplement U has greater administrative
complexity than under social security because the supplement U tax
is merely a collection device and if at the end of the year $50 has
been withheld from the wages of an individual but because lie was
laid off during the year or because lie suffered a large deductible
loss and had no tax liability, the $50 withheld at the source would
have to be refunded to him. There is no such problem under the
social-security taxes since an employee's wages are subject to the tax
whenever they are paid and the tax money goes into a trust fund to
pay him benefits in later years.

The supplement has 8 sections beginning with section 425 and
ending with 432. Section 425 contains the definitions used in the
supplement.

Section 426 contains the requirement of withholding 5 percent in
1943 and 10 percent thereafter.

Section 427 contains the rules for determining the status of indi-
viduals for purposes of the withholding deduction, whether they are
married, single, or head of a family. The cases where both husband
and wife work. The rules applicable when the status is changed.

Section 428 specifies the person who is required to withhold the
tax and includes officers and employees of the United States and
the States.

Section 429 requires the withholding agent to make return and pay
the tax quarterly.

Section 430 deals with receipts required to be furnished the employee
by his employer showing the wages paid and the amount of tax with-
held and collected. Employers of less than eight are required to give
a receipt each pay day and'also a receipt at the end of the year cover-
ing the whole year. Employers of eight or more are required to give
the receipt only at the end 'of the year. The theory upon which the

70093--42--vol. 1-10
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smaller employer must give a receipt with each payment of wages while
the larger employer must give it only once a year is based upon the
fact that as a general rule employment is steadier with the larger
employer. His bookkeeping is more efficient. There are not so many
'"fly-by-the-night" larger employers. The experience under socialSecurity led the Bureau to recommend that smaller employers give the
receipt with each payment of wages.

Section 431 requires every employee to furnish withholding deduc-
tion certificates to his employer shoving whether he is single, married,
or a head of a family, so that the employer will be able to compute the
withholding deduction and thus be enabled to withhold the correct
amount of tax.

Section 432 provides for a fine of $1,000 and 1 year and a civil penalty
of $50 if the withholding agent refuses to furnish receipts to his
employees or furnishes false ones. It also provides a $500 fine and 1
year where the employee willfully fails to furnish the deduction
certificate to his employer or willfully supplies false information with
respect to it.

Senator VANDENBERG. Does not this involve a tremendous bookkeep-
ing burden on the part of every employer and the Government itself

Mr. RICE. Not too much in addition to what they already do,
Senator.

Under title II of the Social Security Act, as you know, that covers
one employee or more. All of the employers have had 7 years' experi-
ence with that, and they will be in a much better position to do this
job than they were to do the social security job back in 1936 when it
first went into effect.

Senator VANDENBERG. Yes; but they are in the position where-the
multiplicity of work placed on them by the Government is just about
ready to break their backs.

Mr. RICE. This will be an added burden; there is no question about
that.

Senator BARKLEY. To what extent will this change involve the
amount of revenue collected?

Mr. RICE. I think you will have to call on the Treasury for that
information.

Mr. PAUL. This will not change the amount of revenue in one sense.
Let me make this clear. This is not an additional tax, a withholding
tax it is a collection in advance.
. ' senator BARKLEY. It will make a difference, whatever difference it

will amount to between getting it at the source and running the risk
of not getting it at all at the end of the year.

Mr. PAUL. There is that risk, that is right. We cannot estimate
that. What I can say in answer to your question is we will collect
an advance payment of one and one quarter billion under the 5
percent and two and one-half billion under the 10 percent of the
following year.

Senator'VANDENBERG. Will it not involve a tremendous additional
administrative expense to you?

Mr. PAUL. It will certainly involve an additional administrative
expense. Whether it is tremendous is a problem that has to be
worked out.

Senator TAnT. How many withholding agents will there be?
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Mr. PAUL. You mean withholding agents in a nontechnical sense?
That is the person who investigates these returns?

Senator TArT. No; how many will collect the taxes and pay them
to the Government for somebody else?

Mr. Rrcx. All the employers of the country.
Mr. PAUL. About two and one-half million employers.
Senator TAr. How niany employees? 50,000,000?
Mr. PAUL. I am told something like 27,000,000 persons would have

taxes withheld at the source. There is exempted from this, farm
labor and domestic labor, so that, together with the exemptions
allowed before withholding begins, cuts down the number to a very
large extent.

Senator TAmT. There will be two and one-half million more re-
turns. How often do they pay it over to the Government?

Mr. RIc. Quarterly.
Mr. PAUL. Quarterly.
Senator TAFT. There will be 10,000,000 new returns practically

over what they have now.
Senator VANDENBERG. Is the Treasury in favor of this provision?
Mr. PAUL. It is very much in favor of it. It regards it as ex-

tremely important.
Senator CLARK. This is not a revenue measure.
Mr. PAUL. It is definitely important from the anti-inflationary

standpoint. It is also important in the sense which is suggested by
Senator Barkley, in that we will collect some money from people who
would not otherwise make any report on income. We cannot get
those fellows unless we have the collection-at-the-source method.

It is important in another sense, because with our tax rates going
up, it is important that the taxpayers get on a current basis with
respect to the payment of their taxes.

Senator CLAnK. They pay 2 years' taxes in 1.
Mr. PAUL. That is why we made it only 5 percent the first year.
Senator TArr. Or 3 years' taxes in 2.
Mr. PAUL. We tried to meet that problem by having the first year

only 5 percent, in order to get over the hump of the frst year.
Senator Tr. It seems to me we are permanently adding to the

revenue during the war $2,500,000,000. I cannot see why that money
for all time to come will not be an additional $2,500,000,000. It will
serve the purpose of an additional $2,500,000,000 tax.

Mr. PAUL. That is true. We have the large number of returns
provided for under this bill, something like 30,000,000 returns filed,
and it seems to me it is absolutely essential to the operation of the tax
that we have this system in the bill.

Senator CONNALLY. Mr. Paul, I readily agree with your theory
that a good many taxes will be gotten this year that would not other-
wise be gotten. because the taxpayers in th6 lower brackets have never
been used to paying taxes, do not know about it and would not pay it;
but, on the other hand, I understand there are 150,000 delinquents in
the social-security taxes of employees. Is that true?

Mr. PAUL. Yes; that is right.
Senator CONNALLY. A similar situation probably would obtain in

this respect.
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Mr. PAUL. We will have a delinquency problem, Senator Connally.
Mr. RrcE. Senator-if I may interrupt there, Mr. Paul?
Mr. PAUL. All right.
Mr. RIcE. There is one difference between the social-security em-

ployer not paying and an employee under the withholding system not
paying, because the employer at the end of the year has to pay an
income tax anyhow, if he is taxable. You might say he is putting it
in a savings bank until the time comes to figure his tax liability.

Senator CONNALLY. He is allowed a deduction, of course, on what-
ever he has paid.

Mr. PAUL, If the employer, withholds it; yes.
Senator BYRD. What you do is that in 1943, for example, he has got

to pay the 1942 tax, and then he pays the 5 percent in 1943 on his
income in 1943. That pyramids it.

Mr. RICE. Then, on March 15, 1944, he is entitled to deduct from.
his tax liability then payable the amount withheld in. 1943.

Senator BYRD. It does change the collection in the sense that it
anticipates it.

Mr. RIcE. That is right.
Senator Byru. Because, otherwise, under normal conditions he

would not pay his 1943 tax until 1944-March 15,1944.
Mr. RICE. 'That is right.
Senator BYRD. I want to ask Mr. Paul of the Treasury if they have

made an allowance for that additional income that would come in
t943 by reason of this anticipation within that calendar year?

Mr. PAUL. Yes; that affects our estimate when you come to collection
basis.

Senator BYRD. I mean, have you in your estimates of revenue to be
derived in the next fiscal year made' that allowance?

Mr. PAu,, Yes. Mr. O'lIonnell said yesterday that the added yield
of the House bill on the collection basis was a little over $4,000,000.000,
and in the second half of the fiscal year this collection will be in opera-
tion---collection at the source will be in operation-if this bill is
adopted. That has been taken into account.

Senator BYRD. What will be the revenue from this 5 percent that
you collect in 1943 on the 1943 income?

Mr. PAUL. A billion and a quarter.
Senator BYRD. Then the next year you have the same performance,

except you make it 10 percent?
Mr. PAUL. That is right; that will make it two and one-half billion

then.
Senator BYRD. That is an anticipation of revenue which normally

would not come in until the next year.
Mr. PAUL. Almost a year later. It brings the revenue in practically

a year earlier than under the present system.
Senator BARKLEY. After you get started out on a dead level, you

collect practically the same every year, assuming the wages would be
the same.

Mr. PAUL. That is right, if the rate would be the same.
The CHAIRMAN. Was this withholding rate of 5 and 10 percent

recommended by the Treasury?
Mr. PAUL. It was.
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Senator BYIRD. Now, this billion and a quarter additional that will
come in the calendar year 1943, that has been allowed for in your
revenue estimate as an income?

Mr. PAUL, Yes.
Senator BYRD. How much will that increase the income in 1943

for this entire bill?
Mr. O'DoNNELL. As I understand it, the tax is to be collected by the

withholdingagents currently and returned to the Treasury quarterly.
In one of the tables which I introduced yesterday in the record as
exhibit G, you will find a footnote which shows that of the individual
income tax collections of $6,840,000,000 in the fiscal year 1943, the re-
ceipts of the withholding tax in respect of calendar year 1943 incomes
which are included amount to $319,800,000. That represents the re-
ceipts of 3 months' withholdings on 1943 calendar year incomes as the
first quarter's withholdings are all that will be received during the
fiscal year 1943. We have not attempted to forecast business and in-
come levels beyond the fiscal year 1943, but if we assume that the
same levels prevail in calendar year 1943 as are forecast for fiscal year
1943, then the withholdings for'a whole year would amount to $1,285,-
000,000, and that will not all be received by the Treasury until the first
quarter of calendar year 1944.

Senator BYRD. There will be a greater anticipation in the fiscal year
1944. You get four quarters.

Mr. O'DoNNELL. That is right. You get receipts of one quarter's
withholding at the 10-percent rate so that the Treasury will receive
about $1,600,000,000 withholdings during fiscal year 1944, although
as I have said we have not attempted to forecast accurately that far
ahead. Of course the $1,285,000,000 withheld during 1943 is an offset
reducing the payments due ni fiscal year 1944 on calendar year 1943
incomes. The end result is receipts of 3 month's withholdings at the
10-percent rate or some $600,000,000, but credit against the March
payments included some $300,000,000 withheld and received in the
ivlous fiscal year so that it results in a net additional increase of some

$300,000,000 in individual income tax collections during the fiscal year
1944.

Senator B',ruD. Your estimates have allowed for that?
Mr. O'DoNNELLL. That is correct, as Mr. Paul describes it, on the

collection basis for fiscal year 1943, which is as far into the future as
we have forecast. All future Budget estimates would take collection
at the source into account if this method becomes law.

Senator BYnD. Your position is-and I assume it is correct--that
this is an anticipation and not an additional revenue?

Mr. O'DoNNELL. That is correct. It is another way of collecting
a tax, the liability for which is fixed by law now.

Senator E)ANAHE. Mr. Chairman.
The CHAMIMAN. Yes; Senator Danaher.
Senator DANAHEB. I would like to ask Mr. Paul if we have author-

ity in the law to hold liable, under threat of a penalty, the officers of
a State, Territory, or political subdivision thereof, who refuse to
withhold?

Mr. PAUL. Well, we have discussed that question. Maybe we do
not. I do not expect any violent opposition from these people. I
think it can be worked out on a cooperative basis if we have not that
technical capacity.
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Senator DANAHR. So you would really anticipate being able to
achieve a cooperative effort?

Mr. PAUL. That is right.
Senator DANAHEIi. Now, with reference to the matter of bond inter-

est as one of the items in the tax collected at the source, suppose
that a local political subdivision litigates the question of whether or
not the bond interest should be withheld and refuses thereafter to
withhold in all assertion of its own rights?

Mr. Rica. That is not includible in gross income, Senator. That
will not be subject to withholding. You are talking about municipal
bonds now?

Senator DANAHER. Yes.
Mr. RICE. If the interest on such bonds becomes taxable and is

required to be included in gross income, such interest will fall in the
same category as State salaries and will be subject to withholding.

Senator DANATIER. On page 160, lines 14 and 15, you say, talking
about bonds: "including those issued by a Government or political
subdivision thereof, or any agency or instrumentality."

Mr. RICE. That is right. Now, look on page 161, the next page,
the requirement about withholding down at the bottom of the page.

Mr. DANAHER. I See.
Mr. Rica (reading) :

There shall be withheld, collected, and paid upon all dividends, bond Interest,
and veges of every person, to the extent that such dividends, interest, and wages
are Includible in gross income.

Municipal bond interest is not.
Senator DANATFR. You are definitely excluding that?
Mr. RICF. Yes, sir; because it is not includible.
The CHAIRMAN. What about in the case of the New York Port

Aut6i rity, or some other instrumentality?
Mr. RicE. If that is ineludible in gross income, it is subject to with-

holding.
The CIAIRMA N. Suppose it claims it is not, and the Treasury claims

it is; then you have a lawsuit.
Mr. RrcE. That is right.
The CHAIRMAN. Then what are you going to do in the meantime?

Are you going to penalize them ?
Mr. TAIWAu. They would be liable or they would not be liable.
The CILRMAN. It says: "willfully refusing."
Mr. TAIRLEAU. "Willfully" would mean plainly in disregard of the

law and regulations without color of right.
The CHAIRMAN. In other words, lie refuses at his peril.
Mr. TARLEAu. No; "willfully" would mean recognizing his responsi-

bilities under the statute but not caring to comply with the statute.
"Willfully disregarding the act of Congress," that would be the type of
willful disregard that the statute contemplates.

The CnAmia t N. I was referring specifically to the penalty section.
Mr. TA ILEAU. Certainly you were. I know that point has already

arisen, but a willful disregard would be just a contemptuous defiance
of the act of Congress. You know there happened certain instances
of that in the past, persons who were just willfully disregarding the
requirements of the statute.
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Senator BARKLEY. In other words, knowing what his duty is lie
refuses to perform it.

Mr. TABLEAU. Certainly, but denying that lie has a duty and deny-
ing that the statute applies to him is an altogether everyday occur-
rence. People very frequently contest the Treasury's position or deny
the act is constitutional as to them. If they lave a color of right, of
course it is not willful. Willful is used in the sense of where a person
knowing his responsibility disregards it.

The &HAIRMAN, Where they have a bona fide dispute as to whether
they are liable, then you do not think they can be classified as doing
that willfully. If it is a bona fide question, where the courts have
not settled it and he in good faith raises the issue you would not
regard that as justifying the imposition of a penalty

Mr. TArLEAU. Certainly not. As has been pointed out, if you wil-
fully fail to file a return on a matter which is subject to tax, o f course,
it is subject to penalties. We have the question of taxability under
the statute now of holders of these Port of New York Authority bonds.
If they do not pay a tax on the bond interest, and they claim under
the statute that they are not subject to tax although we claim they
are, and they do not include bond interest in their income, of course,
they are not subject to penalty. As I have indicated, they have a
claim which defeats any claim that they are willful.

The CHIRMAN. That would be my interpretation of it. I wanted
to see whether that is the Treasury's attitude about it.

Mr. PAUL. I do not think there is any question about it.
Senator TArt. Mr. Chairman, is not this thing going to be infinitely

more complicated for the employers than under social security, asking
them to allow these exemptions every week, figuring out what must
be deducted ? It seems to me it is going to be much more difficult for
the employers than anything we have under social security, which is
just a flat rate on everything they pay.

Mr. RicE. Senator, the scheme in general is that the employee will
file a withholding deduction certificate, which will be printed'here in
Washinaton and sent out by the Treasury to all employers. It will
show wflether lie is single. whether he is married, whewtier lie is the
head of a family, and it will show his dependents. That will be filed
with the employer at the beginning of the pay-roll period. The only
thing the employer's bookkeeper has to do is look at that and then go
to the table which is set out on page 162 to find out how much he will
have to withhold over and above the withholding deductions that are
set up in that table. For instance, if a man is single lie will so indi-
cate on his certificate that lie files with the employer. If he has a
weekly pay-roll period, the employer will withhold on that part of his
wages which exceeds $11.

Senator TAFT. It makes an awful difficult job to get those certifi-
cates. That would be a perfectly tremendous job. A man that has
5,000 employees, he will just be hammering day and night to get, them
out.

Mr. RiCE. If he does not, then the employer treats them as a single
person and he withholds everything over $11, no matter whether he
is married, no matter how many dependents he has.
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Senator TAn. If he is getting $50 that week and he deducts $11, that
leaves $39.

Mr. RICE. He withholds $3.90.
Senator TA-r. He has got to figure 5 percent on that. Each week

you pay them different amounts because they work different hours,
so it has to be figured each week as to what tie withholding is going
to be.

The chief reason I would be opposed to it, it seems to me, is that
it almost eliminates the possibility of a compulsory savings plan,
which I think we must come to in the case of bonds. I do not think
we can duplicate a withholding tax. The only way I can see whereby
you can work out a possible savings plan would be to withhold.

Mr. RICE. These people way down in the lower-income group of
$11 a week are not going to be able to buy bonds anyhow, with the
higher cost of living and the higher taxes being imposed; they just
cannot buy bonds.

Senator TArt. They cannot pay taxes either.
Mr. Rico. They cannot do both. This will help them to pay their

taxes.
Senator TArT. This is based apparently on the theory that the total

pay roll that is going to pay tho taxes will be only $25,000 000,000.
That seems to be the basis of the figures. Whereas we know the total
pay roll of thee country is going to be $75,000.000,000. So these deduc-
tions, when you get through, are going to be taken from (ne-third of
the pay roll, although the complication of calculating them is a tre-
mendous complication. Is not that correct? I nean, when you get all
through you deduct about one-third of the lroY roll.

Mr. PAUL. That is about right. I want to go back, however, tlp a
previous statement you made, Senator Taft, that this would be a bar
to the compulsory savings plan, if it should be necessary to adopt
that. It seems to me that quite the contrary is the ease. This sets
up the machinery which will facilitate the operation of a compulsory
savings program if it should be necessary to put such a program iceto
effect.

The CHAIRMAN. If you could raise your percentage of withholding
o 10 percent or 15 percent and go away from your normal on your
individual income, you would have that system set up?

Mr. PAUL. Yes.
Senator TArT. It seems to me if you would just take a flat 5 percent

from everybody, as the social security does, and let the social security
do it, you could work it with half the machinery.

Mr. Rrcx. The social security does not collect those taxes, Senator.
Senator BYRD. What classes are exempt?
Mr. PAUL. Agricultural workers and domestic servants.
Senator BYRD. Where does the difference between the 25,000,000,000

and the 75,000,000,000 go? Where is that 50,000.000000 exemption?
Mr. PAUL. Anybody who gets below these exemptions enumerated

here, depending on the status of the employee.. For instance, a mar-
ried person with dependents making less than $26 a week would not
get any withholding.

Senator Bya). As a matter of fact, is not this true, Mr. Paul:
That the anticipation of this really gives you $1,250,000,000 addi.
tional revenue?
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Mr. PAUL. In one sense it does, in that the year following you are
constantly ahead of the game, too.

Senator BYRD. You are still anticipating?
Mr. PAUL. That is right.
Senator Byne. This will give you, even through the period of 10

years-it will give you $1,250,000,000 more revenue than what you
would otherwise get?

Mr. PAUL. If business goes bad it starts to go in the other direction
and you would have an effect in reverse.

Senator BA1IKLFY. That only applies for the 1 year.
Senator BYRD. It applies constantly.
Senator BARKLF.Y. It comes off the next year's taxes.
Senator BYRD. You get the taxes the next year.
Mr. PAUL. You are always a year ahead on the collections.
Senator BARKLEY. You are a year ahead on the collections but you

are not ahead on the liability.
Mr. PAUL. In the sense of liability, you are not ahead; in the sense

of collection you are ahead.
Mr. TARLEAU. If this fellow from whom you collect the 5 percent

becomes uneml)Ioyed, within the year of unemployment under the
existing system you still get the taxes of the prior year, ,which is one
of the reasons we like this new system. Under this system in a year
of nonemployment you will not be collecting the 5 percent.

Senator BYRD. Assuming the same level of employment, you would
be getting in actual cash $1,250,000,000 more than you would other-
wise get over a period of years.

Senator Trr. Two and one-half billion more.
Senator BAIRIKLEY. You do not get any more money, simply because

yo, collect in advance.
Mr. PAUIL. You are always ahead a year on the collection basis.
Senator CONNAL.LY. Is it not just like the fellow who rents on apart.

ment and pays $25 in advance, and when he pays the balance lie does
not pay the $25 that he has already paid?

Mr. 'PAUL. That is because in your example, Senator Connally,
when your lease terminates you get credit for the $25. But the
Senator is right in respect to the thought that you are always, on
the collection basis, so much ahead.

Senator CONNALLY. You are not getting so much total reveime
more. The revenue you would be anticipating this year you would
get next year.

The CHAIRMAN. You get another anticipatorv payment each year.
If we pay the taxes in advance currently. it is all right until you
come to the end some place. You finally'lose something somewhere.

Senator VANDENBERG, How does the employee get his refund if he
gets some back?

Mr. Rycr,. le is given a receipt by the employer on each payment
of wages. or at the end of the vear, or upion termination of employ-
ment. That receipt is filed with his return to show if too much was
deducted. For instance, if lie has only worked half the year. the em-
ployer deducted only during the first 6 months that he worked; and,
since he did not work for the other 6 months. he would have no tax
liability. He will file his receipt with his return, and, if the amount
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of the refund is $50 or less, it is paid to him immediately. If it is
more than that, it takes the ordinary course of refunds.

Senator VANDENnErm. That would be 3 01 4 years?
Mr. RicE. I don't think they are that far behind.
Senator TAFT. Looking at it from the point of vjew of the work that

is involved, you are imposing a new 19-percent income tax, and this
has the effect of making it 24 percent next year; as far as I can see it
is a tremendous increase on the individual workman.

Mr. PAUL. It has the effect of increasing the payment next year to
24 percent. 'That is 19-percent liability for the previous year and 5
percent out of the current year.

Senator RADCLIFE. How would you reckon the amount of taxes paid
on this bill that might be deducted? When would the accounting
come in on that?

Mr. RCE. You would withhold during the calendar year 1943 5
percent of his wages, all through the calendar year 1943; then, when
it care to paying his income tax on March 15, 1944, for his 1943 in-
come, he would look to see, as evidenced by the receipts that his em-
ployer gave him, how much had been withheld. Say, for instance, $25
had been withheld during the calendar year 1943 and his tax liability
was $100, lie, would owe the Treasury at that time $100 minus the $25,
or $7.5. There will be a space on these income-tax returns to show the
credits, and he will just fill in that amount and then deduct it from
his tax liability.

Senator TAxr. How many employees would it take in the Treasury
Department to run this show?

Mr. RIcE. It has been estimated between 8,000 and 10,000.
Senator TAFT. From 8,000 to 10,000?
Mr. RI E. Additional employees.
Senator CONNALLY. Just on this one item alone?
Mr. RICE. Yes, sir.
The CIAIRMAN. Are there any further questions of the Treasury at

this time, or shall we now recess until Monday at 10 o'clock?
Senator VANDriN.iEO. r he next year sometime.
The CIIIMAI,. No; Monday at 10 o'clock. Mr. Rice, you will be

designated as the expert on this particular division.
(Whereupon, at the hour of 1: 25 ). m., the committee recessed to

10 a. m., Monday, J'uly 27, 1942.)
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MONDAY, JULY 27, 1942

UNITED STATES SENATE,
COMMrTrEE ON FUNANCE,

Washington, D. C.
The committee met at 10 a. I., pursuant to adjournment in room

312, Senate Office Building, Senator Walter F. George (chairman)
presiding.

The CIIAIRMAN. The committee will please come to order. Mr.
Seidman, you are listed as the first witness this morning. You may
proceed.

STATEMENT OF M. L. SEIDMAN, CHAIRMAN, TAXATION COM-
MITTEE, NEW YORK BOARD OF TRADE, NEW YORK, N. Y.

Mr. SEIDMAN. Gentlemen, I am appearing here as the chairman of
the taxation coniaittee, New York Board of Trade.

The obvious reaction to a tax bill that is to raise $6,000,000,000
to meet a 1943 deficit of nearly $60,000,000,000 is that it is totally
inadequate.

This is not to say that the tax bill now before you gentlemen fails
to dig deeply into additional sources of revenue. It does, in fact, go
to the limit of endurance for many who are already carrying a le'riic
tax load.

What it fails to do is to bring in everybody who can and should
share the burden. Instead of 7,000,00 new taxpayers, this bill should
produce twenty-five or thirty million new taxpayers. It could do it
either by removing all exemptkions or by a sales tax.

No one need worry about wartime millionaires under this bill.
There is one pesOin in this country who in 1940 reported a taxable
income of $5,000,000. Under this bill, his Federal tax would be
$4,374,016, and if le happens to live, say, in California, his State
tax would be $740,590, making a total tax of $5,115,566 on his $5,000,000
income.

If this man, on a cash basis, were smart enough to prepay some of
the State tax, be might perhaps be let out with an even $5,00,000 tax
on his $5,000,000 income, but anyone who is dumb enough to have a
$5,000,000 taxable income, would not be smart enough to come in out
of the rain. For, if this man had only a million dollar income, he
would actually be permitted to keep $4,000 of it instead of ending up
$115,566 behind the eight bail. At any rate, it is obvious that incomes
in this class can be crossed off the list if we are looking for more
taxes.
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On a $100,000 income under this bill the Federal tax is $65,000 and
the top rate is 83 percent. Even at $10,000 the race is 38 percent
and at $26,000 it is 61 percent. Here, too, then, it is obvious that the
proposed rates are exceedingly high and that after their imposition,
even moderately large incomes w'il1 no longer exist. If all incomes
over $25,000 were completely confiscated instead of being taxed as
proposed under this bill, I estimate the Government would- collect an
additional $500,000,000, which is less than 1 percent of the $53,000,-
000,000 deficit. It should thus be clear enough that additional revenue
in any sizable amount can come only from income sources not now
taxed.

While this bill goes all out in taxing our middle and upper classes,
it completely exempts from income tax more than 60 percent of our
families, about half the number of our wage earners and more than
half of our total national income. Here, then, is its major defect.
Our able Secretary of the Treasury, in his excellent statement made
before you gentlemen last week, stated it to be his conviction that the
)eo)le of this country want a courageous tax bill and that they are

ready to make greater sacrifices than some of us imagine.
I propose, for the duration, a 10-percent war tax on every dollar of

net income that is exempt under this bill because of personal exemp-
tions or credit for dependents. This is to be conditioned upon tie
present normal tax remaining at 4 percent instead of the proposed
6 )ercent. I estimate that the net result would be an additional
$5,000,000,000 in revenue. In the alternative, I propose a sales tax
to raise about the same amount.

Coupled with this, there should be removed the exemption now
enjoyed by tax-exempt securities. No exempt securities should here-
after be permitted, and exemption of those already outstanding should
be removed for the duration. While it is undoubtedly true that in-
vestors have bought these securities on a low-yield basis, so that they
are in effect already paying a tax on the income, it is nevertheless
in the interest of morale, especially when people with small incomes
are required to make great sacrifices, that this exemption be removed,

Senator VANDENBEaO. Do you dismiss the constitutional question, or
are you satisfied that there is no constitutional question?

Mr. SEl1MAN. I am satisfied there is a constitutional question that
will be before the Supreme Court very shortly in the New Yorke Port
Av ]ority case and they will decide that for us.

Senator BARKLEY. You do not want to wait until they decide it, you
want to go ahead now?

Mr. SEIDMAN. I believe there is a doubt. I believe we have passed
le_-islation here before on the basis of the supposition that it is con-
stitutional.

Senator BARKLEY. Let me ask you this question. I am asking the
question in good faith. Where a Member of Congress has an honest
doubt about the constitutionality of a measure, lie may vote for it with
those reservations, understanding, of course, that the courts will have
to pass upon it, but where a Member is convinced in his own mind that
an act is unconstitutional, do you think he ought to vote for it regard-
less of that?

Mr. SEIDMAN. I do not think so,
Senator BAIRKLEY. I agree with you.
Mr. SEiDMAN. Thank you, sir.
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Senator BRowN. Mr. Seidman does this represent a change from
the former attitude of your association?

Mr. SEIDMAN. No; we have always been for the removal of tax
exemption on securities.

Senator BRowN. I did not know that.
Mr. SEIDMAN. Yes, sir. I have repeated that before this body for

some years past.
This bill proposes to withhold at the source the income tax on wayes,

dividends, and bond interest at the rate of 5 percent in 1943 and 10
percent thereafter. The stated objective is to retard inflation and to
collect tax now escaping through sheer failure on the part of the
recipient to reportit as taxable income. As to wages, however, only a
tax on income above exemptions is to be withheld. The employer is
accordingly required to give effect to a pro rata credit for personal
exemptions and dependents with every payment and every with-
holding. He is made the Government's tax collector, bookkeeper, and
custodian. In addition, he is required to obtain a certificate from each
employee as to his or her marital and dependency status, and to give
a receipt for all taxes withheld. Receipts are also called for in con-
nection with each dividend and interest item paid, and, of course, all
withholders must file detailed returns and regularly pay over the tax
withheld.

Because of the strictly prescribed nature of the income to be with-
held, careful definitions and minute rules are laid down covering
master and servant relationship, and the treatment of such items as
commissions, bonuses, profit-sharing arrangements, and so forth.

Payments to independent contractors, individuals in the professions
or in business, also come in for detailed treatment. The whole scheme
is so elaborate and is bound to impose such a terrific burden upon
business already overwhelmed by governmental requirements, that this
newest of proposals seems entirely out of gear when considered in
terms of additional revenue or in terms of arresting inflation,

If any taxable income under present law escapes tax, it can readily
be discovered by a check against the Government's social security
records or by tightening up the reporting machinery now in opera-
tion. Every income payment instead of only those above certain
exemptions could be reported. And as to the effect upon inflation,
considering the rate of withholding and the exclusions for personal
exemptions and deductions, the plan does not seem worth the candle.
Possibly the implication made here the other day that this would set
up machinery for a compulsory savings plan throws some needed
light on the subject.

For a more e ective check on buying power, as well as for getting
the revenue more quickly into the Treasury, I suggest that all income
and excoss-profits taxes-and I mean income and excess-profits taxes
of corporations and income taxes of individuals-be hereafter pay-
able in monthly instead of quarterly installments. For what is still
uncollected for 1941 and due next December, the first monthly install-
ment can begin with October 1, 1942. Similar payments can be made
on November 1 and December 1, 1942.

Begnning with January 1, 1943, and monthly thereafter, all tax-
payers could be required to remit one-twelfth of their estimated self-
calculated tax liability for the year 1,942, until their actual liability
is determined through their filings of a timely 1942 return.
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After that, they can continue to pay monthly installments on an
actual liability basis. Or, January and February can be pam.icd by
and beginning with March 15, 1943, and monthly thereafter, pay-
ments can be made on an actual liability basis.

Except for sonie minor concessions to small corporations, this bill
proposes a 45-percent tax on all normal profits and a 90-percent tax
on excess profits.

In judging whether or not that is desirable or economically sound,
we must not lose sight of the fact that a corporation's income is
earned for its stockholders. To the extent that it pays a tax on its
income before distribution to stockholders, there is thus a tax dupli-
cc:tion. Such duplication is reasonably tolerable when tax rates are
low, but it becomes unbearable with extremely high rates. It is
hardly necessary to demonstrate that under the proposed corporate
rates, even for stockholders in the middle-income brackets, every
dollar earned by a corporation would leave them only a few cents
after they are through paying their own tax on the little that is left
for dividend distribution.

If we were to grant that the profit motive is today unnecessary, there
would still he needed an incentive for efficiency and economy in pro-
duction. As the Secretary wel! pointed out, experience has shown that
when taxes are too high they result in extravagance and waste in the
conduct of business. With a 90-percent excess-profits tax rate, I am
of the opinion that the combined normal and surtax rates for corpora-
tions should not exceed 331/3 percent, except for capital-stock tax ad-
justmnents, which I shall comment upon in a moment. Also, I would
rather see a 100-percent tax on excess profits, with a 25-percent post-war
credit, than a 90-percent tax with a 10-percent post-war credit.

Senator VANDENiito. Everything depends, does it not, on an a&6u-
rate definition of what excess 'profits are?

Mr. SFrDMAN. That is correct. That is always a prerequisite.
In any event, once normal profits are arrived at, the full amount-

not 95 percent of it, as is now the case--should be used as the yardstick
for measuring excess profits. Why this yardstick should be tampered
with and shrunk by 5 percent, after it has been carefully determined,
the taxpayer never can understand, and he will continue to feel short-
changed until this obvious injustice is corrected.

Many small businesses are today severely punished under our tax
laws for having adopted the orporate form of doing business. These
little companies are nothing more than partnerships, originally incor-
porated for such minor advantages as the corporate form of doing
business affords. They did not then bargain for a steep income tax,
plus a healthy surtax, plus a guessing-contest capital-stock tax, plus
a burdensome excess-profits tax plus substantial individual income
taxes upon receipt of the remains of the corporate income. Small
wonder that these little businesses would now like to be recognized as
partnerships, which, in effect, they really are.

There is no reason, in justice or equity, why they should not be
so treated for tax purposes. Each stockholder could then be required
to pick up his pro rata share of the corporation income in his personal
return, just as lie would have to do in a partnership. Loss of revenue,
could easily be made up by ra'e adjustments. I respectfully urge thaft
this change be made.
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The bill still proposes to retain the capital-stock tax in spite of the
Treasury's recommendation for its complete elimination, The Secrb-
tary had this to say on the subject when appearing before the Ways and
Means Committee:

The uncertainties of this period also make it Inportant to reduce to the
minimum the necessity for prophesying. The capital-stock tax and the asso-
clated declared value excess-prolits tax are determined largely by the accuracy
of guesses about futures profits. It is suggested that the revenue produced by
these taxes can be more fairly and less harmfully produced by the other taxes
on corporations and that accordingly the capital-stock tax and declared vane
excess-profits taxes be repealed.

It; is difficult for taxpayers to understand why, in the face of such
a recommendation, this thing should not be done. The Ways and
Means Committee in its report accompanying this bill, recognizes
some of the difficulties and tries to remedy them by providing for an
annual declaration of value in lieu of the present 3-year requirement.
That still leaves a substantial element to chance and coin-flipping.
Certainly should be substituted for guesswork. The tax should be
removed and loss of revenue made up by adjustment of the normal
or surtax rate on corporate income.

Senator VANDENBJEIG. Do you have in mind the figure on that point
that would be lost in revenue?

Mr. SEIDMAN. I do not believe it would make a difference of a
fraction of 1 percent on income. The loss of revenue, I think, is
$200,000,000.

The bill proposes a complete rearrangement in the treatment of
capital gains and losses for individuals and corporations. The
changes are in the right direction except for continuing to tax short-
term gains at full normal and surtax rates and for limiting the de-
ductibility of a net capital loss to $1,000 in any 1 year. I appreciate
the difficulty of some of the problems here involved and the extent
to which the drafters of this bill have gone to overcome them. I
believe, however, that simplicity and considerably fairer results can
be attained if no distinction were made between short- and long-term
gains or losses. If, however, the distinction is to be made, then I
suggest, both as to individuals and corporations, a tax limit of 15
percent for long-term gains and losses and 30 percent for short-term
gains and losses.

This should prove desirable even from a revenue point of view.
Experience has shown that the -volume of capital transactions in-
creases in inverse proportion to the tax rate; the higher the rate, the
smaller the volume. That is readily understandable, for such trans-
actions are nearly always within the control of the taxpayer, and
since they frequently mean nothing more than his getting out of one
investment and into another, they are avoided altogether if the tax
cost is too high. As a result the Government gets no revenue at
all when it might get some ii the rates were not so high. As an
unfortunate byproduct these high taxes act as an obstacle to the free
movement of capital from industry to industry. In terms of our
war effort, that means capital is being prevented from moving into
industries where it is most needed or from being converted into cash
for the purchase of War bonds.
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The act proposes a basic change in the treatment of fiscal year tax-
payers. The Ways and Means Committee, in its report, makes the
point that so long as there is no great difference in tax rates between
years, the present arrangement works out well but with drastic rate
increases, hardships and competitive disadvantages result to calendar
year taxpayers as compared' with those on a fiscal year basis.

If this ble true, then the converse is also true anll competitive posi-
tions will be reversed when rates are adjusted downward as we hope
some day they will be. Over a perio(l of time, such advantages and
disadvantng,,s necessarily cancel out. There are, however, other i-
portant considerations involved. For nearly two decades, business
associations and professional account aLnts' organizations have stressed
the advantage of the natural business year in particular trades or
businesses, for the taking of inventories, closing of books and pre-
paring tax returns, Income is more clearly reflected in a natural
fiscal year than in a calendar year. Among other things, seasonal
pressure is avoided, inventories and receivables are then usually at
their minimum, debts are correspondingly liquidated and accounts can
be closed with the least number of adjustments.

Accounting firms have particularly appreciated this spreading out of
their auditing and tax work over the year and have passed along to
their clients the benefit of reduced costs over calendar year closings.
Also, the work is done more carefully, with less pressure to meet the
March 15 deadline for calendar year returns. Similar pressures have
been eased for the Government as well, resulting in fewer extensions
and more accurate returns.

If it is the purpose of the bill to tax all income earned in the same
calendar year A uniform rates, then the bill is seriously defective in
that it taxes LAI income of fiscal year l)artnerships at 1942 rates to
partners reporting on a calendar year basis. Thus, if a partnership is
on a January B1 fiscal-year basis the partners in their 1942 calendar
year returns will be taxed as if their share of the partnership income
were all earned in 19J2, although in fact onrly one-twelfth of it was
earned in 1942 and eleven-twelftlis were earned in 1941 and should be
taxable at the lower 1941 rates. Surely this change should not be
made only in the case of corporations, w-here it happens to work out
in favor of the revenue and not in the case of partnerships, where it
works against the revenue. At least this correction in the bill should
therefore be made, otherwise the effect will be to discriminate against
the smaller businesses which are usually conducted in part nership form.

The entire proposal as to fiscal years harks back to the system last
embodied in the 1932 Revenue Act. We had experience with the
administration of this provision in that and prior revenue acts.
Thtere were good and sufficient reasons for making the change to the
present method. Those same reasons still apply. The preparation
of a fiscal year return on a double tax-law basis is so thoroughly con-
fusing and the arrangement carries with it so many undesirable fea-
tures.for the taxpayer that lie is bound to want to return to a (alendar-
year basis of reporting. That would be a great pity after these
many years of accomplishment in the field of fiscal-year accounting
and Income-tax reporting.

The bill proposes to treat losses from nonbusiness debts less favor-
ably than those incurred in a trade or business. They would be con-

150



REVENUE ACT OF 1042 151

sidered as short-term capital losses and their deductibility limited to
that extent. It is contended that nonbusiness bad debts are fre-
quently the result of loans made to friends or relatives, and that re-
payment is not expected. Of course where that is actually so, it has
been the practice of the Treasury D$epartment to disallow them as
gifts and not debts at all. That practice can and should be continued.
On the other hand, where the taxpayer has made a bona fide loan in
good faith, the loss should be allowed as any other bad debt.

With the extreme tax rates under this bill, on profits that are likely
to evaporate, one wonders what has happened to the announced pur-
pose of permitting a reasonable reserve to be set up out of taxable
income for possible inventory losses. One must remember in taxing
a business, that it is the average income over a number of years rather
than that of a single year that counts. The profit of a single year,
even in normal times, does not represent the true earning power of a
business. Yet, with tax rates reaching the confiscation point, a single
year's profit is still the basis for tax'. Should a loss year follow
rather than precede a profit year--a phenomenon with which I fear
we're going to have a lot of experience-then even the slight relief
afforded by the limited net-loss carry-over provision is denied the
taxpayer.

The net effect of this is to tax profitable years with little regard
for loss years. That is indeed a ond-sided arrangement even in
normal times, but is particularly objectionable in times like these,
when staggering losses may appear overnilit, wiping out accumu-
lated earnings, reserves, and even the capital of a business.

Good accounting practice and good business usage ca1 for reason-
able reserves to be set up out of current earnings to meet such risks.
This is urgently necessary today in the valuation of inventories. For,
with rising prices under war conditions, there is an element of infla-
tion in inventories which should not be included in taxable income. A
tax is now paid on this inflation, and there is no way in which the tax-
payer can hope to recover it when the bubble bursts. The obviously
equitable thing to do is to provide for the loss by a reserve taken out
of the very profits which include the inflation. At present, such a
reserve is not deductible from taxable income. It should be.

The present law gives a limited right for carrying forward net
losses from one year to another. No provision, however, is made to
carry losses back to profitable years. Such a provision is today s.irely
needed.

No one can say whether a company has really made any excess
profits until this war is over. Much will depend upon what happens
from b ere out and especially during the first 2 or 3 post-war years. All
of the profits which corporationst have been permitted to retain will
usually be found in the form of inventory, plant, and other assets at
inflated values. Substantial post-war losses may be expected in the
liquidation of these assets. Such was the case after the last World
War. Many companies who had paid huge excess-profits taxes found
themselves in bankruptcy when the assets represented by these profits
had finally to be liquidated.

To avoid a similar condition, it would seem appropriate to provide
that profits made in any year beginning with 1940 shall be subject to
adjustment because of, osses in any of the 3 years following.

70fl3-42-vol. 1--11
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That is not too much for business to ask when it is required to pay
I 90-percent tax on profits that may turn (lilt to be nonexistent.

I respectfully urge you gentlemen to make that provision in this
bill.

Senator VANDENBER0. Mr. Chairnina, I want to conllilelIt onl one
figure onl page 2 of Mr. Seidnian's prepared statement, because I think
it is very important.

Ever since the President an(l the Treasitry made their widely pub-
licized suggestion that inconies should be held to a ceiling of $25,000
my mail would indieite that there are thousands of leoil)le ill the
country who think that is till we need to do to piay for tile war.

In fact, I received Some resolutions this morning froti very inplor-
taut labor organizations, passed on the theory that till you have to (h
is put this $25,000 income ceiling iito effect, and that stltles every-
thing, you do not have to ralse any more taxes. I w-ant to ell)hasizt'
Mr. Seidman's figure and I want to place it, alongside Mr. Morgen-
than's figure of how mich we are spending it day. Ile says we areo
spending $150,000,000 a day on the war. Yot estimate that if We con-
fiscate all of the $25,000 incomes and above in addit ion to the existing
I axes, we would only get some $500,000,000.

'herefore, instead of paying for tie war, we would jut pay for 31/,
(ays of the war. I just want to mtke that plain, heclise I tilink it is
esseiltal to straighten out public thinkilig il the sulbject.

Senator BAIKLEY. Do you have the figures as til how ity ilidivid-
liitls this would apply to?

Mr. SEIDIMAN. I estimate ahoiut 45,000, ltiler 50,000. There are
tiIder 501000 individuals in this country who have i1 ionoe if more

than $25,000 i year.
Senator BIim.Y. If you lint ited the imicome to $25,000 after tihe

playnient of taxes, of cou'ise, that would be a variable s n, depending
upon the individual, so that the real net income would not he $25,000
but it would be a variable figure, depending on how much taxes tile
individual paid-State, county, city, and others.

Mr. SEIDM AN. That is correct, of course. For ilistance, i mtn living
ill North Dakota, in order for hin to have $25,000 left, inay have to
receive it $100,000 income, because the State takes about $12,000 from
the $100,000 and the Federal Government may take away about
$65.C00; that totals $77,000.

Ie would not have $25,000 if he Illakes $100,000 of ilnoinle. There
are only abolit 3,000 individuals ill this colitllry who have it $100,000
ilcolilme.

SPelatOr I3AIJLEY. Have vl givon aly study, or do ill kn(tw of
anlyhody who hits, to tile relative mileritsof a I'0rooslI to exempt' all
taxes il arrlvilng at a ceiling ililcole of say. of $25.000, tand the exemip-
tion of iisurallce preil1 (i l tile life of tile ttlxlayer ?

(if Course, e\tryhody wlt) owns property pays taxes on it to support
the (ovel'rnmellt. I a(l, of course, to prevent it from being sold aid to
PreveIt dispossession ; for the saie retsolln. to trotcct one's famlily they
ilsilre their lives and pay (lt ill.lulane prelhlinf oil it.

Have you given ally' thloughlt to the relative merit, of those two
.xenpti , ns, taxes and insurance premiums, for instance?
Many people have no property, but in order to protect their fair-

ilies in ease of deathh , they iisure tleir lives, intid that opertites in tho
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sait' way, in the long run, as bequeathing property to a descendant
upon which taxes are paid ; this thing presents to m1e Some analogous
possibilities of tretntment. I wonder if you have thought anything
about it ?
Mr. SEIDMAN. I have, sir.
In attempting to limit, income to $2.5,000 you would, in justice, have

to, nke, some provision for obligations of tlhat kind, but I would like
to say in this regard that, in my opinion, this present bill that is now
before you genitleimen in effect eliminates incomes over $25,000 com-
pletely,. If you give effect to provisions for insurance and a reasonable
provision for payment of debts that very bill before you confiscates
everything tbove $25,000.

As you have seen, in the case of tile $1,000,000 income, it may take
everything, ii th(, case of the $5,000,000, the taxpayer may owe the
(lovernmnent money for making the income.

Se m tot' llAPIrw. You mean, over aiiid above the income?
M. SEXIMAN, Yes, indeed, sir.
The CIMRU.\N. You mean when taking into consideration the State

income tax.
.it SEImAN. Yes, but that is a deductible tax.
The ('HAIRMAN. Yes.
Mr. SERDmAN. He clanot retail) that to pay his living expenses with.
'le CH.U1I;AN. You suggest setting 1) reserves here, Mr. Seidian,

out of the profit of tile current year You do not suggests any figure.
Have you giv en any thought to that point, as to w hat reserve it

should be?
Mr. SrnMN, In coiliiection With inventories. I (10 not believe that

.N (, Cn arbitrarily set ul) tny figure and say this shall be the measure
of the reserve to bew set ilt. Our re'venue laws have had experience
with reserves.

For instance, in the case of badl debts, the law permits a reasonable
resolve to be taken out of th& annual income for bad debts.

Now, the law can well be in its broad terms its that in connection with
inventories.

Tlh CHlIRMAN. I see.
Are there any other questions, gentlemenV
Senator Bynn. Mr. Seidma, I was not here when you read the first

prt of your paper . This estimate of $1500,000,000 increase in Federal
taxes on income above $25,000, the proposal, as I understand it, was
that $25.000 be permitte(l to be allowed after the payment of taxes.
When you stated that would bring ilt $500,000,000 did you take into
coilsi(leration the taxes?

.Mh. SmimtN. Yes, indeed; I am taking into consideration the
taxes proposed by this bill, how much would be left to the taxpayer
if the (Government took the rest of it over $25,000.

Senator Bfym. Then you would get the $500,000,000 by taxing
(lown to $'25,000?

Mr. SPmIMAN. Yes, sir.
Senator Byn). After they paid the present taxes?
Mr. Sr.DMAN. That is right, sir.
Senator VANDEmNEm. No; your figure nealns that if they took

everything, yoi would oily get $500,000,000?
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Senator BARKLEY. You mean, of course, after allowing the man
$25,000, after his taxes have all been paid. Those taxes are normal
taxes that he has paid. You say then there would be still $500,000,000&
more that would be gotten by limiting all incomes to $25,000?

Mr. SEIDMAN. That is correct. If this bill were to read that all in-
comes above $25,000 are hereby confiscated instead of what it now does
read, the net result would be $500,000,000 more to the Treasury.

Senator BYRD. In other words,.that is based exactly on the proposal
that the President made.

Mr. SEIDMAN. Yes, sir.
Senator BYRD. In other words, that you could be allowed $25,000

above your taxes.
Mr. SEIDMAN. Yes, sir.
Senator BYID. And this $500,000,000 would be all that would accrue

from that taxation.
Mr. SEIDMAN. Yes, sir.
Senator B.vRLEY. In case where a man had a million dollars' worth

of property, lie would be allowed to deduct taxes on all that property
in arriving at the $25,000?

Mr. SEIDMAN. Yes, sir.
Senator BARKLEEY. And it might absorb the difference between

$25,000 and his actual income, might it not?
Mr. SEIDMAN. Yes.
Senator BARKLEY. In the case of a man who had no property, in the

ease of a man who made $30,000 a year, he would have to give up $5,000
oif that; whereas. a man having a million dollars' worth of property,
if the taxes absorbed all the tax between $25,000 and his actual income,
lie would not pay anything more.

Mr. SEIDMAN. That is correct.
Senator Brno. Even then it would bring in only enough to pay the

expenses of the Government for 3 (lays, approximately?
Mr. SEIDMAN. Yes, sir.
The CHAIRMAN. All right, Mr. Seidman. Thank you very much

for your appearance.
(The following letter from Mr. Seidman was ordered printed in

the record :)
SEIDMAN & SEIDMAN,

New York, N. Y., -fuly 28. 1.292.
1on. WALTE5i F. GOmiio,

Chairman, Committee on Finance,
United States Senate, Wasaington, D. C.

IY DEAR SENATOR: I intended to poit out bWfore completing my testimony
yesterday that in the case of a taxpayer on an accrual basis it would not be
possible for the combined effect of Federal and State taxes to be as my examples
Indicate. That is because to such a taxpayer the State tax Is nn Income deduc-
tion In the same year and to that extent decreases the income subject to Federal
tax.

As Indicated, my examples involve a cash-basis tnxlnyr, and, of course, were
chosen for emphasis. The taxpayer there, having a $5.01.0O0 income in 1942,
would be called upon, under the proposed bill, to pay in 1943 a Fedoral income
tax of $4374.616 and a California tax of $740,950, or a total of $5,115566. The
$740.950 State tax so paid would, of course, be deductible from his 1943 income,
subject to Federal income tax, if he has any such Income In that year.

I would appreciate having this communication appear as a part of the record
immediately following my statement.

Respectfully yours,
31, L. SEIDMAN.

154



REVENUE ACT OF 1042

The CHAIRMAN. Mr. Samuel Greenfield.
(No response.)
The CHAIRMAN. Mr. William Citron.

STATEMENT OF WILLIAM CITRON, REPRESENTING RIT PRODUCTS
CORPORATION, CHICAGO, ILL.

The CHAIRMAN. Will you give your name to the reporter?
Mr. CITRON. William Citron.
The CHAiRMAN. What is your business, Mr. Citron?
Mr. CITRON. Manufacturer of household package dyes.
The CHAIRMAN. You are appearing for your own organization?
Mr. CITRON. That is right, and such other firms as may come under

the same classification so far as this complaint that I have to register
is concerned.

The CHAIRMAN. All right, sir. We will be very glad to hear you.
Mr. CITRON. In the first place, I would like to say in explanation at

the beginning, that this taxpayer has no objection to the raising of
taxes, realizing that there is a war on, that it will be necessary to pay
for this war, and we have no objection to the rates. Our objection is
that we have found ourselves in an inequitable position in regard to the
manner of arrival at the normal tax.

The 4 years which we use as the basis for which normal taxes are now
determined are the 4 worst years that this company has ever had in
its existence.

There are no provisions in the present bill under which the taxes
have been paid heretofore that give us any relief. The business that
we are engaged in is not either helped or hindered by the war or the
win, operations.

Primarily, we manufacture a household dye. It is used for rehabili-
tation of clothing, men's, women's, and children's, as well as household
fabrics. There has been a change in the general situation with regard
to that. There have been quite a number of new fabrics come into the
market, synthetics, acetates, that could not be dyed by the ordinary
dye and the business required a new product. We had with us at the
time an outstanding chemist, who has since died, in June of 1940. He
was given the job of bringing out a new product that would take care
of all of these new synthetics and instead of being able to do that in
the 3 or 6 months that it would normally take, the man having been.
sick with hypertension, it took him about 4 years to complete that job.

May I give you some figures here that 1 il1 clarify what I have in
mind ?

Senator BARICLEY. Are you speaking of excess-profitg taxes?
Mr. CITRON. No; I am speaking of the basis on which we arrive at

the normal taxes.
The CHU 'RMAN. Arrive at the normal taxes?
Mr. CITRON. Yes, sir.
The CHIRMAN. All right.
Mr. CITRON. We arrive at the normal taxes on the basis of the

earnings during 1936 to 1939, both inclusive, those were the 4 worst
years. that this company has ever experienced, for the reasons that I
have assigned for that.

Prior to the 1936 period and subsequent to the 1939 period, the
company was again on a normal-profit basis, that is, they made their
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usual profits. We were more or less tral)ped behind those 4 years,
not for any reasons we could help. It was just unfortunate that
the doctor who was in charge of our chemical laboratory was sick,
and subsequently died and it took him 4 years to complete the jol
that he normally would have (lone in a few Months.

What we are asking for under those conditions is to have a right
to use any other 4 years during the depression period, or in lieu
of that to have the right to use the intangible assets that we acquired
at the time the company was taken over from a bankrupt concern,
so that the normal taxes we would be paying on would be the normal
taxes that we normally earned, that we lad earned before this de-
pression and subsequent to the depression; in other words, the average
amount of earnings that we have had during a period of 12 vents,
from 1930 to date, or such other relief as the committee in its judg-
itent, might dictate.

The CHAIRMAN. Are there any questions, gentlemen
Senator T,%'T. I do not quite understand what effect it has an the

normal income. It has an effect on the excess-profits tax.
Mr. CITRON. That is the effect of the normal tax on the exl\OSs-

profits tax, it brings the excess-profits tax to a higher level.
Senator TARP. Yes.
The CHiRMAN. That is undoubtedly true, but I made the samet.

inquiry. Ott the normal you are only paying on what you actually
earn, a nd if you raise at that point, it would simply meitai a higher
lax, unless you are also looking beyond that to your excess-profit.bs
tax.

You mea you haven't got a Roperr credit base against your excess-
p~rofits tax.

Mr. CITRON. That is right.
'he CHAIRMAN. We understand that.
Senator Tm'r. Have you studied til( provisions of soctiot 72-2,

known as the relief provision?
Mr. CITRON. You tmean the new bill coming out
Senator TAFT. Yes.
Mr. CxTR No.
Senator TArP. It takes care of it.
Mr. CriRoN. It takes care (f it under certain categories. I believe

I have got a copy of it in its initial form. It has subsequently been
changed.

But all of the matters that are referred to in there, ve do tot Come
utndet that classification.
The CwunMAN. If you give careful study to sect ion 7'22, 1 think you

wil fitid it will give you some relief. it may not give you Call tel iet,
but I think it undoubltedly will give you some relief in your e.t-'e.

Senator TPn,. That is on page 2,)9 of tile bill.
Mr. CrruoN. May 1 ask otr accomitant to come up a moment ? He is

pretty familiar wiilh this bill.
Sen hator TAFr. I (1o min1t (u1ie see why it is tnt Covered by paragraph

(2) ott page 209 (if the bill.
Senator CONNALtY. What lie has ill mind whetn he savs normall

tax" is tti' liorlil tax in estitintitig tie excess profits.
The CHAmIMANx. That is right.
Senator CONNALY. Not the normal tax that everybody pay'?
Mr. CInx. NO.
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.Selllto' CONNALLY. It is only the basis that you arrive at ill deter-
mining t ie excess profits. Yoiii think you ought to have a Iariger per-
centage, bea use' yO OU did ]ot make inuch during the 4 years, before we
tatke 90 peicelt of the balance ; is that what you menn 

MI'. UnON. I feel Congress clill not loIe in 1i(1 just getting a I'f!-
low belitl a certain iinlher Iof years, which alre lielow tit' lormll
years, whe re ev'eri'uo(ly Iills hadicl lit 1 ore equitl 1 it' -111rngt'nent.

The CIrAIIIMN. 'Ilat is true, but there a It great many rlief pro.
visions ill the bill, ill section 722 of the present bill, that iindertakes toreach, ill it large Ineli.'(1', yolur situation.

I tiink it does give yoi I soine relief. Of course, yol Iave tie general
relief' provision that .'cm cal take your iuvsted-calitill basis.

Mr. Ciro. That ch)cs not hlil ) 11s ally. We toolk over a cinkrucpt
coicelli. 1id ill t pil'cess of takIn' it cl'er we took over a glitl( Iolliy
intangib)les. and we are nct lit'rliit t'i to use these intangibles.

The CHInMAN. Did yi c sa ou hil( coliscl here.
Mr. CmoNx. Yes: I did.
iht' CH,\wM.IN. lie illay come Iiloillild just for a Ililute to slmw us

jus what your trouble is, but I think you ire covered under section
791'2.

STATEMENT OF CARLETON M. TOWER, REPRESENTING RIT
PRODUCTS CORPORATION, CHICAGO, ILL,

Mr. Iiowmri. My namie is Carleton Al. Tower.
The ('ii AIMAN. Now, before you begin, when dii you take ccver the

blc ll pt concern
Ml'. 'lcwJil. As of ,Jaliry 1, 1927.
Tiht' (i, i ii.\ . You otv it icer before tilt blise icc'riccl years?
Mr. 'l'orn. Yes, sir'.
The CIXImm.xn. Have yto studied section 722?
Mlr. Towrlt. Yes, sir. Section 722 does not give us relief, for

tie reason tilut the ot' piiint that would apply would be if the
llrture of tilt htsiniess lits cliangel lit, befot or (1111ing tile blise period.

Now, it happens that tile nature o)f the business changed immnedi-

ately ifter i lte hilse period ntd lilt, prelimi nary work for mefiaking the
climige was durig tie base period, so I hat section 722 does not
afford this tiisXl)lvel' ilcy relief whatever.

Senciat I ''Arr. 'Tle rt'ief is in c'lls:-
itite bulliscis of Il1l icclIcc\'c' wit ' c 'c'i i sstd i l ti Iasc ' ll ic lls.' of
telllorciy ec'cellOlit' t'irt'cicccstac's Ilmliliclcil in the isec' oft' c'lllh llXIlyer or
ci','llcs, of ili' fact dict 1cllslln ,y of which such txic yer wits a ullcmblccr wii

ctplat'pcs'cc icy 11icc4) If icilcccr i o llic, iwtlcts iil sll Ill tiltc clic' ctf
such hllust ry.

Mr. Towrn. ThcIt all lepends upoii tle definition or flt' iliterlre-
iat ion that is piit oin words. Now, if it is it tempoliry ecollnlic de-
i ont'551(li ill Iis iilist lrv, it may be inIlided here. The f:ct't is this:
Ilhis coillay lits lieeli iicl i g hcusehol dyes for a great illny
years, cltti l litil t few years ago the ol1y fcbl'ics to e ,'dyel were tile
natural fabrics of wool, co ton, silk, md iint'n, and licw at 11 of I silllt'in
science comes olt wit lht he acetettts, wvit h new Cilcfrics, and they still use
silk threads to put the new fabrics together.

Senator 'rA . Why is not tlit 11 tt'iioI)aIry ecicloilnie evelit in
the history of the industry?
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Mr. TOWER. It is a pure case of definition of words. It may or
may not be. There is no certainty of it. I would like to suggest this
to the committee, as a very simple and direct thing. I believe that
what the Congress is after is a measuring stick to reasonably
measure the ability of one taxpayer as compared to another to pay
taxes. The Congress saw fit to elect as a base period a particular
4-year term. Now, it is perfectly true that a taxpayer who happened
to have the best 4 years of his history is put in a very remarkably
advantageous position, and it is equally true that a taxpayer who
happened to have the only losses that ever occurred to the corpora-
tion during that base period is put in a most unfortunate position,
and at best it is nothing but relying upon the interpretation of
some words.

Senator CONNALLY. Would that not happen in any series of years?
Mr. Towtn. Well, sir, it may very well be; but it would create

greater justice for a taxpayer to have a right, without appealing to any
court or board, to elect to use as his base any 4 consecutive years during
the depression period or, if you please, the whole of the depression
period. I mean, if the purpose is to measure the ability to pay taxes,
under this unfortunate circumstance, there should be a right, I believe,
without an appeal to an administrative body.

The CHAIRMAN. Well, now, of course corporations have always had
trouble with the excess-profits tax. A great many of them want to
take 3 out of the 4 years. Nearly all corporations can point out that
1 of the 4 years in the base period was an unusually bad year. But
you have got to have some base period, and you have got to have as
nearly adequate relief provisions as you can devise. That is what
Congress has been seeking to do, is to provide reasonable relief-pro-
visions. To allow taxpayers to select any group of years would, of
course, obviously operate against the Treiasury, because all of them
would take the years in which they had the largest credit.

On page 210 of the bill, if you will look at it, it says:
For the purposes of this subparagraph, the tern "change in the (harm-tir of the

business" includes a change in the operation or management of the business, a
difference In the products or services furnished, a difference in the capacity for
production or operation-

and other things. So it does not all depend upon arbitrary discretion.
Mr. TOWER. I think the section you speak of is prefaced by another

thing, it says that the change must have occurred during or imme-
diately prior to, within 2 years prior to, the base period, and the fact
is that the change in this taxpayer's business occurred a year after
the base period.

The CHAIJ MAN. I do not understand how the change did occur,
because Mr. Citron here said he had abnormally low earnings during
this base period because of this illness of a doctor.

Mr. TowER. That is right.
The CHAIRMAN. On whom he mainly depended.
Mr. TowER. That is perfectly true, but the profits arose from the

introduction of a new product that this chemist devised.
The CHAIMAN. I understand that. You had an abnormal condition

in your business that seems to me is cared for in some respects. We
get your point. You would like to have a longer period than the 4-
year period.
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Mr. TOWER. A specific right of the taxpayer to elect, without appeal-
ing to any governmental agency for interpretation, either any 4 consec-
utive years of the depression period or the entire whole of the depres-
sion period.

The CHAIRMAN. Yes. All right, thank you, sir.
Mr. Hyde.

STATEMENT OF WILLIAM TRUSLOW HYDE, JR., OF JOSEPHTHAL
& CO., SCARSDALE, N. Y.

The CHAIRMAN. Will you give the reporter your full name and
address?

Mr. HYDE. William Truslow Hyde, Jr., Scarsdale, N. Y.
The CHIAIJRMN. All right, sir.
Mr. HYDE. Mr. Chairman, I do not have a copy of my statement,

but I have a tabulation which I might want to refer to. I think it
might b3 helpful if some of the members had a copy of it.

The CHAIRMIAN. Very well.
(The tabulation referred to is as follows:)

[All figures In thousands]

Company

Alabama Power 3 ---------------------------------- I
Cincinnati Oas & Electric ......
Cleveland Electric Illuminating 3 ....................
Consolidated Edison (N. Y.) -------------------
Consolidated Gas, Electric Light & Power (Balti.

more) .. ......................... ......
Consumers Power ..................................
Dallas Power & Light ' ..............................
Dayton Power & Light I ............................
Duquesne Light .....................................
Georgia Power .............---------------------
Gull States Utilities ....... ........... .....
Idaho Power 3 .................................... .
Jersey Central Power & Light ......- .............
Kansas Gas & Electric 3 ....... ..........
Metropolitan Edison ..............................
Montana Power .......................-...........
Ohio Edison .............................
Pacifl Gas & Electric S .............................
Public Service of Colorado $- --...............
Rochester Gas & Electric ............................
Southern California Edison ............ .......
Texas Power & Light 3 ............
Toledo Edison 3....................... .............
Virginia Electric & Power .........-- .......
West Penn Power $ .............. ................

Total ..........................................

Preferred Net
divi. Income,

dends 133
1193 9-39

$2,269
2,000
1,147

10,922

1,270
3,425

1107
450

1,375
2,676

885
414

1,346
521

1,265
908

1,867
7,070
670

1,303
9,004
865
949

1,172
1, 337

$1,407
1,051
5,897

24,207

5,205
5,670
1,061
2, 260
8,615
1,939
1,409
1,057
656
729

2,160
2,209
2,331

19, 804
2,621
',232
7, 268
1,291.
1',320
2, 295
4,856

52, 422 j 100, 542

Available for common stock
based on 1941 earnings

Reported (1) J )

$2,873 $251 $1,292
1,020 335 1,235
5,909 3,978 4,504

22,999 16,008 20,913

5,102 3,697 4, 254
6,920 2,486 4,028
1,418 638 1.06
1,072 1,199 1,395
8,695 6,771 7,350
3,6, 1,983 3,187
1,319 775 1,038

889 553 739
788 279 885
923 238 472

1,955 1,206 1,776
2,558 1,485 1,816
2,032 929 1,767

14,493 8,002 12,488
2,3t 1,403 3,795

888 465 1,094
7,889 4,783 7,061
840 302 692

1,254 755 1,135
2,659 1,599 2,126
4,416 2,818 3,473

1 3,988 31907 87,721

SAd lusted for Hiouse tax bill.
I Ad used for tax rates In House bill and for deduction of preferred dividends frons taxable Ineome,
Earnings subject to cessproiits tax,

The CHAIRMAN. You may proceed. Speak loud enough for the
conlmittee to hear what you have to say.

Mr. HYDE. My only purpose in appearing before your committee
is to request that corporations be permitted to deduct preferred
dividends from their taxable income. The higher rate of taxes
which will apply to the 1942 earnings will make this necessary for
i)"-ilic-aulity ciiiaiivst., to oaiituis their credit s tndings, to pro-

---- -------- -- i- --- - ----
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vide sufficient power for the armament industries, and to prevent
their earnings from dropping sharply below normal levels.

Public-utility companies have a large investment in relation to
their gross income, which means that their operating costs are low
but their capital costs are high. To meet these conditions and to
avoid possible financial difficulties during periods of low demand
public utilities obtained some of their capital through the sale of
preferred stocks. Preferred stocks are a hybrid security. Omission
of dividends cannot precipitate receivership, but yet those dividends
must be paid at a fixed rate before the common stockholders can
receive any return on their'investment, and I think that they should
be treated'as fixed charges for tax purposes.

To cite a specific example, the Public Service Corporation of
New Jersey last year had an income, before taxes and before pro-
ferred dividends of $38,200,000. Under the rates of taxes in the
House bill the company would be subject to a tax bill of $20,200,000,
which will leave $18,000,000 available for dividends. It then must
pay $11,500,000 in preferred dividends, leaving only $6,500,000 for
the common stock.

Senator CONNALLY. Wait a minute now. The preferred dividend
is on money that you borrow; is it not?

Mr. HYF. If it were borrowed money the dividend would be
deductible, but it is not borrowed money; it is a hybrid security,
as I said. Preferred stock is not borrowed capital. You do not ever
have to repay it. It is not a liability. Nobody can demand their money
at a certain date, and omission of the dividend cannot put the
colony into receivership, but yet that dividend must be paid at
a fixed rate just as though it were bond interest.

Senator CONNALLY. Somebody put the money; did lie not?
Mr. HY)E. Yes.
Senator CONNALLY. You are paying him a dividend on it.
Mr. Hmr. Yes.
Senator GUFrEY. The company got the full benefit of all the

money; did it not?
Mr. HYDi. The company got the fill benefit of the money; yes.
Senator GuFFEY. When'they borrowed it they contracted to put

a certain rate on that money.
Mr. HYDE. Yes; but there is a distinction.
Senator GUFFEY. It is a cumulative preferred stock.
Mr. HYDE. Yes; it is not a bond. If it were bond interest, it would

be deductible. That is my request, to allow the company to deduct
their preferred dividends just as if it were bond interest.

The CHAMAN. You want the preferred dividend to stand on the
same basis as interest on borrowed money.

Mr. HYnE. That is it exactly.
Senator BARKLFY.Of course, the interest on the bonds has to be

paid before any common stockholder gets any money.
Mr. HYi)E. Exactly.
Senator BAnzEEY. And the dividends on the preferred stock have

to be paid before the common stockholders get any money.
Mr. HYDE. Exactly.
Senator BARKLEY. So they enjoy a privilege that the common stock-

holders do not enjoy.
Mr. Hmn. Yes; and that is why they should be deductible.
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Senator GuFFEY. That is, provided they are cumulative. Some
preferred stock dividends are only paid from dividends earned.
There are all kinds of preferred stock.

Mr. HYDE. Yes. If the dividend is paid it is paid at a fixed rate,
regardless of the earnings.

Senator GUFFEY. That is right.
Senator BROWN. That fixed rate is generally quite a little higher

than bond interest.
Mr. HYDE. Usually 1 to 2 percent higher, except in the case of

recently refunded debt which carries a much lower interest rate.
These earnings of $6,500,000 would compare with earnings of
$14,500,000 during the years 1936 to 1939, which has been taken as
the period of normal earnings. .

I he CHAIRMAN,- Can you giYe us In percenftage tile holders of pro-
ferred stock that pays dividends held by people.outside of the cor-
poration or the utility as a.generol rule? tZ,

Mr. H-IE, I haven 't any exact figure, but mosfof these utility.
l)referrecd stocks were sold to small investors.

The CIAIRIIMAN. They were sold to people within the organization?
They #ere not sold to common stockholders?

Mr.HyDF. No; they weremostly sold to ra se outside 4,pital.
T he CHAIRMAN. You laven't any table showing the p centage in

which they are held by outsiders? gte yea i
Mr. HYDE. I am sorry; I do not. When I return I will get that

figure and forward it to the committee.
The CIIAjtIBAN. I will be glad to get it.
Mr. HYnr. If the preferred dividends were permitted os a deduc-

tion, ,as they would be if they reprcsnted 'interest paid, c earnings
of the company would be $11,600,000 oi the basis of last ear's earn-
ings and on the basis of tle rates approved by the House in this
1942 tax bill. That $11,600'000,is approximately wht they earned
last year for the common stock. . It is a great deal better than what
they will ea'n under the Honse bill, but it is stiltbelow what they
earned in the'base period.

This table sho)vs many other companies. ,There are 25 of them
that I have compiledI and in the total cwhinin I think it tells the
story very clearly. 'here first, laumn,'shiows the preferred dividend
requirements. The next column of figures is the average earnings
over tle base l)eriod. The next column is the earnings reported last
year, then'the column following that is adjusted for the House bill
the same earnings adjusted for the House bill. The final column would
be tile earnings adjusted for deduction of the preferred dividends.
Now, in the total column tle base period earnings average $1061000,000.
Last year they declined to $104,000,000. Under tile House bill, they
would be only $64,000,000. This is all available for the common stock.
Under my proposal, they would be close to $88,000,000. That, while
not up to tile normal earnings, is still somewhat better than what
(lie I I('se would permit these coml)panies to earn.

An individual case-this is very interesting here-is thie Con-
sumers' Power. They earned $5,600,000 in the base period. Under
the House bill they would earn $2,500,000. I would raise that u to
$4,000,000. The individual companies are all quite similar to t at,
with the exception of the Georgia Power Co, which will earn more
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this year. That merely reflects a saving of $2,000,000 through ref und-
ing all high-coupon bonds.

The present method of taxation, which does not recognize the fixed
charge, which preferred dividends are, is also very unfair to these
holders of the preferred stocks themselves, not the common but the
preferred stocks. These stocks were sold as high-grade investments
to individuals, usually in the territory served by the company. Those
individuals were willing to accept the fixed and limited rate of return
for the added protection they received from the preferred stock, but
now the Government is injecting itself ahead of these small investors
and is removing their protection, which they acquired when they
agreed to accept a limited return.

In the past the earnings of Cincinnati Gas & Electric have been
sufficient to afford ample lrotection for the preferred dividend, and
the preferred stock rarely sold below par. Today it is selling in the
low seventies. I thiink that company is in this table. That company,
*on the basis of the House bill, would have only $300 000 as a protec-
tiel for that preferred dividend. In other words, it would earn
$2,,',00.000, and $2,000,00 of it would have to go out ii preferred
dividends. Normally, under the base period they would have $-1,000,-
000 available for that $2,000,000 preferred dividend.

The Pennsylvania Power & Light ('o., which is not listed is another
company, and there are hundreds of others that would be similarly
affected.

Senator T, FT. When they bought this preferred stock they knew
the corl)oration net income taxes would always be ahead of the pre-
ferred stock dividend on whatever return they may receive. That is
one difference between dividends on preferred stock and interest-on
bonds.

Mr. -RyaE. That is true, but the tax at that time was 10 or 15 per-
cent and not what it is today. Nobody objected to it, when the taxes
were so low.

Senator BARKLEY. Of course, that might apply to taxation on real
estate. The taxes might go up, and anybody who buys property
knows they might go up. There is no difference in regard to preferred
stocks as compared to any other property. There is no guaranty
when they buy it that the tax rate will stay where it is.

Mr. HYD.'If these companies had sold bonds then the interest on
those bonds would come ahead of the income taxes.

Senator BnowN. Yes; but they got a higher rate for their preferred
stock. -

Mr. HYDEn. Not because of the tax.
Senator BRowN. That is one of the factors in it.
Mr. HYDE. Because the tax was so low at that time it did not make

much difference.
Senator BRowN. Generally, the return on preferred stock dividends

was higher than the return on corporate bonds. One of the reasons
for it was because of the tax situation.

Mr. HYDE. A very minor reason. The principal reason is because
preferred stock is junior to the bond. It is quite similar to the fact
that a mortgage bond carries a lower rate of interest than a debenture
bond because it has first claim on the earnings. Similarly, any pre-
ferred stock has a junior claim to any bond, and naturally must have
the higher rate of return.
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Senator TAFT. Mr. Hyde, I think the discrimination of this tax is
so much greater against the common stockholder as compared to the
preferred stockholder that there is no comparison at all. I do not
think the preferred stockholder has anything to complain of. He is

going to get his dividend. The common-stock holder on this same
basis, where half of this preferred stock is not going to get dividends,
the common stockholder is not going to get any div ends at all,
although it represents money that he put in.

Mr. HYDE. That is quite right.
Senator TAr'. I cannot see any reason to say that the preferred

stockholder is discriminated against. It seems to ine the discrimina-
tion is against the common stockholder and not the preferred stock-
holder.

Mr. HYDE. Naturally, the earnings left over for the common stock-
holder are affected.

The CHAI MAN. That, I think, is the point Mr. Hyde is making,
that is, he wants this dividend treated as an interest payment.

Senator BRowN. For the benefit of the common stockholder.
Mr. J-hirr. Yes; for the benefit of the common stockholder, and also

for the benefit of the preferred, although, as Senator Taft says, it is
not as pressing in their case as it is in the case of the common stock-
holder.

The CHAmMAN. We get your point. Is there anything else?
Mr. HYDE. I just wanted to mention the cost of it to the Treasury.

That, of course, in these times, is a very important factor. I, un-
fortunately, have no figure onl the total preferred dividends paid, but
accoidiiir to the Edison Electric Institute, last year Utility companies
paid $132,009,000 in preferred dividends. Utilities are the primary ,
shall I say, users of preferred stock, because it is so adaptable to their
business.' I doubt whether the total preferred dividends would amount
to more than $150,000,000.

Senator TAFT. Every corporation formed after this time would have
two-thirds of its capital in preferred stocks.

Mr. HYDE. I think it must be definitely limited to preferred stocks
outstanding, not to extend it in the future. As a matter of fact, as
to public utilities the S. E. C. would not allow them to.

Senator TAFT. You haven't got many preferred stocks in other
companies.

Mr. HYDE. No. On the basis of 45 percent as the tax rate the
$150,000,009 exemption would mean only about $70,000,000 to the
Treasury, which is a cheap price to pay for the maintaining of the
credit of utility companies, which includes the ability to raise equity
capital and to'protect the dividends. There are 3,000,000 holders of
utility stocks, and it would help to protect their dividends during the
period of increased living costs.

Senator BRowN. This bill will greatly interfere with the financing
of referred stocks in the future?

Mr: HYD. Most specifically. It will be practically impossible. As
a matter of fact, the Virginia Public Service recently abandoned an
original plan of refinancintr, which was approved, or I might say met
the requirements of the S. E. C., and included tIe preferred stock. It
superseded that with a plan which did not include any preferred stock
but instead had debenture bonds, and that was approved by the
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S. E. C. with reservations, yet it was just a stopgap until a better
l)lan could be arranged.

The. Clnim.N. Any additional questions, galtint ew
Thank you very much, sir.
Mr. HYDE,. Thank you.
The CHAIRMAN. M'. Eagle.

STATEMENT OF J. FREDERICK EAGLE, OF PATTERSON, EAGLE,
GREENOUGH, AND DAY, NEW YORK, N. Y., REPRESENTING
TENANT-OWNED APARTMENT ASSOCIATION

h'lhe CxAIIAN. Nr. ENale, give the reported your miie.

Mr. EmoLa. J. Frederick Eagle, on behalf oft 'i'eatnt-( )wied Apart-
meant Association, New York, N. Y.

I a1 advocating til aliendmiient to the t2vi'iai Reveitte Codo So
1s to perilit it cooperative apartment owner to deduct front his net
income, ill determinling his Federal iinome lx, the toxes ,,iid interest
which he is required to pay as part of the maintemkiwe of the co-
operative enterprise. I a211 advocating this becaue I think it is
eminently fair, and on the other hand, I am convinced that if tile
legislation is enacted it will inure to tile benefit not only of tile public
but to the benefit of the Treasury of tie United States, "My mem('Ilorall-
dum is hintedd ill part aid typewrittell ill part, and I think )rolal)ly it
would be better if I stick pet 1, (,l4sely to the 1)vilit ed pa.rt '11d will not
go into the balance.
lTiie so-called cooplrative apartment corporation is one organized

not for profit but for the mrpose of holding title to 2il al )irtmilelt
house and providing and leasing apartments therein as permalmint
homes to its stockholders.

Senator VANmENnRo. I-low extensive is that practice?
Mr. Ex(otE. Well, in New York the investment ill 1941 1 think was

about $350,000,000, and throughout the United States I am told it is
vastly in excess of half a billion dollars.

It alhovates its entire capital stock to sue1h ali'lits imeotrding
to their size and desirability, and as landlord lenses them under what,
are. termed "pirolrietary leases." Every stotldiolder must 1) Ii pro-
prietary lessee and every proprietliy lessee of an api-ttnenlt must own
tile number of shares of the corl)otition's eq)it2l stook which has
been allocated to it.

Each proI'ietary lessee agrees to pay 2I. reiltal for his ii 1p2tment
his pro rata share, based on stock ownership, of the maiinteilance
charges of the cooperative enterprise, inelhiding I axes, interest, am]
general and overhead expenses.
Tie cooperative al)artment house ini its inception was planned 21s

an economic venture whereby several l)eo)le, desiring to cti lail ex-
penses, might acquire and maintain )eillinelit lomes ill a n1litiple
dwelling building and ume a corporation for the purpose oif holding
title to and managing the property, but wfhiont comili)eisatiol.'
The term "cooperative apartment owner" is a misioner, lut is

generally used in referring to the proprietary lessee, that is, tile stock.
iolder-tenant.

Cooperative a1partme1nit houses as a (,l1s,5 have beel failures, as a
result of which:
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1. The proprietary lessees and stockholders have lost or ar losing
their entire investments.

2. Mortgagees have lost and are losing taxable incomes.
3. 'The value of all apartmelits atid residential property has been

impaired.
4. Real-estate assessments have necessarily been reduced.
5. Writs of certiorari to review assessments are constantly being

prosecuted, resulting in large tax refunds.
01. Federal and State income, inheritance, ani estate taxes are ad-

vOrsely affected.
The plight of the Coojierative apartment houses, and incidentally,

the lilighit of the holders of mortgages thereon, is attributable largely,
if not solely, to tile filt that a person who acquires i cooperate ye
apartlment for his home is not entitled to deduct from his net ilncoelic
in determining his Federal income tax, tile taxes and interest which
lie is required to pay is part of tile maintenance of hiis cooperative
a pall meit.

I 1ight say in Conne action with I I e cooperative al)artltent thilt the
axi's and interest constitite abolt two-thirds of the ii'intenance of
I ie apart m nt. Therefore, if a person I)aid $3,000 rent for a coopera-
fivye apartment, $2,000 of that wouhl be paid oii account of taxes and
interest.

A pierson who owns a house as his home moa1' maIke such deductiols%
anid if several people hold teal property jointly or in common, they
al, likewise pcr'niitted to T)ke such delduction;s, and there is every
equitable reason why it person who owns it coOe)(,iltiv al)ariment as
hi us houn' should ha the same right.

Whii Iresident Roosevelt was 'ovcrtor of th Silt of New York,
the New York LPgislai ui vilc(e d soibdivision 13. now sihlivision 12,
of section 360 of the tax law (chapter 412, section 1 of the Laws of
1931), which reads as follows:

Ill the case of ily txiiyt'r w\lo is flit' ownei' of shares of sth1ck Ili i corpora-
tlol oi'ganizted 1iid cx1sftlig vxciiislvt'y for the piirtiose of owiiig init( opeiiihtiig
Ia c(opt('rliolve tiillliple dwelling lie iart, of flit, it, riiliiigs of whih'h liii',.s ot
Is ctalcultt( or Iitelnd to Inirle to lto oui-it of any stockioldr o' ilividual,
imlid all fith expons s (of wh'h lre liid anilly by lit' stockholder rs li proper-
lio liti flitr owiei'slilli iih delhci lii sitll bie illowt'ti to sor, taxpayer is ti
lie aillir of his 1iiielitit,,x for till taxes , oterf e l i'i ranchise .1i1xeM, ituuld or

ictriii'd by sii'i ,oi'llftioli tU'llig the t xalihe year, and all Interest piid or
ac'li't'l by Slih corporliaflol dillnag lh I ixable year oil Its tidehibtfiss.

Anent that legislation the New York herald Trililie of Jllulll'y
20. 1931, obtainedd tile following article:

TWO TAX MK,\HiUtil:1 IIF'I t 'ANI'iS IN APIArITINTSi

1iI1s AIMElD TO iiRMIT 1If1'i'ilN OF i MAINTEN'ANtEI Iwllllx ,l INtomEx

cly a slutff c rrea'Iicfimm ii)

ALIIANY, JamiItry 28-L'giltllon oif tflit' rxlsig prieftIce of tlic Stalte te-
lialrtillif tif JlXflio1i i iil llloi'c In ix'i'liiltiug (iwiirs, if 'oopi'i'ttlvt Iiltt'ft-
ilit I to dtdll't oil Ilit' tiersoil Ilat'-'ui i tax relotn flit option of aifiull
lillllitl'atice chilges spilt foril w for taxes, 'il]-cslat' faxes otil l InIihtesi IS Ito
lillI of initlil'te4 liatroduced lii flit, hgislaltire btoy by Soiltor Saiii'l u1.
J1ofishiift'r and Assemblyin a Abbot Low Moiftilt, Now York itcpiullllifus.

"A nial who oWlns his ci'oli llot Is til'ilf, t'd to thtli(t th ti x's which lie
pays 6ili It iiil th lito reSI whlth lie pays o1h II . iii'rfgilg; \VI li c'o ip litig ilIs

ioe tiux'" Mr. lolTit silld loy.
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"There is no reason whatsoever why people who jointly own the building
in which they live and create a non-profit-naldting corporation for the purpose
of holding title and operating a building should not equally be entidted to
deduct their share of the taxes on the buldhig and their share of the interest
palld on the mortgage,

"The fairness of this position has lolg been recognized by the department of
taxation and such deductions are ljerliltted at present"

Eminent counsel were of the opinion that such enactment merely
clarified the true, logical, and equitable intent of the New York tax
law as previously enacted and as previously construed by the State
tax commission, and were also of the opinion that the United States
income tax laws should be similarly construed, A cooperative apart-
ment corporation is not run for profit and, insofar as taxes and
interest are concerned, merely acts as intermediary in behalf of those
beneficially interested, that i's, the cooperative al)partment owners.

If Congress should enact a similar law, it is submitted that an im-
mediate, demand for cooperative apartments would be created, the
taxable values of all property would be increased, mortgages would
be better secured and the possibility of adding to the large quafitities
of "frozen real estate" would be greatly lessened.

Assumning that the theory of the cooperative apartment is economi-
call)' sound-and naturally it costs less to maintain a multiple dwell-
ing 1than to maintain a number of separate homes of equal character-
it should be encouraged and the participants therein should not be
penalized as they now are.

It is well recognized that home owners in any-
Sewator BRoww. Mr. Eagle, might I interrupt?
Mr. EAGLE. Yes.
Senator BROwN. I am impressed with the fairness of your propwsi-

tion, but it seems to me there is a failure to distinguish between the
taxes and interest and the general and overhead expenses. I grant
you should be, it seems to me, entitled to deduct interest on the inort-
gage a11(1 taxes, but not general and overhead expenses to maintain
that building.

Mr. EAGML. No, no; you should not; of course not.
Senator BnowN. Youi are talking about it in your second and third

paragraphs. You include general and overhead expenses. They
ought not be deducted.

Mr. EGLE. If that is the way you read it, it was not the way I
intended it.

Senator Bnowx. You are clear o1 the point that what you are ask-
ing for here is a deduction of the interest oii tile mortgage and the
taxes?

Mr. EAoLE'. That is all.
Senator BRowN. Nothing more?
Mr. EAGLE. That is all.
Senator (IARK. In' other words, you are asking to have an owner of

an undivided share in one of these cooperative apartments put in
exactly the same position as if he bought a house and had a mortgage
on it?

Mr. EAGLE. That is exactly it,
Senator Boww. Not to maintain it?
Mr. EAGLE. No- not at all. I am sorry if it is confused.
Senator 'TAFT. Mr. Eagle, there are some cooperative villages' now

authorized by the Housing Authority. Do you know what the law is
that 'applies to them?
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Mr. EAGLE. I do not; no.
Senator TAF'. There are several in Cincinnati.
Senator RADCLIFFE,. Mr. Eagle, the interest which any one man

would have ill tile cooperative apartment would be restricted to what
might be tried the proportionM.te value of the property?

Mr. EAGLE. That is right.
Senator I AJICLIFI E. I can readily see where otherwise you might be

getting the benefit of an investment which really did not apply on
owned houses. In other words, if there were 10 apartments there, his
interest might, be one-fourth or one-fifth of the total. You would
restrict it to what would represent the actual vallie of his property?

Mr. EAGLE. Absolutely. That is the way the New Yorkc statute
is. My suggestion is that you adopt the wN:ording of the New York
statute. I have the New York statute rig!t in ily niemoralndu1m.

It is well recognized that home owners in any community have a
stabilizing effect, not only on the community but'also upon thIe values
of real estate therein. The Federal Government, ats evidenced by its
H. 0. L. C. and F. H. A., recognizes the importance of home owners
but the Federal tax law-probably through inadvertence but never-
theless as administered-penalizes the owner of a cooperative apart-
meat if he lives in it. Furthermore, cooperative apartment owners
are abandoning their investments for tie reason that under tle exist-
ing conditions the inequitable tax burden more than offsets the
econlomry of a coop)eratively owned multiIle dwelling.

It might be contended that the amen( ment now advocated would
adversely affect Federal income taxes but it is submitted that that is
not true. If a cooperative apartment owner sublets his apartment
and it thereby becomes a business venture, he becomes entitled to
deduct not only his pro rata share of interest and taxes but also his
share of all other maintenance charges, and the vast, majority of
cooperative owners have been driven to that expedient. 'Further-
more, the plight of tile cooperative apartments has had, and is hav-
ing devastating effects on mortgages and real-estate values which ad-
versely affect income-tax collections. A demand for cooperative
apartments would tend to lessen the depression in respect of real-
estate Values, which in itself would create taxable income. Enormous
losses-income-tax deductions-which are constantly being taken as
a result, directly and indirectly, of foreclosures, would be decreased.
Mortgages on cooperative apartment houses would be better secured
and mortgagee s would receive greater taxable income These changed
conditions would necessarily iure to the benefit of the entire com-
munity and create additional taxable income.

Of course, the amendment would result in increased Federal and
State inheritance and estate taxes as the proprietary lease with ac-
comaan ing stock would then have a taxable value which is not a
fact at t1 e present time.

The inequitable burden placed upon cooperative apartment ow-ners
is without compensating tax revenue, hence, and in the public in-
terest, it is submitted that Congress should enact a law amending
section 23 of the Internal Revenue Code by adding thereto a new
subdivision after subdivision (c) thereof, to read as follows:

In the case of ally taxpayer who is the owner of shares of stock in a cor-
poration organized and existing primarily for the purpose of owning and operat-
ing it cooperative multiple dwelling io isn't of the net earnings of which inures

761093-42-vol, 1 -12
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or is calculated or intended to inure to the benefit of any stockholder or Indi-
vidual, and ill the expenses of which-less an amount equal to rentals received
by It from tenants other than stockholders-are paid annually by the stock-
holders In proportion to their ownership, a deduction shall be allowed to suclh
taxpayer as to the share of his payinents for nll taxes, paid or accrued by such
corporation during the taxable year, atd 'all in(rest paid or ecerued by such
corporation during the taxable year on its indebtedness.

The above is the same as the New York law, with the following
exceptions :

1. In the second line. the word "prinil-ily" is sutbstitued for the
woIrd exclusivelyy" The reason for this is fhat many cooperative
apatitient hottses have doctors' offices or stores on the* ground floor
which are not necessarily coojperatively owned.

2. In time fifth line, tlite parenthetical clause "(less an ilamount equal
to rentals received iby and from tenants other than stockholders)"
ht, been inserted. Thlis would cover a situation where there are dec-
tor" offices, and so forth, on the ground floor or where some of the
c0oopeialtive owners may 1 h' lecotme insolvent, resulting in tile co-
op~erative al)artment corporation reacquiring the stock and lease of
the insolvent proprietary lessee.

3. The words "other than franchise taxes" have been omitted, for
the r,'wson that those words refer to New York franchise taxes, and
iuider the Federal statutes all taxes are deductible.

I believe the New York statute has been constrited by its taxing
authorities as though the above suggested changes 1 and 2 were, in
fact, embodied therein.

Attached to my memorandum is a supplemental memloraildui ll'111d
ik copy of my letter of lay 7, 1942, to Hon. William r. Phiffer, Mt. C..
each of which was submitted to Randolph E. Paul, Esq., A-sistttnt to
the Secretary of the Treasury; Mr. Colin F. Stain, Chief of Staff,
Joint Committee on Internal Revenue Taxation ; and Mr. Tinlothy C.
Mooney, Deputy Commissioner, Bureau of Internal Revenue, oii June
9, 1942, at a conference held in Congressman Pheiffer's office.

The letter among other things refers to the supplemental memo-
randum and the fac that a proposal simnimiar to that now advanced
had been considered in 192 8, included I)y the Committee on Ways and
Mean- in its bill but deleted by the Senlate Finance Committee'. The
reasons for deletion and the fallacies thereof as I see them are stated
in the letter.

It seems to tue that the adoption of thep roposed legislation would
be a gesture which would help thousands of peol)le to use an economic
method of maintaining a home, would he in the public interest, and
would cost the Federal Government nothing.

The CHIRMuuasAN. Mr. Eagle, I believe there was some effort some
years ago, was there not, to deal with this?

Mr. EAGLE. There was in 1928.
The CHAIRMAN. There was a provision in the house l)ill that under.

took to cover your situation?
Mr. EAOLE. That is correct,
The C.mMit\N. Now, did you precue't this problem to the Ways

and Means Committee?
Mr. EACli:. Not to the committee, but through Chairman Dough-

ton I had the opportunity to )resent it to Mr. Stain and to Mr. Paul,
and we 1ad a conference on it. I was received so courteously that
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I think it, was syl)patletically. Whether' I am wrong or not I do
not know.

The CHAIRMAN. You misinterpreted the courtesy for relief.
Mr. ExoLE. That may be. I may have niisinterpreted sympathy

for sympatltic. Maybe they thought I was a poor boob.
Senator I AD('LIFFE. 1)o you think the langmage you just read clearly

precludes ftle owner shares of stock from getting the benefit for
shares which repress nt a greater amount than the value of the shares
for his particular, apartment in the apartment house?

Mr. EALE. It is not conceiv:able under the New York statute, and
it is not conceivable under the legislation I propose.

Senator lRADCLIFFE. It Says one who holds shares should hav'e a Creditfor those shares. Those sliars 1a1ty represeIit niore than the \'al uC of
his part of the alarltmeit. I have doubt that Iiiy le covered soiite-
where else, but I do not thin k that language there makes it clear.

Mr. E,\ozi:. The language of the act, you mean?
Seltor l'ADCIiFFE. The lanlguage of your )'r()osal. Ile tiay own

shares, but they iay be Imaore than his proltortiou, look in g at it from
the staiidpoiit'of his home.

Mr. EAGLE. In the cooperative apa'tinent house, t he stock is so
:lIot ted its to coVer 'ticli apalrtilent. Suppose there are 10 apartments
in the hose, if they are a!I exactly of the sante valte each one gets
one-tenlh of the stoolh, but if 1 1was 11 aery poo tlittiiit lie might only
get one oie-hindiedth part of the st(ck. Any person who had one
olne-hundredth part of the stock wotld only get'the benefit of one one-
hundredth part of the tax and interest which is paid by the cooperative
apartment.

Senator REAIICLIFFE. What would the 11nn get if lie had oue-fifth
Share ? Is not lie getting iore lhan his share ?

Mr. EALE. No.
Senator R, ADcIFFE. His hoie is only one-tenth; now, why should

lie et more thaln the one-tenth?
Mr. EAoLE. If his hioni is only one-tenth, le gets one-tenth.
Setiator 'lrr. The stock is tied ti ) with the home. Ile cannot get

more?
Mr. Eaxo I. No, lie Cannot.
Senator RADCLIrFE. lie said a poor Man Might own one one-

hundredth instead of one-tenth. Who owns the renmining part to
(orrespol to his one-tenth?

Mr. Etu.p:. There may le 99 tenants iii the apartment and lie has
one-teith of the entire cooperative enterprise; lie has a little apartment
for which lie has bouighi a very small amount of stock. The other
people have h)iughit the remaining stock and the remaining interest in
the (-LO~hli'ti ve enterprise.

Senator RADCLIFFE. Would not that meian in that case that sonteone
would get more credit than ite would if lie were simply paving taxes on
what lie really owned?

Mr. EAGLE. NO, sir.
Senator HrmN. The one with the larger interest would see tinat

he ot what lie was entitled to.
Senator BAMEY. le wHeould get credit in the proportion that his

apartinerit bears to the whole.
Mr. EiLE. Yes.
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Senator BABELEY. They are different-size apartments.
Mr. EAGLE. They are different size and in different localities. Some

have the south, some the east, and so forth. They are better or worse,.
Senator BAImILEY. The )rice is fixed on the value of the apartment?
Mr. EAGLE. The price is fixed upon the value of the apartment, the

value which a real-estate appraiser would put upon the apartment.
Senator BAICLEY. It could not be the same in each case.
Mr. Ekcaa. It could not be the same in each case.
Senator B\anziEY. Each one does bear a relationship to the whole.
Mi,. Ea.E. 'flait is right.
Senator B.UKcLEY. One man might own an apartment that would

be obnut one-tenth of the enterprise, while another one might own
a small one, a back corlier one, that would not be inore than one-
thirtieth of the total

Mr. EAGLE. That is correct.
Senator CONNAILY. Is it your (oiitention that if a man owed an

apartment and subrented it, that he would be entitled to a deduction?
Mr. Ea ,E. Under the present law, as I understand it, if a person

owns a cooperative apartment and subrents it, it then becomes a biisi-
ness enterprise and he is then entitled to deduct his entire maintenance
from the income.

'File CHAIRMAN. He can deduct both the interest and tlie overilead?
Mr. E,\GLE. All the overhead.
The Cwzm1 f,\N. The Ireasury has ruled unoubtedly that the owner

of an apartment in one of these enterprises cannot (educt the taxes
paid or the interest paid its ia deduct ion from his personal income.

Mr. EAGLE. They have always held that, and then it went up to the
Circuit Court of Appeals, Second Circuit, and they held that the
literal interpretation of the statute as enacted would not permit it.
They said if Congress wanted to giant this relief they ought to enact
a law. That is why we are here.

Senator CONNALLY. In case he sublet lie would treat his rent as
income?

Mr. EAGLE, Exactly.
Senator RADCLIFFE. The amount of stock would correspond exactly

with the interest in the apartment
Mr. EAGLE. That is rwht.
Senator R,DCLIFFE. I e ownership of stock by him could not either

be increased or decreased?
Mr. EAGLE. Not at all; no.
Senator CLANK. In the case of a small fellow who has a less desirable

apartment, his part of it in the interest and taxes would be less than
that of the man who owned a more desirable apartment, just the same
as the owner of a small house pays less tax and interest than the
owner of a big house?

Mr. EAGLE. Exactly.
Senator VANDEN, m. Like renting a room in a hotel; you might

get a $2 hall bedroom or you might get a $12 bridal suite.
Mr. EAGLE. Quite right.
The CHAIRMAN. Mr. Eagle, thank you, sir, for your remarks.
(The supplemental memorandum and letter submitted by Mr. Eagle

are as follows:
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SUPPLEMENTAL MEMORANDUM, SuaMITTE BY J. FREDERICK EAL% NmW YORK,
N Y., Wi: Pioposl) AMENDMENT TO I NTERN. I, IEVE.NUE Con To PERMIT COOPERA-
TIVE APARTMENT OWNER To DEDUCT FROM Ihs INCOME TIIE [lOPORTIONATE SHARE
OF TAXES AND INTEREST PAID BY HIM , PAST1' OF THE MlAINTENANCE OF THE
COOPERATIVE ENTERPRISE

In the city of New York and elsewhere there are Inumerable unoccupied, un-
productive, and unsalbtile residential protcertIs owned by people of large means.
The owners thereof deduct from their incorrjs, ill determining their Federal
Income taxes, tile real-estate taxes paid o such unproductive properties, as well
as interest paid on any mortgages thereon. Of course,,the deductions come from
the top brackets, and, if the owners are of large means, the resulting loss to the
ilncome-tax collectors Is large.

Naturally, if a plinn could be devised under which a demand could be created
for such unoccupied residences by people of small means, there would he a net gain
to tire tax collectors, as the deductions would come front lower income-tax
brackets., The proposed legislation would create such demand.

The prseni-day cOOpe~rative a)artnient houis, which is rlidly vanilshing, Is an
oilcov( of nlL e:i l1]r ecolloniIc 1mctice of friends coniil ing tli'ir resources to
nequire homes by purchasing a house for their Joint rise and, having the title lld
by i corporation so as to avoid title conmiplicatios lIn the event of death. The
resulting econoieIivs, sac as one kitchen, one furnace, lee s service, and no mitddle-
nmn's profit, were appealing and would be npicaling to home lovers of nioderate
means, aind, were it not for tle present tax l'w, sllh persons would create a
demand for the now illiOellpled and unproductive president lroprtI's. Of
course, only people of moderate means would resort to that prci !ice, but, if they
irchsed hroplrties frolil )eo)le of lange means, tile iidvantage to tihe Iaconc-tax

collector Is apparent.
Aismne that a iierson has taxable income of, siiy, $16.000. Under the present tax

law he pays 4 percent normal tax aid 2) i)rccnit surtax in excess of $12,000.
Timt leaves hii about $13,000 unless, of course, liet has to pay a Silite Income tax
as well, If lie andt a friend iy it house which is assessed at $20,000 find pice a
5 pseuent :420,000 mortgag thereoii, the it axes und interest would llioullt to
approxlrptely $1,000. If, as tenant in common, he owned one-hlif the house, lie
would be entitled to declit $950 from Ilis iritea determining his Income tax,
which would reduce ills Income tax by. about $314, If, oil the other had, the title
were held by a corporation, 1, e., a cooperative aprtnient corporation, under the
present tax law lie would be penalizd to the extent of $314, which would, of
course, offset all preconceived econilics,

Large ipartrients, I. P., over 10 rooms, are a drug on the rmr irkei, anl tire sitna-
lion his beeti aggravated by the owner. of cooperative aparlnetts iclng unwllitng
or uialible to occupy then), due to tile tax discrination. Rents arc thereby
reduced, and bigh-ciass buildings-built for, say, 12 aliartmerits--tre being con-
verted Into glorified tenements to contain 4 or 5 thnies that runber of apartments.
Where this practi" obtains to any great extent, the character of the neighborhood
is changed, and t :e assessable values of the properties are decreased, A ctisial
observer call notice that ever-Increasing trend In the Park Avenue and Fifth
Avenue sections In New York City. We all love babies, baby carriages, bleycles,
and kiddy cars If they are our own, Wut toe rny of then crowded into one
building do not add to the value thereof.

It would be a godsend to the city of New York If the character of the large
apartments and ti neighborhood wherein they are located could b manulatuiid,
and that result cold be accomnlished by the proposed legislation inasmuch as
cooperative npiirinients of considerable size could lie occupied aid ecoroiiially
maintained by thie owners thereof, If they were not dscritinatcd against murder
the tax law,

PArTTF1rSON, EACLE, GRnEuNormnn & DAY,
New York, NV. Y, Ma 7, 19 1 2.

Hoar. WILLIAM J, PHmFFER, M C.,
House of Reprcacntatives, Washingtonr, D. C.

DEAR MR. Pm mirrin: I have your letter of May 5, 1042, and am very glad to
note your Interest In the proposed amendment to the lInternal Revenue Code
whereby a cooperative apartnwrit owner would be entitled to deduct front his
Income, In determinlng Ils Income tax, is lroportlonate share of tire taxes and
Interest paid by him as part of the maitenance of the cooperative enterprise.
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I have itked the 'rolkalt-Owners Apartment Association, In'., (if (i60 Madison
Avenue, Now York City, to obtain the Information which you desire and have
been assured that it will be forthcoming early next week.

Many of the real estate firms it Now York are interested Ili the subject and
I believe that piactially any of them would be glad to give such information
as was mallabie, I have In mind Pease & Ellinan, ie., (160 Madison Avenue;
Douglas L. Eilinan & Co., Ite, 15 East Forty-ninth Street; Brown, Wheelock,
Harns, Steven., Inc., 1.4 East Forty-seventh Street; and )onglns Gibbons & Co.,
1ne., 73 East FIfly-scvenith Street.

Some days ago n publicity mai from the office of Pease & Eillnia, Inc., talked
with tie in tilt hope that ie (1old get the New York newspapers to advocate riie
legislation. For his gtiidllce I gave, hil an ll dditiollitl mnillr:'Iianldl, of whihlk
the witl; is sb4stitiltial copy.

I totol Ilint Mr. Randolph 11. Paul, itn his letter to you, oIf which you for-
warded ill it copy, slys that a proposal slimlar to that now advanced received
voil'lIdrlt ion Ill th Revellue Act of 1928. In that connection, we should col
sider the eoiaitions which then prevailed. Rents were albormlly high and if
cooperative tipalrlilient se'lled to offer ia llvell for vhi lte o ihr ls Ii great
denland. 'i'(1 tax discriiintion was theI of little consequence its compared
with the excessive reht of a similar apartment In a connorial apartment house.
Now, tihlt Incone taxes are of real moment, tile tax diserilliflat loll canllot f1ll(1
will not be borne--that Is to say, It is more economical for the cooperative lpart-
nient owner to abandon his investment and relt Ili it commlercial apartment
house-a practice which has become prevalent.

Mr. Paul, in assigning the reasons for the Senate hOeltig the provision In tie
1028 Revenue Act, says:

(1) "It was believed that such a deduction would be practically Impossible
to administer ind would affori an easy means of tax evasion ill many cases" ;

(2) "It was also pointed out that no comparable deduction was given to the
great number of Individuals vho leased apartments by the year;" and

(3) "The purchaser of a cooperative apartment Is peillintted to deduct the
interest o1 the unpaid portion of the purchase price of an apartment."

As to (1), the belief h1115 proved to be Inaeuratle. The New York inlolie-tax
law, since 1931, peritted tt Intmll' deduction. Insofarl as I know, the admin-
Istration thereof has been simple ll htllsf lot lffolrded ll elsy ilealls (If 'taxevasion. Eaeh coopetrative apartment etarporitllen flies -,ill |hicoine-talx retarnl

and e1h one ililocall ('5 Io each proprietary lessee tierein his prollorttlht share
of tho taxes and Interest paymenolts. Every taxpaty( ", Inl (loinlllg sllIih (edlic-

tion, inlu.s show Iill hs rturn tlhe partlelillits thlerevor sild every snlch (diducthol

can be readily (hecked.
As to (2), it should be borell ill mind tlint the proprietary less' his 01l

Iinvestmlent whlprlas tile ordinarily tenalit h'ls no Ili-, r-'tinnt. Filrtlhirniore, R
iprospetive telitnt, If bie rents fil ap~artnient Ini it commercial butiling, itust pay

tile rental denlaInded by the laIndlord, but the ldlord, If he runs a commercial
apartment house, 1s running It for profit. Ile deduets8 fromn Ills hncone, In

deterllning his IllcolnO tax, he alollnt which hi piiys out as |ilxes fand lorlgage
initrest, and n111atlrall' the linolit that hI' ('11n deduct froil his lllolllOe is a
Ilclipal factor ti deteriniIthig t he an iunt which lie 11us1 dlllIl for rental.Tihe greater deduction which the lanlohrd(l a nae, the less lie Is required to
demn1d front the tilmat, and ilhe toitlrnt fovs therebty got Ihe boriwflt of 04,
deduction.

As to (3), possibly I do not understand the third oljecilon. There Is no oel)j'-
tihn to tile purchaser of iI hose deducting tile interest oIl ai ptrehase money
mortgage, and If that is corrvet, why Soul not (ile lnrehlaselr of a CopIleatIvv
apartment be entitled to deduct the interest oi it purchlase-ioney mortgage ; I. e.,
tile Unpaid portion of tit(e Iprvilise pi'eo of fil apartment.

I ant c~l~orden that it varefull study of the situation will clearly delnlsirnte

that the stated reasons for deleting the provision from the Revenle Act of 1028
will show fit~ll they.) are wviholul znwt, , particularly Ii view (if r ,w~tt co)ndlItilois.

As 'ou doubtlss kno\, Iliv right of it (opl'erl ive apartmlelIt owl'' o imaki tli,
deductions under the present law his been litigated. Wood v. Rasqidn, Collector
of Ifernl Rcvealle (21 Fed. Supp. 201), affirlied without ophilon 'by (y Crcuit
Court of AliPeals, Second Circuit (07 Fed. Rep. 2d, 10,23), Is the principal ease.
This was decided llgainst the Iaxpayer on the theory tlit the tonit was not
obligated to pay the tax and that tile tIx had, Itn filet, beef plid by the corlora-

on alid Mid been clnied by it as it deduction tni its incollie-tax return. The
reasons are literally snnd, but tile Court Intlnted that If Coniess wished ito
reedy the silttllon it could do so by legislation.
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I call to your attention a(so Bolan . v. (io)nitsioir, of Interral Revenue
(123 Fed. 2d. 358).

In considering these (ls(Is it should be borne in mind that the person who
really plys the tax is the cooperative apartment owner aln that fllunds for sucl
payments are merely sillon(ld thriouh tile corporation. In this siphoning process
the corporation receives nd pays out exactly tie same amollt for Interest and
taxes, but the apartment owner, wio Is the real payer of the taxes and interest,
receives no Income-tax benefit therefrom.

Perhaps It would be helpful if I explained may position in the matter. Althoogi
I have appeared as attorney for the Tenant-Owners Airtmenit Assoctition, Ilc.,
I expect no compensation from it or from anyone else for ily servIces.

I was president of a cooperative apartment for about 10 years, and during
that porliod represented five or six otiter cooperllttv(-alp)ltmellt corporations.
Furthermore, I owned a cooperative apartment and still own one, although I have
initiated proceedings whereby I will be able to abandon It. From my experience
I became convinced that the tax discrimination against cooperative owners was
the primary c.auise of tihir troubles and that it was, in fact, harmful to alI
real estate. After I b1ad given tie matter considerable thouglit I determined
to urge tile legislation ill I to public interest. I doubt very much if ti legisla-
tion woul be helpful to me, individually, although If it were eteted )ront ly
I might determieil to hold itly apartment.

If you wish any further Inforiatition oil the matter which I can furnish,
please (10 not hesitate to cl 11ipoll mne.

Yours very trily, t Signed ) .I. F'. E.\lLi:.
Th'1'e CHAIRMAN. Mr. Henry Forster.

STATEMENT OF HENRY FORSTER, OF BROWN, WHEELOCK, HARRIS,
STEVENS, INC., NEW YORK, N. Y.

'Ile CIIAIMAN. Will you give .your name and address ?
Mr. FoRsrEn. Henry Forster, Garrison, N. Y.
The CHAIRMAN. You represent Pease & Ellimtin, Inc?
Mr. Fons'rnm. No, sir; that is it typograp[hical error. It should be

Brown, Wheeloek, Harris, Stevens, Inc. I

Thie CHAIRMAN. You want to be heard oil the same question ?
Mr. FosTEr. Yes, sir. I have just a few remarks to make.
The CHAIRMAN. We will be glad to hear you.
Mr. FoRSmEn. I have no prepared or formal statement.
I wish to second what Mr. Eagle has so clearly stated, Possibly he

did not emphasize enough the benefit to the Federal Government that
would accrue if the prOl)osed deductions are permitted. The real-
estate market would certainly be stimulated. This would mean in-
creased commissions to brokers, which would be taxable; also profits
to recent buyers of properties which woult also be taxable income.
With the increased activity wid increased real-estate values all sorts
of benefits would accrue and many losses now facing owners or nort-
gagees would not occur. Many (;f the mortgages are split up in the
form of bonds and certificates held by the public. Increased business
and reduced losses always mean inereased taxes, and1 the Government
is the gainer.

For more than 30 years I have been in the real-estate business, spe-
cializing in residential properties in the Borough of Manhattan, New
York City. For two-thirds of that time I have been very actively en-
gaged il all phases of cooperative apartment work, selling the landA, ar-
ranging for the construction of (he building pricing and selling the
apartments, managing the completed buildings, working out their
financing, and so on.
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For the last 10 years there has, of course, been very little selling of
such apartments, due in great measure to a decline in rents and the
cxtra burden thrown on the individual owners by reason of their not
being allowed interest and tax deductions. '1ile' home owners of the
Nation are admittedly a most desirable group. They should be
en cou raged.

In many cities the ownership of 1)rivate houses has become eco-
nomically'impossible. To encourage urban home ownershi p ) the co-
operative apartment owner should be given the same tax deductions
and interest (leductiolls that he would get if lie owned a private house.

If you have any questions I should be very glad indeed to try to
answer them.

Senator VANDENIEIU, YOU say this is the chief reason for the
failure of coolerative housing?

Mlr. FOcSTER. On1e 0' tie chief reasons.
Senator )ANAuri. Mr. Chairman, a question.
The CHAIRMAN. Yes.
Senator Dtx.xIIHa. Is there any reason why a Cooperative may not

take over two apartments, live in one and rent'the other'?
Mr. FoRSTR, No objection to his doing that. but if lie does that,

then the second one, the one lie rents, would become a business invest-
ment, and he would then pay an income tax on the net rent he received.
In other words, assuming lie got $2,000 rent for the one he rented
and assuming that his maintenance charges and upkeep, entire ulkeep,
what you would call maintenance charges, would amount to $1,000, lie
would then have to add to his personal income $1,000, the net difference.

Senator D.IANm.t. And if an individual were responsible, he might
take a third one for his son, let us saY?

Mr. FoRsTEn. Yes. If Ile held it In his own name, his son would pay
the rent, of course. It would be treated the same way. If his son
did not pay the rent, lie would be entitled to the deduction.

Senator I)ANAHER. The only )oint of my inquiry, I tlhiiik Mr. Eagle
left the impression that oiie owner may onely have one share in this
cooperative venture. Ile may have as many units as lie wishes.

Mr. FOnSTr. The one he occupies is the oily one that lie gets the
benefit for in regard to the taxes.

Senator T4 rt. As I understand it, the owners' shares of stock are
absolutely tied up in that particular apartment. They cannot be
separated. They relate to that apartment and cannot fe related to
any other apartment; is that right?

Mr. FORSTEn. That is right.
Senator 'AnT. They may be transferred with the apartment, but

not otherwise.
Mr. I'oasrai. There is a reason why an owner would not want more

stock with any apartment that lie occupied. He would prefer to have
less, because his maintenance charges are dependent on the number
of shares of stock. If he had 10 shares and was told lie could have 10
extra shares lie would refuse them, because it would mean his rent would
he doubled, and he naturally would want as low a rent as lie could get.
From that standpoint there is no danger of his getting any extra stock
that would in any way help his tax situation.

The (HIRMAN. If there are no other questions, we thank you,
Mr. Forster, for appearing.

Mr. F( asEn. Thank yon.
The ('AIRMAN, Alr'. Rural.
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STATEMENT OF BEARDSLEY JRUML, OF R. H. MACY & CO., INC.,
NEW Y : K, N. Y.

The CHAIRAN. You may give your name to the rel)orter, and your
business connections.

Mr. RUML. Mr. Chairman, my nanm is leardsley Runrl. I am
appearing as an individual. I a;) the treasurer of RB IH. Miley & Co.
and also chairman of the Federal Reserve 1ank of New York and
adlviser of the National Resources Planning Board.

The committee is familiar with the weakness in the American scheme
of things which is caused by the universal indebtedness of income-
tax payers to the Federal Goverimient. It is my liilos)i) to emphasize
the sel-lousness of this weakness, to point out briefly some of the conse-
quences, ald to make a suggestion as to what may be done about it at
t Ie present time. I should like, if I may have permission, to submit
for incorporation in the record a printed statement which analyzes
the problem and the suggested solution in some detail.
The CI AT,,MAN. You may have the privilege of filing that with tie

reporter if you desire to put it into the record.
Mr. Ruimi,. Every income. tax payer on the 1st of January of this

year was in debt to the Federal (overnment for his income tax on his
income for 1941. By the time he paid the first installment o March
15, 1942, lie w:as already ill debt for tile tax on his income front the 1st
of January 1942 to the middle of March, so he is always iii debt for
the tax oil about a year's income.
The situation is not a new one. The year before lie was similarly

in debt, and so also in the year before that, back to the first year after
lie had a taxable income. Generally speaking, tins debt, the income
tax ol last year's income, was paid out of the next year's inconle, 1ld,
by and large, it didn't cause any difficulty; rates were low amd most
citizens weren't liable for any income tax, anyway. But the days of
low rates and general immunity from income tax hnave gone, and what
was OlIce a minor defect has become a serious and growing weakness
and an obstacle to urgently required tax measures.

In general, the American taxpayer is counting on paying his 1941
tax out of 1942 income. Some few, to be sure, being accou,ilting-
minded, have accrued their income taxes, but these are few, indeed.
For most tile desirability of accruing personal income taxes only be-
caine evident after rates fiecamye so high that it was impossible to (loiuble
up-to accrue the tax on this year's income and to pay the tax on last
year's income during the same year.

Nothing is to be gained by arguing that people ought to save this
year's tax out of this year's income. The fact exists that they did not
do it, and now they cannot do it. We need, rather, to adopt a )lan
which iluto atical ly shifts taxpayers to a current basis. It would
have done little good to argue with employers or employees that, in
order to save power, everyone ought to go to work at 8 o'clock in tile
morning instead of at 9; the same result in power saving was achieved
illich more simply by moving all the clocks forward aii hour, so that
we actually go to work at 8 o'clock, although we normally still go at 9.

And so, as a ma.tter of practical fact, most income-tax payers are
counting On paying their year's debt to the Federal Government out
of income they haven't yet' received and which will itself be subject to
income tax.
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Some aty, for each and every taxpayer that coi inted-oi intconi to
py, Itsty.ears income tax will n(it inat eiaizea . Already today, many
an Income-tax payer is ii ililcllt lte ilse of this income-tax debt.
Who are these tax payers? First of alL , there aVe the men in the
atied forces and those who have gone into Government service it
lower income. Next, there are tlise who h11 bein successfully em-
phyed in nonwiir iOdustries, who htve seen their income shrink be-
11ause of priorities and allocations, 1nd who have not (omieted their
tdjustimenti to war occu)tition. here ni1e the thousands and thou-
sands who every year stiffer retluced inconi heause itf accidiWt, sick-
ness, old age. For all of these, their income-tax debt, especially now
Because of the high rates, creates an int(leih, situation.

And for the tens of thoustmds who are actually ill distress. there
tire millions who are in danger, in danger of icss of income through
being drawn into military or Government service, through wartime
industrial displacement, through accidiint, through sickness, although
retirement because they can no longer keep u ) the pace. To be sure,
the lightning vil not strike all in 1942; tut it is smre to strike some of
us-which, we do not know, iut we are all in danger.
This danger will be increasingly felt by the people its income-tax

rates go higher and as a friend here and an icquaintant there is ml-
gulfed by his income-tax debt. For the welfare and morale of the
country it is ta situation which is not good. We should get outr income
taxes on a current basis and at once. We should get out of debt to
the Federal Government.

There is a compelling reason ftr doing something about it now.
Sooner or later we shall be demobilizing our war industries and war-
time incomes will cease. There will be a period of readjustment. Sup-
pose we are still a year behind, a year in debt oIn income tax. Can
we imagine income taxes being lid lby the utemloyed out of tbeir
: employment compensation?

Finally, this income-tax debt niakes ditictilt or impossible tile full
1se of the withholding tax. If we did not have this debt, if we were

currently tax debt free, there wouh lie no problem of pavin.x 2 years'
tixes in'l, and a withholding tax could be imposed forthvitlh.'

I believe I have said enough to demonstrate that the tax debt of
income-tax pavers is a dangerous weakness, that it causes widespread
hiard.ip and apprehension, that the (lanaet is an iereasing one, and
that it obstructs desirable tax measures. I think all will am'ee that it
would be highly desirable to get rid of this tax debt and that it is
well worth while to attempt to solve this major problem even at tie
risk of a few minor imperfections.

The suggestion that I am offering is not being presented as the
only or even as the best solution. It is the best that T and thoso
with whom I have consulted have been able to devise. Tn any case,
it may serve to emphasize the problem and to be a starting point, for
others who will have alternative and better sitagestions.
The l)y-:s-yol-,o intone-tax plan is intended to apply tol indi-

vidual income, not to corporations or to estates.
In order to get individuals free of tax debt to the Federal Gov-

ertnent, and to keen them o a current hasis from that time on, we
must solve three problems.

1. Flow can we get on to it current basis without paying 2 years'
taxes in 1 year?

176
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'2. If we are to file a tax return near the beginning of a year, how
can we estimate in advance the amount of the new year's income?

q. What tax rate should 1)e applicable to the new year's income?
Taking up these problems in order, we make these suggestions:
1. How can we get on to a current basis without paying 2 years'

taxes in 1 year? We are 4now paying t tax in 1942. It is considered
a tax on 141 income. Sup )ose we wove the tax clock ahead, llsup-
pose we redefine our tax anI say that the tax we are paying in 1942
represents a tax oil or income tor 1942. In 19-13 we continiie to pay
a tax which becomes a tax paid with respect to inc lie which will be
received in 1943. Although the tax on 1911 income drops out of
existence, the Treasury continues to receive its revenue and the tax-
payer continues to )ay his taxes. The great difference is that the tax-
payer is 1low on a current basis., lIev rootinues to pay his'taxes every
year o1 incone received in that year. lt when lie dies or ceases to
receive income, ie does not owe a tax as he does under the pr,'ewnt sys-
ten). Redliction of tax payment by the taxpayer as a result of setting
lie tax (lock ahead occurs only at sonie future date when and as the
taxpayer's iiiconie increases or declines. Tle reduction is therefore
spread over the lifetime of the present, income-tax-paying generation,and occurs beiefidially for each taxpayer at the time wh]en his income

fails. As for the Treisury, tile Treasury has never considered taxes re-
ceivable as an asset, and a'cordingly tlley can be written off the balance
sleet of the Govermnent witlmut the ('hange of a singlepenny.

As to the second plrolblem: If we are to pay iii tiny given year a
tax based on the iiconie of that year, how are we to know the
aniount of tile income? We make this suggestion : In March of, each
vear the taxpayer should declare a tentative tax for that year, but
because le does not vet know the exact amount of income for the
current year, tie tentative tax should be measured by the income of the
preceding year; that is, a return filed on March 15, 1942, would be a
return of tentative tax for 1942, based on 1941 income, rather tlul a tax
for 1941. In tie subsequent year's return. end-of-tlie-year imdjust-
mneits would be made to correct the tentative ta. to the actual tax
liability. I will try to explain a little later the way in whieh these
adjustuments could be made.

The problem of how the taxpayer will know what tax rate is
applicable cut ie solved by a technical change. Under the present
system when the Congress changes the rates of tax this year, the
new rates will be made applicable to 1942 income but tIme tax oi
1942 income will not ibe paid notii 1943. We suggest that under
file pay-as-you-go plan the new rates, for taxpayers subject to the
plan, I;e mide first alp)licable to ilcomre received in 1913. Insofar
as the Governient is concerned, this change will make no difference
in tax collections in 1943; under tIme present system, us well as under
I lie proposal, the new rates first affect payments of income tax made
in 1943.

The way ii which the plan would work out in practice is 1er-
haps mdle clearer by a simple example. Suppose a taxpayer 10-
eived $5,000 taxable income in 1941. His return filed on 'March

15 1942, showed a tax measured by the 1941 income. Under the plan
this tax, instead of being his 1941 tax,. would be his tentative tax
on 1942 income. This tetative tax is paid in 1942. If at the end
of 1942 lie finds his taxable income in that year was actually $5,000,
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the same amount as in 1041, his full tax has been pt)id and lie owes
the Government nothing. If at the end of 1942 he finds instead
that his 1942 income was actually $5,500, he owes the Government
a tax on tile additional $500, but this is certainly better than his
owing the Government, as under tie present system, a tax on tlhe
full $5,500. This deficiency tax on the additional $500 would be
payable in March of 1943 at the time his tentative tax for 1943
is returned. If at the end of 1942 lie finds that his 1942 income
was actually $4,500, the Government owes him a refund or a credit
of the tax on the $500 differential. The tax on that amount could
he ('redited against the taxpayer's tentative tax liability for 1943.
Continuing into 1943--the taxpayer would file a return in March
1913 showing tentative tax for 1943 based on his actual 1042 income.
lHe would 1Pay in 1943 this tentative tax plus any deficiency that
was owed for 1942 or minus any credit for an overpayment'of his
1942 tax. In the same way, in each succeeding year the taxpayer
would pay a tentative tax for tile current year plus or minus tiny
differential between the tentative tax and the actual tax liability for
the preceding year.

For taxpayers with stable income the plan means that they owe no
taxes to the Government at the end of the year. For taxpayers with
increasing or decreasing income, there is ordinarily an adjustment
to be made at the end of the year. H-owever, there are some cases
where it would seem to be unnecessary for the taxpayer whose income
has decreased to pay his tentative tax at the high level of the preced-
ing year and then claim a credit for the overpayment. Take, for
example, the men who have gone into the arrmed services. Suppose a
particular individual, who received $7,500 in 1941, and who i!; now
holding a commission in the Army and receiving $2,000. Under (lie
plan as stated hr would pay tentative tax for 1942 on the basis of the
$7,500; but since his actual income in 1942 is only $2,000, he would be
entitled to a credit on the overpayment. We suggest that in such
eases as this, where income has decreased and will clearly remain at
tle lower level, th'e taxpayer should, upon proper certification, be
required to pay tax only on the lower income of the current year. In
such cases provision could now he made foi waiving collection'of future
installments payable in 1942 to the extent they exceeded the amended
1942 tax, or for crediting the taxpayer with amounts already paid
in excess of that figure. We, have called this the relief provisidn, and
have suggested that it be made applicable only to income from per-
sonal services. In these crses the lower current income could 1)e
certified and tax paid only on that amount. This would give imme-
diate relief to the taxpayer whose income has decreased, and elimi-
nate the necessity for unnecessary payment and crediting. The relief
provision could prohiablv not be extended beyond income from per-
sonal services as the administrative difficulties might outweigh the
advantages.

When income has increased in the current year over the level of
the preceding year, we suggest that the taxpayer should be given the
right to, and be encouraged to. make. a voluntary declaration of the
increase and pay tentative tax at the higher current level. At the
present time it is impossible for a taxpayer to pay his tax on a high
income in the year it, is received, and the higher income, is never re-
flected in tax receipts until the following year. Certain taxpayers
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with fluetuluing income might l)e glad of the opportunity to pay their
taxes on the high income ciirently nd certainly the option to doso
could never operate to the disadvantage of the revenues.

I do not want to take the committee's time to go into any detailed
consideration of the general effects of the plan on taxpayers and on
the Government; these are outlined in the printed statement of the
)lan. 'he advantages of tihe 1)lan to taxpayers are self-evident. All

taxpayers would be largely freed of tax .debt immediately since the
hrger part of their tax liabilities would be paid in tihe years in which
the income was received. When a Ioxpayecl died, or ceased to receive
income, or came to a period when his income had markedly decreased,
there would not be the additional burden of a tax debt based on the
fill earnings of a previous year.

We do not believe that the adoption of the pan woull prejudice
the revenues. Every taxpayer will continue to pay income tax every
year-the only difference is that under the plan he would be paying
a tax Ol this, year's income rather than on last year's income. 'The
skipping of a year's tax a(tualy occurs only when the taxpayer ies
or lie ceases to receive income. This resulting loss of revenue is
spread over the years as the current generation of taxpayers ceases
to be taxpayers. This loss of revenue, spread perhaps over a period
of 50 years, would hbe art ally offset by ceri in increases in tax col-
lections ulder ihe plan ; and in any case could be made ill) by slightly
higher rates over this long period of time.

Balancing any possible net loss in revenue to the Government are
certain importaiit advantalges. It is as essential for the Governmeult
to collect faxes eurrelly as it is for the taxpayer Io pay then cur-
rently. The problem of delinquencies in tax collections, although it
has not been serious in past years of higher exemptions and lower
rates, is certain to become serious in the future if taxes are not paid
on a current basis. The entire problem of tax collection in general
becomes more difficult as we widen the income-tax base. The collec.
tion problem has brought to the forefront the de re for some type
of withholding tax. Yet a withholding tax implies current tax col.
lections-it dees not fit well into our present tax system. In one
sense, as a withholding tax becomes more desirable, our present tax-
collecting system becomes more cumbersome.

The pay-as-you-go plan, although it is primarily designed as a
method of getting taxpayers out of tax debt and' onto a current
taxpaying basis, does, however, also solve the great difficulty encoun-
tered under the present system in the imposition of a withholding
tax. Under the present system it is extremely difficult to institute
a withholding tax without some amount of double taxation during
the transition period. The difficulty lies in the fact that under the
present system taxpayers will be playing in 1943 a full year's tax on
1942 income. If withholding is instituted in 1943 against 1943 in-
come and therefore credited against 1943 tax which is not payable
until 1944, the taxpayer will have to pay in 19,13 not only the full
year's tax on 1942 hut also the anioints withheld out of 1943 income.
Even tnder the provision in the hill as it was passed by the House

inder which the withholding rate in 1943 would be 5 percent instead
of 10 percent, there would still be 5 percent ad(ditional tax during
both of the transition years 1943 and 1944. With the rate schedule
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of the Hose bill thiswill illegal that tile tixpaver will bt paying i;(
1943 a rate of 24 percent on I le lowest briiket )f t taxable income .

Under tile i y-os-yoll-go )1lan die tax paid in 1943 would he t
current lax on 1943 inconie; therefore, anitunts witlheld against
1943 income coult be directly credited against tile insttallments of
tenitative tax on 1943 inu le. Further. since le anioiits withheld
in 193 could he liretily credited ag inst the irstallienHt of leita-
tive tax, tile withholding rate could be set, at the rate equivalent 1(
the sum of the norlro tax rate plus tle lowest bracket surilax rate-
19 i'eent, under the rates of the bill as it was passed by tlie House.
Tntle the treasury's's li1Ol)osil it would In, irol)ossiblh to set tht

wit holding rate so high since withhililg sull eri in j)ted oii lite )r(s-
ent systeni necessarily in\'til\yes to t m oosiden vhi exit, 1 all i titino I'n
tax huirtll during the trarlsition period.

In our tiiseussions during recent nittlths we have sincerely looked
for objvctions arid criticisms, and the 1,h s 2is it now stands has profit etl
greatly futun these tmiversat ions, One criticism that the )lan does not
rleet shoil l e nilentioned and answered.

It ls eein pointedd out that undAe h l'py-a5-yoi-go ipln there will
he a certain under of inidivitlals who will eiefit undly because of
the fact that for them 1941 happened Io 1be a year of unusally lar'gt
incolne, ln',,er than that of the years that preceded or that followed.
Ctinsequpeny, in selecting 1941 as th war to lie tiitted. theyn ew
unintnteled Lenefits. I

We coicede the fact. Ii answer, we 1 itiit outt that no tax i'iograin
will cut with the pecisir of a surgical knife. Furthermore,, Ihese few
i2lin'iduals could not have built t ) their 19,41 incomes within provision
that this plan woull lie suggested or adopted, aud therefore Io de-
liberate manipulation of income for this purpose is involved. Insofar
as there is inequity ini I)1h2n i this acount''iiit, it iesesi'h' ill being too,
heieficial to stmoue few taxpaye'rs; Int since tle ila i is I eefiial Ito till
and haimful to none, inequity of this kind, though regrettable, is an
illiperfection of a 111' r ilo r asrd- 1 tilpand witl the great good that,
will be achieved.

We believe that the probleri of tax delit inust be solved in some
m)1anner. As I have pointed out, the 1roleri is an intensely personal
one, affecting every taxpayer. The suggested solution offered ini the
pay-as-you-go plan gives relief to the taxpayer and yet does not em-
bariass the revenues, Whiether the solution of the prnobleni of income
tax debt takes the form suggested in the liay-as-you-go plan or solrn
other fori is not ioportarit; what is iluliortant is thnt the problem
should be solved.

Thank you very much, Mr. Chairmrnan.
The CH,\ntMAN. Are there any quest iois by iny oeer if the

comm111ittee?.
Seat or I).NMura. 1Have you taken this tip with the Treasury?
AlI, Runr., Not ofhetil i\, bitt it Iis been I disos std wit iti l muullti' ttf

the experts of the Trasur"y.
Senator DAN,\njjr. What do they say about it?
Mr. RUML, I think the Treasury ca best spetik for itself; but I will

say this, that the plhn as it now stands iricotl)orates as many of the
,',uggestioiis that were received from the technicians as it was possible
to ilicorlporate, with the exception of one ciicismn which I lmve p,.
cifically Ilienitined.
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'110 CIRAMAN. Are there iy other questions?
Senator (,m. Mr. mli, 1 (10 not see how it is that you figure this

1941 tax that is being onitte(. The 1941 tax is now being paid or has
already been paid.

Mr. RUML. That is true. My poi)t is if we coasidler these payieits
as paymlit s against 1942, then at the end of this year we ll start fresh
and clean, and we have a clean piece of paper to write oii. So you see
it is the 1941 tax that is being skipped.

Senator CIAim. The payments made in this year would be credited
against this year's taxes?

Mr. RuML. That is correct, sir,.
Senator ComALY. You would not pay any tax at all in 1941
Mr. Rumrr, The 1941 tax would not be paia, but the reduction of in-

come would only coie over the whole lifetime of the present gelert-
tion that is paying an income tax, because each year we go along and
l)ay our tax as a bonn tide declaration, and it is only as we (lie or as
we lose oil income-

Sealltor CONNALLY. I mean nobody is paying taxes oii 1941 income.
Mr. Rum,. 1941 would drop out, but everyone would pay what he

would have paid ill 1941 but piay it in 1942 against 1942 income.
The CHAIMAN. He would piay every year?
Mr. Rum,. He would pay every year, but it is on the new year, so

when we colme to the end of this year we are out of debt to the Gov-
erunlielt.

Senate CLAim. Tile taxes you pay iii 1942 would be credited on tile
1942 income as against 1941 income

Mr,. RuMi,. That is correct, sir.
The CHIRMAN. Tlanik you very much for your appearalce.
(The pay-as-you-go income tax plan submitted by Mr. Rumil is its

follows:)
TiE PAY-AS-Yo,'-Go INCOME TAX PLAN

[March 25, 1942, revised June 30, 19421

Tie ly-ai-yo -go ilconle ptx shll Ift, the rsoll of Ili h c- uiisotiitioii lland like
working of inially minds. It Is offered by its friends as ni possible solution of a
serlols nation1l31 problem, the ldlellidness of millions of eillzens to (lie' Govern-
aiiet becallse of tile 1iI('sclt broetin e of isl vsI slg an(d ',tllectilg tie iedernIl in-
colic tlx,

iBEAiRDSiEY RU11 5,.
NEv Yon, N. Y., J1e d, I4,/.2.

Tur PAY-As-YOU-Go INCOME-TAX PL-AN

Tie 1)lan oullIned below Is proposed as ait method whereby Individual taxpayers
can he put on a current taxpaying basis so that tle Income taxes they pay lii tiiy
1 year i'e'present file taxes oil that year's income rather lhan on the Income of
the preceding year.

1. THE PROBLEM

Under our present system of paying income taxes every taxpaying individual Is
always In debt to the Government. In 1942 we nre now paying taxes oii the
Income we received, nlni] probitbly spent, In 1941 ; but tin tax on the Income we
are now receiving lii 1942 has not yet been paid, and by the end of 1942 we shall
each owe tie Governineat 1 year's tax. I1 mony Instanees, wIiei ilaeonie con-
tlnues from year to year without much change and when there Is little ehangre
fi the tax rates, the present system may not seem to wrk any hardship. We
receive Income in every year, and we pay a tax In every year, ad we may not
he concerned by Ihe fact that ilhe tax we have paid is oii last year's income and that
we still owe a tax on this year's Income. Nevertheless, whether we ai- conscious
ot It or not, we are always In debt.
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There are times In nearly every taxpayer's life when the existence of debt
creates particular hardship, Every taxpayer dies some time; most taxpayers
stiffer some tie during their lives a decrease In income which may be very sharp,
is when an individual retires, or suffers an accident, or fluds his income sharply
cut by general economic dislocations. A maan earning $10,000 a year may retire
on an income of $3,000 a year; in the first year In which lie receives $3,000 lie has
to filtd the money to pay a tax on his last year's $10,000 iicome. When a taxpayer
(lies, his estate Is llible for tile payment of a tax on the Income ie received in
the year of death. But in the year in which ptymient is due there may be no
ittcome out of \vhicli to pay the tax. Tie tax, if it Is paid at tall, iust he laild out
of Nvlate'er calilial the ilecet eul leaves. which may seriously deplete tit' amount
remaining for his surviving family. For manly people the paytient of tax on
1 year's income at the present high rates can he a serious problem when there
is no iliore Income coming in. The general pl'oblem which exists in peacettine as
wellit as warline Is brought Into sharl) focus tot tie case of the men who have tits
year m(lered the armed services. Many of these men will receive during this
year incomes far below their 1941 incomes, but out of their small 1942 Incomes
they must pay a tax Oni the higher lncomes of tile preceding year. Even tough
collection of this tax is deferred, the debt remains,

'ttre are unquesltonabiy sone taxpayers who are careful enough to provide
ii itdvance for their tax liability, but they are a minority. These e are the
people who, for instance, ti 1942, would try to estimate their prolmble 1942
iticome and the iI tax on ihal n coite ; mittd would then set aslile out of 1942 income
fiuals with which to p13'y1 lhe tax. These people, aithougih they owe tile Govern-
mnat a debt, will htve provided funds with which to meet it. But most tax-
payers do not provide for teir taxes, ii tht manner, partly because of a general
lteicleni'v not to provide fio' tht llylli,'ll o(l o tItbt litntil le ptrilod whewn
the ptty'imett is due, and partly beetuste estilimiting the anilnot of tax is often
impossiblee, For (xa ntple, itxpltyers have known all ilu,'tlg tills year iat
tie tax rates aplicabli to V!,12 income would he changed, tbut Ieiting tite
quttity of oimiiscil'ce they could niot know iii advance the rates which would
i, app1catle to their part Iitltar itteomes. The taxpayer, with the best will in

the world, cotild nt estiiae the ittx tHit would Ite (tile on 1942 income.,
evei If he knew in advancIe it amount of Itis 1942 income.

('eraialy the majority of people do not even try to provide in advance for
their tix liability. They snehtow find the ioney in 1912 to pay tile tax for
1941, at wiit utiti 101t3 to worry about their 1942 tax, The consequence is that
lit the eltd of evety year lhey are in debt for a year's taxes anid have not
provided out of teir cI'ncome for (Ito pynitnt of that debt. Tite present proposal
is taude lit no effort to find some wity to get taxpayers out of ttx debt attd on
i pay-as-you-go basis, so that the tax tiey 1):iy during any year Is to the fullest
possible extent title tax i] the titleotle ece-ived (dut'hg thal yea', a nd qso that at
the end of tilt year they wvill it owe iiotiey to the Goverittent.

Nothing is gained by arguteg that people nugttt tu save out of this year's
Income enlgh ltlotte3' to p1:y ithe tax oit this yetr's income. The fact exists
that thity dt nt dii it. We tevd. rather, to devtioll s8tito y'st'ill which ai-
toinatielly shifts taxpayers to i ctrrttt basis. It wmld Iave udone little good
to argue with employers or emlttoyees thati ill order to save tower, everyolle
ought to go to work at 8 o'clock in thi moin ig Insteatd of it 1) ; the same result
in power savig wtts aclhteved match tlore siitply by iitovtitg all tie clocks for-

wlllt 1111 iOtit', so thit vo actutly go to work at 8 o'clock, although wt nittminally
still go at 9.

Tie present tax collecting system has developed out of apparent tlevessliy.
'raxes are not pat( on 1941 income until t9-12 tctcauise It is not mlnil 19,12 that
she tax payer kitows ecrtitnly wlat his ioIntme was In 1941 and what rate of
Nx is applicable. Bnt lii spite of tile teeming neessity for the present system,
if it dites produce unnecessary hardsItip, It is worth some effort to fll(] oit if
there Is a feasible inethod by which taxpayers ca pauy their tax on it current
had s.

it. TilE MAIN DIFFICULTIES IN THE WAY OF A PAY-AS-YOU-0O SYSTEM

Il order to put ttxtlaiyors on a current basis, we lllust find sone system tinder
which the tax paid Ili t'ny I year is tie tax iltt is owed (it tile iteotoe received
firing that year. Three mttin. ifiilttit es staitd In the wity

I [tervtifiro, ttaxsttyers, gonorally, litle o t biott l eii tiis'tll of the hroliit, tirtinl ly
htills they (itt. not lV ti ito i iti sitio Ititity of tnt-tan list years tli s alld also paying.
i1 the event a withhotdtg tax is tillited, iart of this yetar taxes,
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(1) Since we are 1 year behind In our tax payments, how are we going to
catch up with on rsiv-es--what (1o we do with the ext ra year?

(2) If we are to life a tax return In March of any given year, representing
tax on that year's income, how are we to know in advaoee tile amount of that
year's Income?

(3) If we are to file a lax return in March of any given year, representing
tax on that year's inconie, how are we to know in advance the tax rate appli-
cable to that year's Income?

Taking tip these problems in order, we make these suggestions:
(1) We are paying a tax In 1942 anyway. It is now considered a tdx on

1941 Ineome. Suppose we redefine it aid say that the tax paid Ilt 1942 repre-
seats a tax, tentative to tie sure, on the income we are going to receive In 1942,
In 1943 we continue to pay a ttx which becomes it tax paid with respect to
Income which will he received in 1943. The tax on 1941 income apparently
drops out of existence, but the taxpayer continues to pay a tax every year.
The otly difference is that lie is now ott a current basis, ie continues to pay
a tax every year on the Income received or to he received that year. But
when he dies or ceases to receive fiteonte, he does not owe a tax, as lie does
under the present system, Allihogh the tax on 1941 income seems to have been
presently canceled, cancelation actually occurs only a Ito Iiae tile individual
ceases lto be i ltaxiayer. As is jilitted oitt bem, so flt as tiie Ghovertnmenit is
concerned, any foss Ili revenue would lie largely offi t by a acceleration Ill
collection of tax from new talilyrs alad from present taxpayers recelvtig
Increased inco(ties, anm by 'ai increase in eState-tax collections.

(2) It is perfectly cleat' Mat nest laxptyers cmild not hre hied a return,
say3 li 1912, (o the htasis of thelr It)2 Iicome, slice they would not kloew the
ililillt if o tte *ilcolie tunti v iten( d iif He year, To avoid ilhis obvious dlill-

ctulty w suggest tltat etich 3eli, 0 axpayer slioutild cmlmte his tax for that
year, Iioastred iy the Iiconi of the pro,eding year; l,at Is, the return filed oi
Marhei 15, 11-12, voul( ie it return (if tax due on 1912 ticome, but because of
pr-el'ltal tiecessity It would h rtisil oil tlte 1941 income. Siipiose I taxpayer
received $5,009 taxable income in 1941. His reltnr liletl o March 15, 1942,
showed it tax lileasitred 1by' 1941 taine; under the pilt fhis would il li s tenta-
tive tax on 1912 inconic. If at the cnd of 1912 lie finds thiat his taxable income
actually was $5,000, the same Income as in 1941, his fill hx lis been paid. If
tie finds, instead, lhat his 1942 income was $5,500, lie owes the Government a
tax ol the iilditioli $500. (But thi1t is fli better that his owiig the Govern-
mett, us under tile present system, a tax on the full $5,500.) If lie finds that his
1942 Income was $4,500, raller (hall $5,000, ti' Governent owes hia a reftd
or a credit of the tax paid on the additional $500.

(3) The problem of how the taxpayer will know what tax rate Is applicable
nit lie 4olvvd by a tlrinfcal clainge. Under te present .3ystein, whenl the Coni-
grss clianges the rates of tax this year, the new rates will lie made applicable
to 1942 Incenu. But the tax oti 1942 income will not be paid until 1943. We
suggest that under tile pay-as-yomt-go plain the new rates, for Individual tax-
payers subject to the pilan, be made first applicable to Income received in 19,3.'
The returns filed In irch 1042 on the bttsls of the 194. act rates could then
properly repls(nlit the tentative tax oi 1942 income, In March 1943 the taxpayer
would use tle new rates hi computing the tentative tax payable it 194:3 measured
by 1942 Imcome. Insofar as the Governmntl is concerned, this change will
ituake io difference ill flie tax collections in 1943; undler the present system, as
well is under this proposal, the new rates first affect payments of Income tax
made lit 1943,

i. TIlE ESSENTIAL 'OINTS OF 'i'ttt PAY-AS-YOU-cO PLAN
Tie pireposed ptii is i Itended to apply only to Itdivlidutl Income, Incltuding

partnership Itncome and the Inconio of trusts taxable to tile iteneficlary in' the
grantor, It would not apply to corporate ions, to estates', or to tie( Iltcouno of
trusts tlxale to the trustee, sitce corporio l m a 113- ieporl oti )ii acetal
titi4is. ald esei-tttors aitu Ianidstees nc.essalrily provide for ilho ayllent if tixes
before distr lIu tio Is linide,

'ti'( (tmiiittlilqles tte folowlig lloi(ltflc:ttions in Io frueosit tax svstetn,
(il tie( following slalentitits It Is llssiltiieii that it filii gods Into ,fect ill
1942.)

2 It rtolll tic ciotri, ('i-or th it the 1012 net provisios for the ltro lftiv tax ivithi
I'sl tl In ' ll)l jll n it li s li l ltlo4 Ill)] the Ilililllll on i al losses shol d 1(101y to(cal ithlI ga ills ani'd lo s sIttlz ] lIIl t t2

76109:1 --42 \'el, 1---1:1
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(A) Telitati cc ioax.-In Mtreli of eaeli year tdie tuxpayvr would file a return
Showitig it tentalive tax for that year; the tit-, would Int geot'til I riettstred
by the th0olite of Ile pt'ect'iliicg yecr hot rlctititieil ricioi(tllng It) he rates
and exemptins tipplieale to the current year. That Is, tie irx shown oil
the rettir filed lit 19.12 would riti't, sent a ttiiatl-'tt tax oti 1942 inome.
ieaiiu'red by 1941 incoi,e bot coi'olrue t rdltig t' r t i I't) ,ls and ,11 elItiilolls
applicable to 1912 Income.'

(0) ('hall 8 inl cci / . of fria- cI ,i .'-r i ,s--henevei' ch tliges i t' nettle
lit tax rates or ex+etptios, tile nTow ra's citd exetilit tins, fit'll iili'ltlcl lax.
payers suhject to tlhe lltit, witulil not lietaill li 1erar 1e, 0itit ui the flst of tti
yeitr following itetnient'L., Tiat is, a chatig ill rttles titled ill 19421 WOld
be applicable to 1943 income but not to 19,12 incotie. However, this does not
postpone the effect on collections of a clttnige i tie rate scale or it ihi'
exeiIptlitols. Under the !ir'esent system. it chang' ili ailes i'ciitt'tel iti 1942
will be applicable to 1942 iteouie, the tax on which Is ctleeted it 1943 ; tider
the proposed pian the change would first apply to 1943 Intome, the tir\ ott which
wold also be collected it 19-13.'

(C) Adjts/mnt of lentatire amx to a-'llr tt l ax iii/--'lt plctri contetlfiis
that, Il general the tentative tax Is to lie measltred by the income of the preedllng
yeat, since the ridutilltolne of the cltlrott yotl1' t'attlrttl hI tmowtt niti lit, end
of tlrt year. Tliereforo, at the (,itt! of each yetrr the taxltyer ittay find lhat hio
has paid too little or too great it ttx on the current year's Ilr'oll.' SIlppose,
for Instancte, that a taxpayer received Inconce of $5,009 ii 11941 and $-5,,00 in 1)42.
Tile tentative tax paid Itt 1942 would have lec' mensm'ei by his 11)41 Incme of
$5.000. At tile end of 1942, since the taxl:yer's Iicconme In 19112 was actually
$5,500, tie wtold owe' tle Govtlnerient t tax ot th' additional $500 tit r'atos
applicable to 1942 inconte; this differential would ie 11Yalhle the'fOlhwilig Milrheh
( 1 9 4 3 )

0 
lit the time tlco tetrtive tax for 19,1) Is rfi'rtwd. In the some way.

If tit tile end of 19)2 tilit taxpityer fotinid that Ii actual 042 Itcomite wits $1,504
ratiher thriit $5,100, the Ct o'i'rntert wold owo the taxit yetr it refitd ill it credit
ont the differenihi of $5tf. rfltax it thr lloiti could 1Ist credited igaillst
tihe IaxpaIyer's tentative tax IflilIty for 19-13.1" No lbstalinitil adinirislrItIlvI'e
difl-itlIty or experrsi' would te In-olived hallrcse. ti' triXlii r's i't, t ttll of lniltttvi
tttx for flit' following year, 19-13, wotcld sicw his a('tlal Intcoime for 19112; any
l(,l--i inry ditl, clt 194-2 tlnt tite ot calll for irc'lit hitratlis of all ovi'c'ltlyllltt oil
1912 incotne wttilhi he iottliinltitid M ihtwr )t tlhe 113 ttnlit li' Iax retul't.''

Une:' the lr'oiposted lplai (exct'oit for thti tcli't'ttlio of It r'lhf'lcrovi ill olt.
lined ilk Ill (I) 1)litw), all tlItiNltt ls wiuld il IiY lthe ,siltt clllit (if tax iI
1012 as lhey wcild ttil' tw prt'st'til la', I. o., ea-t Irt lcrciflual wmutld liy a tlx
littlsir't ty 1911 itlctqti, t t th rat ii's filnl] excitnlillos tllti-'tlile t 1912

$Se, lII (ID) lili cv for q mgL'estted rititrf provision to taet care of coratnin casea of
ittii'l'litii okr di cc-rvn.-l rn Inc mn,

SilIca s-I' lire Suiigt'iIi)n (Si (Ti) iltttctely fotin'iig) ttI it itly citige itI rates atd
sxeltl toict. t'.icsttt Ictl't'ttctrc 11,x to c itc tl l tilt ti t liscs (s-i' t.olttttt 2), shocll ili-st
bcectoc oPc'rit l, first of tt(' Vi'il' fIo\llowiTIg sutent,tilnot, tile rcttt's aitl exemrtias
tttllctftl' to 1142 Incoet' woclccid it0 le t'cttt's- clrul 'xsolltliics If 1III 1Mi1 1i'(1Vt1110 Act,1lo 'oe'r, tnerl'r' the Pronctse I c11 tit le tlIs Oil 112 itlirit', v'i- til I l ( e lit i tt W 11 ilt rtit
tiicd txi'ttctttiottts, Is c0 lo''td lit 19 12: u eltr I lt, ! -i'vs'c.t sl.ttt Il I' lix coclt'ct'di Iii 1912 totis-t ooitc'ull( at. tlct' t's tutulll t''csrtttttlo of lilt-ti ii'l si( i' t'l . |

E''i'stieitt i~lls is to t'a p1ltii ccin Its- i hrlostct sl, oicltluti'l 2.

Tie ilctill ol-tatcciy Conttttlclc}]tt tltl.t t i e i ccs t ti it' rll''tti Shoirlit Its alclh+ablt'
to 1912 iietlltti(. t[ot-,r', It ws-Is fiuncl thalc wihte I lit' yi or if t cillonil)ci Is onci o Incirestetd
rtets, the Iiersass i t fax tirtlctl ot (|i'-titlgiit'id fl'tl tcax lIccIltl") itt Is ytc1l' follow-
I n. tile' y'ti' of tittliI ic a ls 'tltoitiiy tOif stt t. It Is til l' that flit t l ' i iour ld bet mocv'
thli ols-;st ty th( rtc lete o' relis'ly comlete freutirt flirn otlill t t i littl itt
d-';Ith ir rotiri'roilt Morl''-ovor, tt' les 'r IcItcx t)cyri nlit 1913 .t'tctil, l i illiart cias's.
"crchili y not tic' slill't ii tilt' tlrt'tics ' tihill tIcs amOlii lhcl wI N ut tis ti it' if it i lt-
cclcltlig ti were Isnititdt d 1thttt id tttcle gi-iirnlly Itre Iit's ihtYroarlc it
ttnilrttdilt c Olissu 1trltti-,S t hiii l i i ttifTc1011 fileetS,

ISe Ill (it) ittlo\ for a tilgges(d relief pro,'s-tlon to ttile s'r of tertait. aRues of
Si-t'(tls--tig or tii' roitI n1tg it I 'enlic.

'Tl- 1 iotl rc ltl r s- l rs ly fiorill inttercass or lset'o'ae lt i tisce os,'r the r(relrng
yearll, of' if Ipalll im l l I t lit la u o (ffrvvird thlo pers',onall ( XPonI;)i0Ili oV Vi'otlit fill' 114,|IlVI(hIllt,

thec- i ii proe ill,, tiYeat'
If it r (tsfitt-)- seol's s-try tatt' Jorge lilfolortlr to fle total Ilalillltsi, iivislll cold

hue ili fto'- a' t int ig It Ill trstalllnoil .l
lI S lurs tle 'ov'rlniymsnt Cottld li credited s-liinst lile tetntattio ts lihirlity for tsiv

fotllacg earct'. lichri' wotll, tn itcrlirit l ties, tie relatively few oteoMloits for iln a(tl-il
isli refril, liefirnls im-,ould orthtlrartly tit im'cesar' only it t ilc i-se of ti'xpryti'er' wio

bald iet1 oc' whotnt cli iltsre to retei-ve tlsable Itoce.lc Al ieamlces otf ci ritiri a- Mh trig l trilli-lvs ttx for 11 oild it teflsirtne-"' tax for is-
1t11il'rlitiy-rint Itn 1q42 I given tlit tatle VII of the aiclust(tlxs.
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iriciome, But irist'id oif this heilig ii lax (ill 11141 inome, It would lie at tenta-
tive tax otl 19-12 inconme. At the erid of the year 1942, if the taxpayer's 1912
itcomo was I ifforell i Ilinourit ftlom his 1111 ira-woe, lie would iwe lo tile G0v-
erriiielit ir 1wb owed by the G ,verrineiit he, fax (ii the differentIal. it( if at the
cild (r 1142, lie findll(1 lthlt llls 1012 Iil(otie was the samtei(' us his Ill 9-l Il eotiie, lil
full lax mi Ills 1942 tioiiie would li' pil It d there Iitld I' lii) liffrltit l to
be adJiastud. Ill 111-13 1i' ioitlid 1)a' a telitalive tlx' mtiisei',d 'ly 19).'12 fll('Pite biL
-it the iates ihd exlnioils applkltabl, to 19.143 licole; (ils would le li, sallie
aollliint of tax ]1 wild pay ill 1943 uiter the tesei sysiiii. IIowveI', lbe

would 1iIso i)113 to tim Oiit, Oie'iiet ori Ie credited by (lie Govetric t In 1-13 for
ally iliffelnce Ill the tolflttiVe l, 1)13d for 1942 id (tlie t) roil lax liabilIty for
that yoa. Tli Ils Ii 1943 all( Ill each s(cevillag year 102' tisaxliyor wiuld (except
Ill Otiecs where the relief pi'tvision outlitied ill Ill (D) iiiglt be applicabl) 1113y a
teniitive iX illasrd imy tihe I,iloi if the piecid.lg yea', Ilus or lillis ally
(llforential betwel 1111, letllatIve tax idiil the iicluil tax liability t' the preceding
year.

(1)) lb--Pc-f prNs'cr for cc rt, il ce s of iterersiig 01. dec'reasbig ricom .--
1tltei' lie IiaY-Ils-yoll-g5' 3 l'i'tu tfxlayers wilioi. hitonie is stable frorui year to year
"l'm111d lit' t Ii t'tillti'ly culre11t basis. A tenitire t ax for 1942, ncawii red 1b3
1141 lucnOe, would e(ulliv lh tial lls liability for 1942; th-'e would )e li t dull.
'leiicy to be paid 'or 11y ovitraovl leint to be credited Ill 1943.

Ilwticer, for taxllalyrs whose illcOlllo is lot stable the tentative tax illiy lie
'ltiter greater or less thi thet actual isx litligty. As in the example given iil
III (C) above, i1e Iaxpayer whose 1tt41 Iionie was $5,000 mid whose 1)42 Iluiorie
was $5,i0 woll owe ii tltllety 'qnlll to tilt, tax til $500; tlhe taxpayer whose
1,911 in(c ina was $5,000 aril whose 11142 income was $4,509 would hio owed 3y ilie
(iovertinmoit aI i'efud o' credit of 11 1 ax Oi the $,5100.

A relttf rorilsoni eotl be aIdedt I0 willow talipayers, II crtnili casts, when
Ihrclleot ulli (l''ll'a.Se( Ol ior01 'ttS( ovI' tile lI)r li tig 3(,1', to rt'lii't i It tll 11Ve
lax based ol tilt' current year's lcome rlliter thaii il Ill l tcone ot' fille pre-
cetllh)g year.

(1) Decreasiig hiiomc.-In oride' to avohi too gratI ailh l:srati-e dfllculty,
the relief prorlsiori fir derlislng income shouhl probably lie limIted to icoee
fol'ti persoll.i1 Solvices. Ili sucwh c(ases It c('11 bt proeiled lhat lltl 1roli' r
co-liit'i loll of a dcrrease Ill hicolll til' ta'xlily.r WOtltl l1i ]lt-i''llui1 idl to returll
i'italli'4e is 111l1 the balsis of tle iloer c-i'l'ollt hlicomie. Thoro ie marty

(lilt' s ase ts whei'e 1942 1ilcole, for tistaicc, ias tlmre'ased fi'tii the level
of 1911 Inctiroi nt( where it Is littlee clear tliat 1112 income will renaiii
ali the lower level. Tile oritsttiidl rig esxlillllt' Is, of colir.o, hit, Iaxliyol'rs who
live elitl'ird t (la'Iled sorviviis. TiIs tell of 1)rovisili wotild allow he iellt
ill tile el'tll'tl se''vieos, alldi olhel' haliayers receivlg loii f'iim wages ull(i
s titles who c lld( cortIfy tha1t the clllrerliI yIl" hleionie WOuld ie lt a level
lower thal (liiit of tle p'ecrttllag yod'. Ic p)a13y tax Ollyi tile erll 'i'ott oil':tl
ilemote. This prt'otlcn would eltlliirlto the neccessity for le tax1yer o 1113 pl
totllive tax oil the hlrI lt'oc of tle l'tetllig 3'ei1 1irid thell claim a credit
in the following y(ar for (lie onorjtlylieit.

(2) Itcreasnaq hteom.-WheiI licoie had nlerea.go(t over th level (if (lie
precedhig yor, tlxpI'ers could lie glienti lie right to, a tl eoiutr'lligctd to,
ltiike a vohrntary etlarla(Ion of the hIcrease atind pay Ietivthe tax at the
ighor ciimrt livel. Thert ' i'turl( spoln to blietic lle'essity of r'stritlg thil
iotliti ry t(cla'lllict of I trease Ili hIeonne to Iticome froi ages arid sales;
Instead the provisions cold apply to till 3icome. To the exfmt to which tile
right to rleclare a higher Income aid pay tax at the higher currit level
was taken alwtitage of, taxpayers witlh Irieashlig Itictmre world be otl a coni1.
10h3ely cu- rett basIs. It Is huoplsslble to know Il advice to whitat exteit

talXpayers whoe Iiecolie hind Inereaseti would vohintarlty declare the higher
rl)nle ainl piy Ix at that levi liioweer, It Is unquiestholrably tril that
llily tuxl)ay'rs are cortcei'ned ity the fact that the tas on thehr ltliie lit a

l il' Itii m livo ta t pa i It nny yo 1i)t 0, mi tiIlit' pirttasmul m w.o.iutld (taccltintl 1 ile
r'iIf T i ro llitian) t' reit' iile as h amtual tax liailiti fliu t Noll5 I at 1)1 t rli I'm'hpaly r il tllse
jr'oit syste't er fai i ti'et flaitl a detmati Ii i attmt rm'4t (e 1lnlonal
('Smlmtt oil mit' e (1'mrmmli ftor m1lot(f'r lt I. Unermti fit', eminent tho ittat lee tax us It, tar
examlie, In ri 1 ii ii al l tie caiirmml it t'eer'tlig to th Ilt'txlmnyer's still m %%,fl lt -egarid to
timl' pos'm-a'tl m-xm'uI lltmr atild evelit fo' th'pu'tttet as af tilie lmintirg at t~re year :It thep

citlsl I'W )t 1Mai'm dirt1-itig thel ta-ecerlinit yeat, rlite teitative tmax rirfilIle rrpmtirI waouldl
Ire oi ghlml3 tlIm'ctit frmrl the actulal Ins thamt reaultl te flat(] tyat -ear litiler (lie tureserir
BSfstttl.

Is1q',) sniarird 11w( revetircs n Itereat tucrialtv could aittach ta nziv tIemntvy i'isitltini
(real an rtttwmtrui-atetl or tale rertiflmatmit of a tleci'caae il inIomet
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particularly high Income year is not currently paid but becomes a liability to be
met ill the following year. Although it Is also true that these taxpayers prob.
ably do not accrue their taxes, they might welcome the opportunity to pay
taxes on the high income in the year It was received. At the present time it is
impossible for a taxpayer to pay his tx on a current high income and the
higher Income is never reflected in tax receipts until the following year.
Even if taxpayers as a whole did not take advantage of the right to pay taxes
at the level of their higher current income, tie right to do so could never
be to the disadvantage of the revenue.

The relief provision, although it could clearly not be extended too broadly
because of possible administrative problems, could nevertheless take care of tie
most flagrant dillicultles, It could cover almost completely the men who have
entered tie armed forces or other Government services, and would reach to a
great extent the problem of the men whose economic status has been changed
through the conversion of plant to war industry. Further, when a taxpayer
retires and expects to receive In the future either no iticome or markedly lower
Income, the operation of the relief provision would eliminate the necessity for the
payment of tentative tax in income which would not be received followed by the
repayment of the tax in the form of a refund or credit.

Iv. Ai)VANiAO: OF TiE PAY-AS YOI-GO -xN OVEa TE Ir t'iSENTs SYSTEM IN CONNEXION
WITH TIE IZ 61TUTlON OP A NVIfIIHOLDINQ TAX

The pay-as-you-go plan is offered primarily as a method of getting taxpayers
out of tax debt and onto) a current taxpaying basis, However, the plamul iiso solves
the great difli culty encountered under the present system ini th imposition of a
with olding tax. Under the present system, it Is extremely difficult to institule
a withholding t x without some amount of double taxation during the transition
retired. The diilculty Under the present system lies in tile fact that taxpayers
would be paying in 1913 a tax on 1942 income. If withholding is Instituted in
1943 rigalinsi 1913 Ineome (and therefore credited against 1913 tax which Is not
payable until 1944), tile taxpayer will be paying in 1943 not only the tax on 142
Income but also the amounts withheld out of 1941 income. Even under the
Treasury proposal under which 50 percent of the amounts withheld in 1013 would
be cre(i:ed against taxes on 1942 income, there would be additional taxation
during the transition years 1043 anI 1944 equal to approximately one-lalf th
amunt of the withholding rate."
Under the pay-as-you-go plan the tentative tax paid in 1943 would be a tax on

1943 income; therefore amounts withheld against 1143 income could be directly
credited against the instalments of tentative tax on 1943 income. At most the
additional tax during the transition period would be equal to the amount with-
held for 1 month. Ftrtiher, since the amounts withheld in 1943 could be di-
rectly credited against the installments of tax payable in 1943, so that there would
be practically no double tax burden, the withholding rate could be set at the
rate equivalent to the sum of the normal tax rate plus the lowest bracket surtax
rate--18 percent, under tile rates adopted by the Ways and Means Committee,
Under the Treasury's proposal it would probably be impossible to set the with.
holding rate so high, since withholding superhaposed on tie present system
necessitates an additional tax burden during the transition period.

The pay-as-you-go plan, combined with a withholding tax, might operate as
±aolCws3:

Suppose a taxpayer (married with no dependents) receives income from wages
or s anry amounting to $3,000 in both 1042 akid 1943, He would report in 143
tentative tax of $306, payable lin four installments of $76.50. The ariounts with.
held during 1913 (at a rate of 18 percent) would be $25.50 a month. Against
tire Installunent of tentative tax due March 15, 1943, the taxpayer could credit
the nmonnts withheld during January and February 1943. equaling $51, and
pay the balance of $25.50. Against the installment due June 15 the taxpayer cold
credit the amounts withheld In March, April and May, amounting to $765,0-
and would therefore owe no balance.. Against the lInstallments due September
15 and December 15 the taxpayer would likewise be able to credit the amounts
withheld during a three months' period and therefore owe no balance. The total
effect would be lint his payments Ill 1043-the amounts actually paid plus the

14 rTndor the modifiedh Troasary proposal whireby the wthholding rate In 1043 would
b 5 percent rather tian 10 percent, there would still be an additional tax of 5 percent
6 , :lig the transition years 1913 nd 1044.
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amounts withheld-would be, $331,15; during this transition period the only
increase Ili tax caused by the Institution of a withholding system would be the
aniount of $25.50 withheld during I month"

V. GENERAL E.flOTS OF T116 PLAN

(A) From the viewpoint of the Goveranent.--(1) Tile Treasury would collect
i 1042 substantially " the same amount that it would under exist ling law. There-
fore, the Government's cash position In fhat year would not be disturbed by the
change-over. Similarly in 1943 (except with respect to taxpayers who (Ile during
1942 " ) tie Treasury would collect in cash at least as much as it would under
the existing system, This is because the tentative tax paid in 1943 would be a
tax measured by 1942 Income but computed according to the new rates applicable
to 1943 income; under the present system the actual tax collected In 1943 would
le a tax on 1042 inomne at the now rates applicable to 1042 income. Further,
the Government would collect in March 1943 any deficiencies representing the
excess of the actual tax liability over the tentative tax on 1942 income. Since
1942 Is expected, on the whole, to be a year of higher income than 1941, it may
reasonably be anticipated that the deficiencies due in 1043 would exceed the
refunds or credits in that year."'

(2) Nevertheless, it is true-that In 1943 the Treasury would not, under the
proposed plan, collect the tax on the 1042 income of decedents who (lied in 1942.
This loss of tax would, however, be at least partially offset, and perhaps more
than offset, by the following Increases in tax collections that would occur under
the plan.

(a) There would be an acceleration in the collection of tax from new tax-
payers-those whose Incomes first reached a taxable level during the proceeding
year. In 1043 a taxpayer whose 1042 income first brought him into the tax.
paying group would be liable for tentative tax based on his 1942 Income; lie
would also be liable for a deficiency tax measured by his 1942 income (since lie
would not have returned a tentative tax in 1942). Although the plan contemn.
plates that deficiency taxes o 1942 income are ordinarily to le paid in March
1943, the extra burden on the new taxpayer might be mitigated by allowing his
deficiency tax to be paid in instalhnents," The amount of the deficiency tax,
however payable, wouli nevertheless represent aii increase over tile collections
which would be received in 1043 under the present system,

(b) There would also be an acceleration in the collection of tax on an Increase
of income received in 1942 over income received In 1941. Under the plan, an
increase in income in 1942 would result in a deficiency tax payable in March
1943 which would be in addition to the tentative tax payable ili installments
in 1913 oi 1043 income. The amount of this deficiency tax also represents aii
Increase over the collections which would be received in 1943 under the present
law.

() Further, there would be some increase in estate tax. Under the plan thie
estate would not le liable for the tax oii the income of a decedent in the year
of death, since the tax would have been paid currently.0  

The net estate would,

5An alterntive plan for combining a withholding tax tih tile pay-as-yer.co plan
would entirely olhnina lte nyo aiidditlonnl taxation during tie transiton period. Tile fax
payer could return In 21 3 tentative tax based on 1942 Income, dcdtivt front that tax
the alloount that would be withheld In 1943 at that income level, anI eav merei tio
balance. Any chnein In 1114. Ininoe ovcr 1!1)2 ;i,,.ir wosuid onet both tie ontoit of
th o-lton tax itabilty and tie amount withheld fn 1943: both of these amounts could
be nohtrstod at one tinie and a deficiency paid or an overitayrent cre(dlted In Mereh 1944,

10 The Treasury woild collect exactly the saute amount were It not for the relief provision
sugopsted tinder itl (D).

SAnI also with resist to taxpayers who receive dccrensed Icome In 1943, and wherecer tificaton Is; made uder floe relief provison (see ill (till.,
" 're reftor s anrd credits wouil be madcte aly to those persons chose 1042 incomes wvere

lower tihan their 1041 incomes This group swold consiat, to an overwhelming g extent, of
People who either gave illri ucrtve thositions to utter tre Ary, Navy, or other Cavern.
meat service at lower pay, o were trown oert of eirloyrrt b eason of the economicdisocatoans resruldting freo the war, The plan would fthes afford somn e relief to suchpersonns.
t0 If a witholtic tax is Initiated in 2943, time tentative tax on the 104.9 income of thenow taxpayer woold ihe lahy collected fut te source earr only floe h lecene tax would

need to be paod i e Instalmeents. If a with ing tax becomes a eroanen t part of tire taxstructure, no ditilcorisy will airise with respect to persons wvho Rirst heconme taxpayers In
future years. For lustanocs, a person whose income first brought brim Into tise ixirooviug
group In 1943 woouild Stave paid tax in 1043 through the withhiohding provisions, and WisuldI
therefore, aot nice a deficiency tax in 1044.

aerlre noeslianni for which tire estate could he liable wealdh he the tox on 2146 mouths'
Income (tie period between the becinninir of one quaifrter and the dua date for psaymoent oftax on that quarter, e. g., April 1-June 15), pts any unpaid deficiency tax on tire previous
year's income,
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therefore, be increased by the amount of that tax liability and, if the estate were
taxable, the estate tax would be Increased by the amount of tax on the increase
in value of the net estate,

(3) Any cancellation In tax that would occur unrier the plan would be a cal-
celation with respect to present taxpayers only. New taxpayers would inne-
diately be on a current basis and as to them there would be no possible loss in,
tax receipts, Any net loss In tax receipts which might result under tile plan
would last only during the inxpaying period of the prseni generation of tax-
payers.

(4) Under the plan a withholding tax could be Instituted at any time with-
out hardship. As outlined in IV above, the Institntitog of a withholding tax In
conjunction with We plan would not necessitate the payment of more than 1
year's income taxes In any 1 year, as it would under the present system where a
withholding tax on 194:1 Income would have to be credited, at least i Iart, not
against taxes paid In 19,3, but against taxes on 1943 income payable in 1944,
further, a withholding tax Imposed in connection with the plan could be set
during the transition period at a higher rate than under the Treasury proposal,
and thereby a larger proportion of tHie tax collected at tile source.

(5) Nominally the Treasury would lose a potential asset, 1. e., Income taxes
receivable. HoweveL, from a practical viewpoint this Is hardly a serious dis-
advantage, since the Treasury does not carry this asset In Its balance sheet.
Moreover, the loss of this potential asset would be counterbalanced to R con-
siderable extent by an increase in another potential asset, estate taxes receivable.

(() In a perlod of rising income the Treasury's collections would ie ac.
celerated. An Inflationary rise in income would be counteracted to some degree,
at least, by the collection of higher taxes,

0 
with a consequent diminution of

spending power. On the other hand, In a period of declining income, the Treas-
ury's net collections would be reduced sooner, leaving in the hands of taxpayers
on Increased amount for spending at a ine when they need It and should have
it. The refunds of taxes might minimize the Government's relief obligations,

(7) Delinquencies In the collection of taxes would be virtually eliminated,
This Is extremely Important. In any future period of depression and unemaploy-
ment there will be grave danger of wholesale defaults in payment of tax liabili-
ties.2  

At such a time the Government will be unlikely to enforce collection;
collection of last year's taxes out of current unemployment benefits would hardly
be expedient, The whole tax collection system may be subjected to too severe a
strain. The danger to the self-assessment system whlIeh is Inherent in tax debt
should be eliminated before we face the inkuown economic dislocations which
may follow the end of the war,

(8) The entire Nation would gain in morale If taxpayers could be relieved
of the worry of their last year's income taxes. Many people who are faced
with a reduction In their Income or with possible temporary unemployment now
have the additional problem of an income-tax debt based on a previous year's
income, Their economic position would be far less precarious if they could pay
their income taxes in the same year In which they ret'eived the Income. This is
particularly true at the present time when the war is affecting the Incomes of
many individuals, such as the men going into the armed forces and tie industrial
workers who are emporarily thrown out of employment during the shift from
peacetime to wartime production, These men would be greatly aided if In the
year of reduced Income they were liable only for a reduced tax.

M) Fromr the viewpoint of the t xpaycr.--(t In a period of stable Incomes
and stable tax rates, Individual taxpayers would be at all times solvent so far
as income tax liability Is concerned.

(2) In a perlIod of rising incomes, individual taxpayers would In nearly all
cases have paid the major portion of their tax liabilities in the year in which
the income was earned, and could therefore more easily adjust their spendable
Income to their, actual Income after deducting tax liability,

21 This results from the fact that in a period of increasIng incomes there weuhl be a
deficiency tax on the preceding year's income to be paid in March; the amount of the
deficiencies represents an increase In tax collections under the proposed plan as compared
with the present system,'ho resbltant saving in administrative expense would probably compensate for tie
Increase In expense that a large number of refunds migit necessitate. However, as stated
in footnote 10. the number of actual refunds in normal times would be relatively low,

" With exemptions as low its they now are the number of taxpayers who would be In
default in the event of a depression and period of unemployment woilld be tremendoous.

"1 Except as to a maximum of 20,88 percent of tie annual tax, (This percentage is the
proportion of 2% months to 12 months, See footnote 20,)
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(3) hi a period iof decl hung Ihnomlles, i ila' mis w)uld(1 be entitled to refunds,
whihl would ease tte hardship of reduced Income.

(4) Whe an ilddiv dim (11ed, Ilis heirs wonld be free of tile burden of paying
aiiy incmne taxes (xt'ept as to any (ihliney that might be (hit to increased
iailille (and talso i ciitl''iit tlax oil o t ii miian1111l1 of 21 l11i i hs' Incoile durltig
th year of l'ath). oIl 11w otlier hond, if the illvidual left an estate large
uioiligl 'o be subject to estili' lax, ti(, letter lax %votl'be hi gher by reason of
the 'tliilitlon of th( Ilmiojie tOx lihltlity.

(5) If ti leldivittil retiid, siy on1 a penion eqiil to ialf liy, ite would
I!mi.lll HJy, e., ('lt for flit, o)1wr'illiul/l of' (m i'fief prOVisionl, ha~vet3 o [ly it tax

ill tie' yeiar of half ily ieastired by ie yeiir of full pay; but alilly he
wold be subject to (il. on tily the hif Ilmy, and~ if hIti( ai itentative tax
based oir Oe full pay, lie wotiil be entilld tt i refond at the end (if the year,

(J) F'rom the ricr'pol oit t lit' flt /o//'t'..-l',niployer' \Voltd Iietfi t front lhe
1llt bealste he' 'lii iiployt'es, o ly re'tired, wvoltl( lot hiv(' a tax tlbt
based oil thti' l. t'evitos fill i'i'ilgs; or 1i' Iit'y died, their estilles vo'uild tnt
be lialeh for' taxes oil lpre.vhlw wingsgs, , The employer wvotild not have evenl

a morai obligation to put the ieth'ed emltyee or ilie ecctledent's hirs inl fonds
wxith wll[i'l to nael tax liilitietts. 'lhe ])lia wa14id tend to iclecrate retlre-
lents of xeeuti\es told \told ]rolo gatoi of emptlioyment beyond the 1)()111
(f decreasing illeieicy.

%I. S iME EXAMI't1.t.9

In tll of Ilbest o.',iau lihos It is assi i'tledo htt I o taxliiye Is niar'hi(d and
has 11o dependenlts, 

;
,

(A) Adams has mi Inicone tf $5,4100 iii 1941, gradhlly nereasinig by $500
incri'enmts to $0,"0 li 1n14.1. Ili 11142, ider tie present system lie would pay
a tax on 19,11 Incmte at 1141 act rates amotinlting to $375. Under le proposed
system he would Iy lit 1942 a tentative tax on 19)42 Income measured by 1041
Income aml ut 1941t act rahi,---'Iso anintlng to $375. At lie end of 1912,
stie Ills aeti'lI income had been $5,500 rather than $5000, he would owe the
Goveimnt a tax on Iile additional $510 'olmted t t 1941 act rates-anount.
Ing to $113. This deliecy tax would be payable in March 1943. In March
1943, nider the props s'd system, lie would return a tentative tax measured by
1142 ioine at the new tales applicable to 1943 hictme-aniounting to $822;
this Is the sante atioimnt 1111t lie would pay in 1943 as an actual tax liability
illder lie preseiit sy.tOnit. However, under the proposed plaI hIs actual pay-

ments in 1943 would be the tentative tax of $822 oit 1943 Income, payable In
Installments, plus the dt'ilein'y of $63 otn 1942 income, payable In March, a
total tf $885. If lie dies at the end of 19-14, under tte proposed plan Ails estate
would be liable for only the deficiency of $122 on 1944 Income; while under
lte present sysiemit his estate would be liable for tax on the full 1944'Incoie-
aniountlng to $1,066 (table I).

(Ii) Baker, an engineer, wise 1941 taxable Income amounted to $7,500,
obtains a commission lit the aried forces. Ills taxalle income In 1942 Is
$2,000. Under existing law lie will have to either pity a tax of $770 on Ills
1(41 lIcome out of the $2,000, or carry over a debt until the end of the war.
Under the proposed plan without ihe operation of the relief provision, Baker
would still noinimilly Ate required to pay $770 lit 11142, butt at the end of the
year hie woutl be entitled to a refund of $728. Since lie wo'ould be entitled to
this reftid, there would ie a cleat case for the operation of the relief provl.
sitI. rTho 'rongy ,ilff wlie oollentlcn of the full tax measuredd by 10-11
Income and substtute a tentative tax measured by the lower 1942 income. If
lit the ltepiining of 1944 Baker returns to private life and to Ails former tax-
able Inemie level of $7,500, lie would in 1944 be reqitlred to pay a tentative tax
oi only $2,000. This wottil also lie tie resnilt untler existing lt indl may
be all to tile good as the period following Ilis return to private life is likely
to be one of readjtstment requiring capital expenditures.' However, IIl tie
absence of a withholding tax, Baker In 1945 would have to make god the
deficiency of $1,100 ol 1944 income, amid also pay a hentative tax of $1.322 on
1945 Income based oil an Income of $7,500. Admittedly, It would be difficult to
pay a total tax of $2,512 out of an Ileome of $7,500. Thus difficulty could be
partially met by a witllholdlng tax on the $7,500 received In 1044; futher, under
the suggested relief provision, Baker would have time option of paying tax In 1944

"I When the "amw rates" are mentioned, reference Is to the mates tentatively adopted
by the Committee on Ways and Means.
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on the income of that year rather than onl the low income of the preceding
year. Whatever difficulty exists pales before the prospect of his widow's hav-
ing to pay a tax of $1,322 out of an income of possibly zero, if Baker dies
toward the end of the year (tables IV and IV-A).

(C) Clark, a worker in a defense plant, earned $2,500 in 1941. In 1942 he
will earn $4,000. Under existing law, and under the proposed plan as well,
Clark In 1942 would pay $90. However, In 1043. whereas his payments under
existing law at the new rates would be only $504, his payments under the
proposed plan would be $613. This Increase In lax will hurt less if it comes
when Clark is earning $40000 than if It comes when lie flies or when lie returns
to ils former income level of $2,500 (tables V and V-A).

(I)) Daniel has n fixed annual income of $10,000. In 1942 lie will pay
under both existing law and the proposed plan $1,305. In 1943 lie will pay
$2,004 tit the new rates under both the existing law and the proposed plan;
this increase is due wholly to the increase In rates. Under the pln, how-
ever, his estate would he saved an income tax liability, assuming lie (tied at
the end of 1944, of $2,064. The net income tax saving would be equal to the
tax on 1941 income plus the difference in the tax on 1942 income computed
at the new rates and at the 1941 act rates; but if Daniel left a taxable estate,
part of the saving would be offset by the increase In estate tax lial)llity(table 111).

(F,) Edwards, an industrialist, has an income of $100.000 per year. He
has a net estate for Federal estate tax purposes of $2,000,000. In 1942 lie
will pay $52,704. In 1943 lie would, under the proposed phin, pay $63,0726
tile same amount that would be payable under the present system. If lie died
at tie end of the year, tile plan would save his estate an income-tax liability
of $0,072, but the estate tax on his estate would be Increased by $23,964. Thils
assumes that Edwards will have spent only such part of his Income as is left
to him aflei taxes, and has left his capital Intact. This, however, is a likely
assumption (table VI).

TA LE I.-Effect of the plan assuming an intcreastng income

MAlRRIEO PERSON-NO DEIPENDENTS I

1941 1942 1043 1044 1045 Total

Net 10com..... .. ........ $5, NO $5,500 $0,000 $0 500 0.......
(,) Tax liability under present system. -- 37 S22 044 1, OU)6 0 .-.

Tax liability tim dr proposal ...... .'... 438 044 1,066 0 $2; 445
d) Tax paid Mareh-i)eceanber under

present system ......................... 75 822 044 $1,060 3, 207
Tax paid under proposal:

4) Tentatie tax-Mrch-Deember ............- 375 822 044 0 .........
Defciency to be peu (+) or excess to

he rift ..dI (-) following March ............ +63 +122 .122 0 ........
1) Total actually paid each yer 4 ........ 3.. 375 885 1,000 122 62,448

TABU, I-A.--.lffect of the ptan assuming an increasing ;acoete

MAIRIEDI PERSON-NO DEPFNDENT5,

1941 1042 1943 1944 1915 Total

(4) ax ailMacei- eceohoron ier1042-45

(a) -et Ineomo ..................... $10,000 $11, 0M $12,060 $13,000 '0 ......
(b) Tax liability under present systeni.. 1,305 2, 388 2,744 3,10 0 ..........
(e) Tax liability lder proposal ........... ... I 1,551 2,744 3,108 0 $7,403()Tax paid Mkarch-D~ece.lb)er tinder

present system ...... .................... 1,305 2,388 2,744 $3,108 9,548
Tax paid under proposal: '

e Tentative tax-March-Decenibr.............. 1,305 2,388 2,744 0 ..........
Detleterey to be patId (4) or excess to

be refandod (-) following March... +246 +346 +34 0.
(g) Total actually paid each year ... ... 1,05 2, 34 3,100 364 5 7,403

Footnotes at end of table V.
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'J'A1I l-n.--Effect of the plan assuming an increasing income

MlARIEFD PERISOM'-NO DEPENDENTS

Total
1041 1042 1543 1044 1945 1942-45

(a) Net Incoion .. $100,000 $110,000 $121,000 $130,000 39
(b) Teax liability under prest syslti-ll 6 2, 7(11 t , i48I 79, 818 88, 248 0
(c) Tux lin WI!ty under proI)rsi . . . - 3 5, 705 71, 518 88,248 0 $227,88
(d) Tax paid March-I )eccmibt, r ti,' ,r

present systni ................ 2.........2. 701 7 1, 448 79, 848 $88,218 282, 248
Tax Iilh under pro soalt

(e) Tentative l- arc-Iloer -h. 52, 704 71, 448 7, 818 ..........
(f) Def'iciency to he m~id (+2 or 'sevessIo

be refunded (-) followci March, ... . -i, 885 +8,400 +8, 400 0
(g) Total actually paid each yr I..... .. . 52,704 78,933 88, 24$ 8,400 5'227, M8

TAlir,.: I,- ffect of the plan assltmih i a decreasing income

M.\RRIMID II348ON---NO DEP*END)ENTS

1941 1042 1843

Wc) Net Income ....................... $6,54)0 $,000 $5, C0)
(b) 'rex liabilty under Ilicoont syslni. (4f4 014 822

) Tax liability tnder proposal ....... . ..... 3 521 822
(d) Tax paid March-December under

preent.teii.................. ....... 604 944
Tax paid under proposal:

(e) 'Pentatlve tax--/'$rch-t)ecember .. _.604 944
(U) )eficlency to be paid (+) or excess to

be refunded (+) following March........... -3 -122
(a) Total actually paid each year 4 . ... .. 604 861

I211

758
708

822

822

-114
700

105

30
00

$708

0

0
0-114

Total
10.2-5

$2,51

3, 078

*2, 051

TABILE II-A.-Effect of the plan assuming a decreasng income

MARRIED 'EISON-NO DEPENDENTS

1841 1942 1 93 1044 1945 Total
1942-45

(a) Netlecome ........................... $13,000 $12,000 $11,000 $10,000 ..........
(b) Tax liability tinder present system.. 2.103 2,744 2.388 2,004 0 .........
(e) Tax liability under proposal ................. 1,817 2,388 2,04 0 $0,26
(d) Tax paid March-D ceenber under

present system.... ........................ 2,103 2,744 2,388 $2,064 9,299
Tax paid under proposal:

(e) 'entative tax-March-Dernber ............... 2103 2,744 238 0..........
) Deficiency to be paid (+) or excess to

be refunded (-) following Mareh............. -2 -30 -324 0 ..........
(9) Total actually paid each year 4 ........ . ....... 2,03 2,458 2,032 4-324 90,269

TABLE II-n.-Elfct of the plan assuming a dcreasing i0of
MARRIV, D PERSONY-NO DEPE NDENTS

1941 1042 1043 1844 1945 Total

(a) Net incon .................... $130,000 $120,000 $110,000 $100, OW 
1 0 

.......
Tb) ax liability under present system. -.. 73, 388 78, 848 71, 418 63,072 $ .

c) Tax liability under proposal ............. 66, 48 71,448 63, 072 0 '20,00
1d) 'lax paid Mvtarch-1)ecember tnder

present Satell .......................... 7), 28$ 79,848 71,448 $43,072 207,787
Tax paid under proposal:
' Tentative tax--Morch-December ............. 73,389 70, 848 71, 448 0 ..........

Deflefoncy to be paid (+) or excess to
be refunded (-) following March... ........ - 9 -8,400 -,8,379 ..........

(q) Total actually paid each year. .. .. 73,38 72, 048 $3, 048 6-8, 370 6201,009

Footnotes at end of table V,
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TAMOE II I--Effeet of the plan assuming a stable income

MARRIED PERSON-NO DEPENDENTS'

1041 1042 1043 1941 1045 Total.

(-- Net ---o-e $10,000 $10,CO)O $10,000 $10,000 20 ....
(b) '1o 1 l11y under present system ... 1,305 2, 01 2,(16 2,01 0 ...
C) Tax liability undl,r propn --l - 3 1,3(5 2,0)61 2,06 0 $5,433

(d) Tax pnid Marcu l-ecember ender
Ire not system ...................... . 1,305 2, 00 2,064 $2, OG4 7,407

Tax paid inder )ropns(l:
(6) Tentativ, tax-March-l)ecember .......... 1,305 2,0114 2,04 0 ..........

SI)efleiory to be pald (+) or excess to
hIe re'uiled (-) followlnh. March... 0 0 0 0 ........

(g) Total actiully paid eaich year 4 ...... 1,305 2, 00 2, 06A 0 5 5,433

T,un,, IV.-lffect of the plan on a hypothetical person serving in. the armea
forces in 1942 and 19113 at an income of $2,000 and rcturlihig to his o)igiial
iticome level it, 1944

MARRIED PERSON-NO DEPENDENTS t

1941 1942 1013 1944 1045 10t2-41042-40

a) Not inic-e...................... ....$7,000 $2, M0 02,000 $7, 0$7, 00.
() Tax ItabIlity under present system.. 770 132 132 1,322 1,322 ..... ....
11) 'i'x liability tindler prop~osal.... ... ......... ... 42 1302 1.322 1,322 02,818

)Tax paid March-December under
preset system ...................... 770 132 1,322 132 7 2,356

Tax pnht under proposal:
(e) Tentative tax-March-Deimnihr ............. .. 770 132 132 1,322 .........
(1) I)mlicney to be paid (+) or mOcess to

be refuindd (-) following March ............. -72 0 +1,100 0
() Total actually paid each year 4 .... ... 770 ' -9 132 2,512 02.81$

TAHI, IV-A,-Effcct of tile plan on a hypothetical person serving in the armed
forces in 1942 and 1913 at an income of $2,000 and receivig no income in
1944

MARIIIO) PtM.SON-NO DEPENDENTS 2

l11 1042 1043

o) Net lnmo ................................... $7, 00 $2,000 $2, 000
b) Tax liability under present system .............. 770 132 132
() Tax liability under proposal ......................... 42 132
(d) Tax paid March-Decembor under present sys-

tem ............................................ 770 132
Tax pad (under proposal:
P Tentative tax-March-Deoeosber ..................... 770 132
l)eflCIney to be oIld (+) or excess to b refunded

(-) fIlowing Marh............................... -728 0
( ) Total actually paid each year 4 ............................. 770 8-600

Footnotes at en of table V.

Total1044 1012-44

20 .........
0 ----------
0 $174

132 1,034

0 ..........
01

0 $174
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TABr,r, V.-Effect of the plan, on a hypothetical person receiving increased income
in ivar industry during 191, ana 1943, and returning to jiis oriqtnal income
level in 1944

MAnRl, IE PERSOM-NO IEPENDENTS I

Total
1041 1042 1013 1044 1045 1942-45

(a) Not Income- ......................... $2, NO $4, 00 $4, 000 $2, 00 $2, 0I ..........
(b) Tax liability under prcetit system .... o00 54 ol 219 M ..........
(c) T'ax liability tndor proposal .................... $249 804 219 210 $1,191
(d) Tax paid March-lDecember under

present system ............................ g0 004 604 210 101,317
Tax padi underpropesal:

(e Tentative tax-Mareli-lDeember .... ........... 00 604 504 219 ..........
Deficiency to be paid (+) or excess to

be refunded (-) following March ............. +159 0 -285 0 ........(g) Total actually paid each year .................. 90 603 04 11-60 111,191

TABLE V-A.--Effet of' the plan on a hypothetical person. receiving inoreased in.
come in iar industry during 1942 and 1943, and no income in 1944

MAARRIEI) PERSON--NO DEPENDENTSO

1041 1042 1043 1044 Total

(a) et ncome......................... . ...$2,000 $4,000 $4,000 0...
( ,ax 'libllly uiler present system .............. 0 5004 M 0 .-

c Tax liability under proposal .................. a 240 104 0 $753
d) 'lax paici March-December tinder presontsysteni 00 504 $504 1,098

Tax paid under proposal:
(e) Tentative tox-Morch-lecember.............. 00 004 0
W De leney to be paid t+) orexcess lbe refunded

(-) following fare I.. . . . .. . . +169 0 0 .----
(0) Total actually paid each year' -.................. .... -90 663 0 '753

JThe tax liahility en 1041 income Is comteled accorsding to the 1041 aol rates. The lox flablIlty on 1042-45
Income under the present si-atom Is computed according to the rales tentatively opted by the Commit.
lee mn Ways andI Meono; under Ohs propesi the noew roles (except for the ellertntio-e too on capital gains
andi Ixsee)'wotld (lilly to Income resolved berlnnInp Janc. 1,1940 ant therefore the lax t~liblity on 1042 Ini.
cell), tinder ,lie pro aol Issi((1 tsccrui igitth Ht41 el rWes. Ill sssuedt115s thereCs no taxeblo
Iiseontefrorsi (loverntcent ohticalions, aidi lie maxim unicrred inconmecredit Isoollooved. The tax liabililties
In all of the tables are computed without reference to the relief provision suggested in III (D), except as noted
in foofnttc 2.

2 Assming I hat at the end of the preceding year the taxpayer dies (orseas to receive taxable income and
certification is made tinder the relief provision that no income will be received durJng tte current year).

3 Tax an 1t142 Incoe at 1W541 aot rates.
4 This total is the tentative tax payable uder the proposal March to December plus or minus any dofl.

cleney to be paid or any excess to be refunded for the previous year.
The difference between item (d) and iten (o) equols the lax o the 1941 income, plus the difference in tax

on 1042 leone coin ptled accord Ing to thie new rales and the 1941 act rates.
0 Refunded March 1945.
7 Under the presnt system, the liability of $1,322 oni 1040 income would be paid In 1040, so that tis total

ptaylteit on 1041-45 Income would be $3,678.Relhfunded.* The difference between Ilel (d) and Item (g) of $402 plus the tax liability on 1945 Income e$1,322) to be

Iid, under the present system, in 1946 (not shown in row (d) of tih table) amont s to $860, which equalthe tax on 1041 Inente, plus tile difference in tax on 1042inconeeomputed according to the new ratesand the
1041 act rates.

10 Under the present system, the liability of $210 en 1045 Income would be paid In 1040, so that the total
payments on 1041-45 Income would be $1,536.

It Refunded March 1040.
3 The difference between Itoei (d) and Item (a) of $126 plus the tax liability on 1040 income ($210) to be

paid, under the present system, In 1046 (not shown In row (d) of the table) amounts to $345, which equals
the tax on 1041 income, plus the dfltorence n tax es 1042ncome computed accordingte th noew rates nd the
1941 acl rates,
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TABrE VI.--ncrea e in estate tam partially offsetting decrease in intone, fax:
Net tax effect of plan

MARRIED PERSON-NO DEPENDENTS'

Decrease In Increase In Increase In
Net estate Income tax net estate estate tax Net tax

Average nnet Income before uler plar I lder plan under plan effect
exeAgpt Ie (tax on It) (tax on (1) (estate tax on of plan

at 1142 act at 1012 act (4) at 1012 act (3)-(5)rates)' rates)t rates)
6

() (2) (3) (4) (b) (0)

$5,000 ...................... $10, 0 () -$708 $708 0 -$708.00
100, 0O (y) -708 718 +$10.10 -57. 0

$10.000 ..................... 20,000 1(x -2, 01 2,04 0 -20 01. 0
200,0110 (y -2,061 2,00 I +580.18 -1,477,82

$25,00 .0................... 0,010 ix) -8,92 8,082 00 -8,0820
500, 0O (Y) -8, 1192 8,082 -1-2, 586.82 -i, 505. 18

$50,000 ..................... 100,800 () -24,840 24,840 +5,85f0.48 -I8, 83.02
1,000,0 3W(y) -24,840 24,840 +7,790.71 -17,040.24

$100,060 .................... 200,000 (x) -63,072 63,072 +17,407.87 -45,8661
2,000,000 (y) -03,072 03,072 +23,064.10 -39, 107. U0

I The followilig assntnp tlols are invade for tile purposes of this table:
(a) Income Is relatively stable, so that tile lnconie in lOl, tile Inceome tax on which ts canceled under the

plan, Is of tile Same llaglnitlde As income in tile year of death, the tax on which neasures tile Increase in
the value of the net estate under tile iln.

(b) Two asslillntlons are lade ms to tile size of the net estate before exemption which corresponds to a
given income level- If tile Ineoio is entirely salary Incoeso, tile net estate lay he roughly equivalent to 2
years' o lceo (assumlltion laeled "x"); if the income Is entirety dividend Incone tile net estate may b
roughly equivalent to the itconlo capitalized at 5 percent (assinntstlon tabolod "y"). (No adjustment
has been made, however, for the earned income credit inder the assumiption that the income is entirely
dividend income-the maximum earned Income credit Is allowed in tile computation of the tax.)

I The net estate before exemption Is assumed to be the net estate before exemption after deduction of the
tax liability for tile year of death (as under tile present system).

a The decrease it income tax Is equivalent to the taxon I year's Income at tile new rates; or, in other words,
the tax on (i) at 1941 act rates, plus the difference between the tax on (i) at the new rates and at 1941 act
rates.

' Under the proposed plan, the income tax on the income of the year of death would not be a liability of
the estate as under tile present system, but would have been paid i1 tile year tile Inceino was received; tile
net estate would therefore be Increased, under the plan, by tile amount of tile tax. The tax is coniputod
according to tile income tax rates tentatively adopted by the Cotoinittee on Ways and Means.

4 This Is the Increase tn the not federal tax, after allowance of tile maximum credit for State death taxes,
The tax is computed according to the 1041 act rates after allowing tile estate tax exemption tentatively
adopted by the Committee on Ways and Means.,

TAnLE VI,-Sinplifled example of a return showing tentative taxo for 1943 an
deficiency ta for an underpayment in 1942

MARRIED PERSON-NO DEPENDENTS

Income-taw return for calendar year 1943

INCOME FOB 1042 DI3EIU*TIONS IN 1042-COntitued

Items 1-9 as on present return, 17. Total deductions in items 11
10, Total Income In items 1 to 9- $5, 400 to 16 ---- ------------ $400

DEDUCTIONS 'IN 0042 18, Net Income (Item 10 minus
Items 11-16 as on present return, Item 17) ) ------------- 5,000
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vomputation of ta payable in 1943

('OMJPUTATION OF TENTATIVE TAX FOn 10,13

19. Net income (item 18
above) ----------------- $5,000

20, Less: Personal ex-
emption . . $1, 200

21, Credit for de-
pendents ----------

1,200

22, Balance (surtax net in-
come) ------------------ 3,800

23. Less: Item 4 (a)
above ------ $_-_

24. Earned income
credit -------- 500

- 500

25. Balance subject to normal
tax -------------------- 3,300

26. Normal tax (6 percent of
item 25) ---------------- 198

27. Surtax on item 22 --------- 510

28, Total (Item 20 plus item
27) --------------------- 708

29. Total tax (item 28 or line
16, schedule F) ---------- 708

Items 80 and 31 as on present
return,

82. Balance of tentative tax
(item 29 minus items 30
and 81) ----------------- 708

COMPUTATION OF I)EF1CIINCY TAX 011
CREDIT FOR 10-122

33, Net income (item 18 above) $5, 000
84. Less: Personal ex-

emption - $1, 500
85, Credit for de-

delendents -.....--
1,500

COMPUTATION OF DEFICIENCY TAX OR
CREIT FOR 1042 

2 
-continued

86. Balance (surtax net in-
come) ------------------ $3,500

37. Less: Item 4 (a)
above ...... ......

88 Earned Income
credit --- $500

500

39, Balance subject to normal
tax --------------------- 3,000

40. Normal tax (4 percent of
item 39) ------------------ 120

41. Surtax on item 36 ----------- 255

42. Total (item 40 plus item
41) ---------------------- 375

43. Total tax (item 42 or line
16, schedule F)' --------- 375

Items 44 and 45 comparable to
items 30 and 31 on present
return,

46. Actual tax liability for 1942
(item 43 minus items 44
and 45) ----------------- 375

47. Tentative tax reported for
1942 on 1942 return-..--- '312

48. Deficiency tax or credit for
1942 (item 46 minus Item
47) ---------------------- 63

49. Total tax payable in 1943
(item 32 plus or minus

item 48) ---------------- 771

2 Coputed Recording to the 1942 act rates and exemptions, (The rates and exemptionsused in tl Is table are those adopted by the Committee on Ways and Means,)
2'l'he actual tax liability for 1942 (item 40) is computed according to the 1141 act

rates and exemptions.
$An additional schedule would have to be provided for the computation of the alternative

tax,
' Assuming that 1941 income was $4,600,
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Among the persons who have examined and approved the pay-as-you-go
income-tax plan are the following:

Evans Clark, director, Twentieth Century Fuind, New York, N. Y.
Anus Coggan, vice president, Corn Products Refining Co., New York, N, Y.

A. L. Cole, general manager, Reader's Digest Association, Inc., Pleasantville,
N,Y.

Norris T)arrell, partner, Sullivan & Cromwell, New York, N. Y.
V. A. Johnston, vice president, A. G. Becker & Co., New York, N. Y.
CIarence Majion, dean, Notre )ame Law School, South lBnd, 1id.
ileu(rdhty RItitl, treasurer, R. 11. Macy & Co., New York, N. Y.
V'iior t11. $tompf, partner, Toiuche, Niven & Co., Now York, N. Y.
W. B. Stokely, Jc., president, Stokely Bros. & Co., Indianapolis, Ind.

The CHAInRMAN. There are two other witnesses here.
The Senate will be in session at 12. We will have to ask those

witnesses to come back at 2 o'clock this afternoon.
I would like the members of the committee to be on hand at 2

o'clock, so we may have in executive session.
(Whereupon, at 11: 59 a. in., a recess was taken until 2 p. m. of the

sanme day.)
AFTERNOON SESSION

(Pursuant to the adjournment for the noon recess, the hearing was
restlmcd at 2 p. in.)The CtAIRMAN. The committee will cone to order.

We will, if possible, finish the list of witnesses for today before
going into executive session.

Is Mr. Lapl in the room?
Mr. LAIPP. Yes, sir.
The CnxNTsrAN. You are Grover W. Lapp?
Mr. LP. Yes, sir.

STATEMENT OF GROVER W. LAPP, LE ROY, N. Y.

Air. LAPP. I am appearing on the subject of paying for the war as
we go by correct taxation and finance.

We know that wars are paid for, but this would enable us to pay as
we go, continuously.

I would like to read this, if I may.
The CHAIRMAN. Do you wish to use the whole statement you have

prepared? t
Mr. LAPP. I would like to include it all, sir.
It. is condensed on the front page and then is given in more detail

in the body.
Now, tis is, in general, so different a proposition that it needs a ful1

explanation. In paying, our proposition contrasts with the present
system of paying only about one-third of the National, State, and local
requirements for this war with the proposal of pitying entirely as
we go.

It sounds fantastic, I know, to begin with; but my arguments, I
think, tire perfectly logical, and.instead of writing off two-thirds as a
deficit in financing, which will be practically ruinous, this proposes to
take care of it through cash at the time.

Sen1tor CONNALLY. All of it is sales tax?
Mi. ILAIP. It is till by income tax, sir; not by sales tax,
'Ihe CumI ,AN. All right, you may proceed.
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Mr. LAPP. I will begin with my condensed statement or summariza-
tion, following the same with my raore detailed statement to which it
pertains.

PAYING FOR WAR AS WE 00 BY CORRECT TAXATION AND FINANCE

The attached memorandum is the outcome of many years of analysis
of traditional views and practices in the field of taxation and finance.

These critical times require a new, adequate, basic plan for handling
the problem of financing the war without destroying civilian produc-
tion.

The background cause of derangement in our economy is the unfair-
ness of exchange among individuals, enterprises, and Government.
Iiisolveticy and unemployment result.

Unfairness and loss in exchange are due to erroneous handling of
the two fundamental relations by which we serve each other.

The first continuing violation of our trade relations is the use in
exchange of bank credit money that was never before received for
delivering anything to anybody. If borrowers of new bank credit
take, say, I percent of the values being bought, our market is 1 per-
, nt unfair, enough to throw a certain large number of marginal indi-

viduals and enterprises into a loss and failure and unemployment.
The second way we damage our economy is by taxation of property

and savings. We should tax the net income from current production
of solvent people. Taxation of the transactions of marginal con-
cerns forces another large group to suspend production and discharge
producing, self-supporting, taxpaying people, who then must be
supported on relief by additional taxes.

At this time Government is confronted by a broken down exchange
rigidified by price controls. We should have free prices controlling
supply and demand, for all values in exchange, including wages for
labor.

The CHAIRMAN. That is something this committee has nothing to
do with; are you going to lead through to a tax system, directly?

Mr. LAPP. Sir, the idea depends on that, somewhat; and I promise
you that I will get tight to it.

The CIIARIMAN. That is not within our jurisdiction, to deal with
that subject matter.

14r. LAPP. The next paragraph, I think, will show you what Imfe~ll, sir.

Two further calamities now threaten us, namely, general sales taxes
and 40 billions of new bank credit. Resist these at all costs.

We can straighten out the situation by confining taxes to net income
and stop using inflationary bank credit. Taxes should be collected
currently as earned. When we expect taxes, taxation is statesman-
ship.

We can pay fully for war as we go, without bonds and bank credit.
Nobody would be ruined by income taxes since cost of production and
tax-free subsistence would always be exempted. Taxation spells
wisdom.

Although the income tax is relatively recent, it can properly bear
the entire burden. The beneficiaries of the regime have the greatest
stake in its survival. They'should be made to pay outright without
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future compensation through bonds. After war, either bonds or
prosperity.

This simple program is offered to the Government as a pattern
for correct economic behavior. Political expediency will soon demand
it.

I will now read to you the detailed memorandum to which I have
referred in my introductory statement just given.

Physical supplies and services and. men necessary to carry on in
peace or in war are provided as we go. There is no putting off to
the future the production of the things we actually use up. We pay
cash for war, physically.

The problem is, how to pay cash financially. Everyone knows
that it would be desirable to collect the taxes and pay immediately
for any projects we vote to carry on. That is the realistic way to do
for the individual or for the Nation.

Senator CONNALLY. May I ask a question?
Do you seek now to get other money by income taxes, net income?
Mr. LAPP. Yes, sir.
Senator CONNALLY. At what rate?
Mr. LAPP. At what wage rate?
Senator CONNALLY. Yes.
Mr. LAPP. What the rates are after the committee has taken out

individual expenses and cost of production for enterprises. We can
vote anything up to 100 percent.

Senator CONNIALLY. The cost of production for enterprise-by that
what do you mean?

Mr. LAPP. The cost of production for goods and services by busi-
ness enterprises

Senator CONNALLY. You could then take 75 percent of the income,*bor
percent?

Mr. LAPP. Yes, sir.; you see, of their net amount-that is, after the
cost of production.

Senator CONNALLY. Yes?
Mr. LAPP. You can take anything tip to 90 or 95 percent.
Senator CONNALY. That is the gist of your plan?
Mr. LAPP. Yes, sir; but the reason follows.
Our Congress is given the privilege and responsibility of holding

the purse strings. Congress also has the power and the duty to tax
to keep something in the purse.

The puzzling question is how to collect taxes in the amounts required
to pay currently for an all-out national effort. Most people including
legislators are sure it can't be done. The outcome of this analysis
is to prove that we can collect enough tax revenue without resorting
either to bonds or to inflationary bank credit.

We can't get enough from taxes because we now try to collect in animpossible way.The major source of taxes, National, State, and local, has always

been a levy on savings and property, on transactions, sales, excises,
and pay roll. In recent years taxes on net income have properly come
to be the largest single item of revenue.

In this analysis it is found that the tax on net incomes only is the
practical way to finance the war and to command the entire resources
of our country. Following are the reasons for abandoning all forms
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of sales, transactions, and property taxes and concentrating our atten-
tion on the net income tax.

All forms of sales and transactions taxes we may call sales taxes.
A stiles tax is a capital levy. It is literally a deduction from working
capital taken before the ascertainment of loss or gain and taken from
individuals or from enterprises even if they are insolvent or below
the subsistence level. Legislators have a well-founded reluctance to
the imposition of sales taxes. They should not yield to pressure in
tie direction of greater sales taxes and they would be able to resist
if we can develop a practical taxation principle under which we can
collect adequate revenue to command all the men and material that
can possibly be devoted to Govermmtcntftittvitios.

The maximum effort t]WM'can be devoted to O6verment will occur
if we have full employment of all people capable of -productive work
at such hours as t& produce maximum product and then allow for
each person a winitnum for physical subsistence at full operating
vigor. I $. Y

All this cad'be brought abooit by the adoption of proper financial
arrangementO. That iswe muit levy aQ taxes on current net income
and we mu4t maintain stable Fwqpey. ', These two requirements com-
prise all the machinery 'by 9" ,hav' ' any exchange relations be-
tween individuals and enter jfs dtnd Govemiment, With rigidly
stable money and with the taktaion of net income only we can exact
from each in extreme emergence everything above a' bare subsistence
Without I'llfiing anybody nor ;tiny tusicaess, enter rise. iS

Senator CoNNALLY. Mr. Charman, (woIder ifPit would be pooible
for the witless to put the stat6nint in the reord? A

Mr. LAPP,' Gentlein6, I ,would'like to, fiake this statement--J
The CuIATIPAN. I askd the witneWin the [ginning if that were

possible, % ,q$ ' , ,
* Mr. LAPP, This is somethig'liNat is 4tffereAitind if yow'gpt hold
of this idea, to 4'hatever extentit.-siwiopporated, the actl program
will be helpfully Ntefited. ,t

Senator CONNALt. We understand that. .,
Mr. LAPP. Now, we h6e $Qced with a ruinous.pr~pect--
Senator CONAXLLY. The i; ton I rma4o thattiggestion is, you have

given us the idea.

Mr. LAPP. I am afraid I have not, as yet, sir.
Mr. BABILEY. You are afraid we do not have the ideul
Mr. LA . It has taken me 12 years of intensive study.
Senator CONNALLY. We do not have 12 years to give to it.
Mr. LAPP. I have it here, if you will bear with me.
The CHAIRMAN. If yOU will shorten it: if you will get down to

your direct proposal, so far as the facts are concerned, then vol can
put in whatever you may wish in the record-iou may put the com.
plet statement in the record.

Mr. LAPP. Sit, it, is not just in the form that I could pick it out
like that. I think, considering the inlportance of the idea, it is
extremely brief; and I would like to really go through it so that
your miids could just hit on it in a moment or two.

We are rapidly approaching the time for all-out devotion to na-
tional purposes. The thing must be done through definite amounts
of stable money by which all values are exchanged end precisely

tTOO3---42-vol. 1-14
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measured. We have for a dozen years and more in a time of peace
suffered it chaotic situation to grow worse because of our failure
to establish these two indispensable conditions necessary f')r a peace
or for a war economy.

On the crumbling base of a broken-down peace economy we now
find ourselves face to face with the stark reality of carrying a
national burden several times as heavy as the peacetime load that
broke us down. We are witnessing the onrush of a host of large-
scale problems.

It is not fair to charge our congressional committees with the
responsibility of finncing the war and arm them only with dis-
credited methods. Collecting capital levies from insolvent people
and enterprises through sales taxes helps to ruin and extinguish the
tax sources even in peacetime, and cannot provide adequate revenue
for war. Responsible people on our finance committees do not dare
to collect an important part of wartime revenue by sales taxes.
This fact gives telling evidence of the destructive effects of all these
transactions taxes that impede the process of production and cx-
change, ruin producers, and cause unemployment.

The necessity of selling bonds in an endeavor to entice further
sunotnts from the holders of uni apped liquid income indicates again
that it is considered inexpedient economically as well as politically
to collect the full amount of sales taxes. If we had a method of
collecting adequate amounts of income we would not have to sortt
to giving part of our citizens through loans a creditor hold on the
country in its time of peril.

We may colle.t front current income a maximum of $30,000.000,000
out of a $60,000,000,000 budget. This means we have agreed to fore-
go the purchase of $30,02,0 000,000 worth of goods and services dind
let our Government buy that much with our earned money, the
equivalent of which we have produced and have not consumed.
This iAl presumably all we can be made to surrender by taxation and
induced to contribute as savings by patriotism in return for bonds.

So far we have considered earned money that exists for which
value has been delivered. So far we are fairly realistic and do only
fractional damage to the lowest fringe of our economy.

But we still have 30 billions to collect from some place for which
we shall take a second $30,000,000,000 worth of goods and services.
All this after we have contributed all we thought we could. How
shall we get this last 30 billions?

As a last resort we go to the credit bank for the deficit. It is a
complete failure to finance our projects when we ask the bank to
issue to our Treasury some 30 billions of promises to pay money in
return for some more bonds. The sad effect of this practice is to
inflate the bank-deposit money we use in exchange which raises prices
in a time of active trade. The extra prices we all pay makes war
costs jump up so the Government buys less with our hard-earned tax
money.

The small income is to a large degree taken to pay sales taxes and
economic ruin overtakes marginal producers. The'terribly destruc-
tive results of inflationary credit should make us pause and find a
more practical way to finance the war program.

These well-known dangers should scare us into a proper handling
of our present threatening situation. We should support and im-
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plement our fiscal agencies with an effective mechanism for financing
our requirements, completely.

At this point I wish to make two serious proposals which will
avoid the bad effects cited above, and provide a complete harness
in which we can all pull together to win this war and the peace to
follow.

The income tax.-The first proposal is to do away with all burdens
to production and exchange in the form of sales taxes, transactions
taxes, excise taxes, franchise taxes, tariffs, and pay-roll taxes. Even
including taxes on property, they are all really deducted from work-
ing funds or capital lof the taxpayers without 'egard to solvency and
are taken from producing individuals and enterprises whether they
have large or small net earnings. When large taxes are taken from*
those with no net income and from those actually operating at a loss
the effects are particularly harmful to the taxpayer and to the Gov-
ernment or society. I shall try to make this point so clear as to leave
no doubt about he facts.

Consider the effects of a general 10-percent sales or transaction tax
on three types of producing enterprises:

First, a concern that earns 20 percent on its production cost would
have paid 10 percent from its working-capital funds, Icaving a net
income of 10 percent after taxes on which an income tax of say 20
percent would be levied. Total tax, 12 percent, or 60 percent of its
income.

Second, an enterprise whose net before taxes is 10 percent. A sales
levy of 10 percent would reduce the net to zero which is equivalent
to an income tax of 100 percent of the earned net. This reduces a
good concern to the verge of loss.

Third, think of the marginal company having no net income or
even operating at a loss. If we levy a 10-percent equivalent tax on
the values bought or the cost, we ause such a serious loss as to make
the enterprise fail and discharge a thousand employees.

Observe that the effect is equivalent to an income tax graduated,
but graduated downward for higher earnings. When the net earn-
ings are zero or negative an income tax would take nothing and save
the enterprise, but a sales tax would take its 10-percent toll equivalent
to an infinite tax, destroying the business.

The same principle of destructive capital levy applies to the home.
Each year we levy this tax. The home owner must have current
income to pay the capital levy or lie suffers the loss of the home.

Now a full-size dilemma appears. We have destroyed a border-line
industry producing the goods of life. As long as it operated, its em:
ployees were paying us a certain amount of income tax. By causing
its extinction we stop the making of useful things by people who are
supporting themselves. We transform its employees from self-sup.
porting productive taxpayers to the status of non producing depend-
ency and must now collect additional taxes to keel) them from starving.

Such compounded dumbness must be a gift. It is too complete to
have been acquired even if we studied special advanced courses in
dumbness. Not only do we crush out the struggling victims at the
bottom of the economic heaip but we let the upper level beneficiaries
commensurate with the benefits received. We can never make up bv
slirtaxes, no matter how flagrant, for the damage done to the capital
of those economically weak border-line indivi dials and enterprises
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from which we are thoughtlessly taking away their essential equip-
ment and substance. This is a species of economic cannibalism reduc-
ing producers who are satisfied to go on serving the community and
employing individuals without compensation. We should recognize
the social importance of an enterprise that maintains a group of pro-
ducing individuals who are earning going r'tes for their labor and
services and products delivered although the enterprise as a group is
receiving no profit. We pounce upon this most vulnerable type of
concern and knock it out with a sales tax although it is taking a bad
licking in the form of reduced value of savings devoted to a profitless
attempt to serve.

An enterprise employing a thousand people at regular rates devoted
to serving the community on a no-profit basis is doing just as effective
and far more heroic a job compared to a high-level group not beset by
the problem of survival. In fact, the socially most important matter
deserving our careful consideration is the survival of these same pre-
carious groups. When they fail they carry people down with them
into unemployment and cease making useful products.

Before any tax is levied we should allow a producer to get back
the amount he has expended in his efforts to serve the community.
The sales tax takes part of his savings or capital devoted to this
endeavor.

It is a characteristic of highly productive people and nations that
they have managed to save a large part of their income and devote
it to the making of productive facilities. It is because of our large
capital per capital or per worker and by the use of many horsepower
that we have been able to produce such a high standard of living as
we enjoy.

Sales taxes are a capital levy and result in a depletion of our capital
equipment. Instead of taxing our substance we should take our public
f unds from the product of our work.
The proper source of revenue is'the income tax. A feature of the

sales tax that has had too little notice is its cumulative or repeating
effect on the several stages of production.

Exchange is to a very minor degree a mechanism for delivering
goods and services to a'final consumer. Exchange is almost wholly
it part of the production process, handling values time and again, with
very small increment value per exchange.

,n active years like 1928 and 1929 with a total net income and pro-
duction of about $80,000,000,000 worth the total volume of trade runs
about 1.200 billions, or 15 times as much. This means that the typical
'transaction consists of buying $14 worth of values to which the enter-
prise adds $1 worth of further productive operations and sells the new
product back to the market for $15.

Another effect of this large ratio of total trade to net product is
that each percent of general sales or transactions tax is equivalent to
15 percent tax on net income. This is but another way of stating the
fact that sales taxes repeat and accumulate as goods move from stage
to stage in their progress toward completion. A general transactions
tax of 10 percent would assume to take a fanciful 150 percent of our
product.

Unfairness in exchange is caused by taxing transactions and by
using in exchange credit money that never was earned by doing any-
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thing. These burdens imposed by a deranged tax-hungry regime are
themselves the cause of economic derangement and unemployment.
The more you trade in such an unfair market the more tribute you pay.
The vertical trust is a device to protect productive enterprises against
an unfair market by minimizing the volume of money transactions.
By' the organization of five small sequence enterprises into depart-
ments of a large business, buying and selling through an unfair
market is replaced by the passing. of rising values from one depart-
ment to the next. The artificial advantages enjoyed by the large com-
pany enable it to indulge in uneconomic practices and overoraanization.

T o people unaware of the true nature of the advantage tTis has all
the apjpearances of mnopoly. When we learn the fact that trade
really free from restrictions would be the basis for survival of multi-
tude of subnmarginal producers and individuals we can have full
employment. So-called monopolies will find themselves shrinking
down to the economically justified size.

Free exchange, domestic free trade, is the basis for tranc uilitv in a
thriving economy. We have long suspected this fact. It ?hoIid nowv

be obvious. The same principle of free fair trade would afford th,
best approach to an international post-war program.

If we are to devote 60 percent of our national efforts to war, we must
take from producers 60 percent of our national income. This, may
mean that we must take by income taxes a flat 90 percent of our net
income after a most meager exemption allowance for mere subsistence.
If we will do this and forego all forms of property and exchange
taxes, two most stubbornprobIems will disappear. War profiteering
by industry and Nvage profiteering by labor would cease. Unregulated
prices for material and wages for labor would again afford a satisfac.
tory basis for supply and demand.

Profits and wages will be taken almost wholly after cost of produc-
tion and cost of subsistence are Irst allowed. An exemption of $500
might buy more without any sales tax deductions than $750 will now
buy after all the accumulations of hidden taxes are paid. If we stick
to this sternly realistic program of paying as we go from net income,
every dollar will continue to buy a dollar's worth of food and a dollar's
worth of war material and services as well. If we really desire to
stabilize our money let us pay out new dollars through Govern-
ment purchases to maintain a certain amount, say $400 per capita.

If we will but put our necks into the yoke of this rigid harness, we
can pull the maximum possible load, all together. If we dodge around
and try to save our precious necks, we may get them broken to a hader
yoke,

It is only in time of emergency that we are sufficiently scared to
submit ourselves to such a rigorous course. Let us quit our fanciful
impractical attempts to support our national efforts by consuming our
substance or working facilities and put the burden where it belongs-
on the product. Let us ascertain the net income of each person and
each enterprise, and add up local taxes, State taxes, and F, ederal taxes,
assessing all net income at the same high flat rate. If the community
or the State or the Nation added too much, it would lose producers.

Large profits and high wages and the regular supply and demand
as determined by price can function as usual with very few exceptions.
It will make little difference what the net income is if we take 90 percent
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for the national cause. Even if high incomes are almost wholly con-
tributed in taxes, the motivation to )roduce will not be absent. We
will still seek out the lines of greatest usefulness and greatest safety as
shown by areas of high wages and high profits. If we let prices rise,
the bottlenecks will stick up like beacons automatically guiding us
toward the things most urgently needed.

Let the high earnings be won. There can be great pride and
satisfaction in being a tax collector if the rules are fair for every-
one. In fact most people are coming to ask for just that chance
to show their willingness to help if they are sure that no one can
take unfair advantage.

We can paty cash as we go.
This, gentIemen, is quite different than anything put across on

economics, after a considerable analysis of conventional procedures;
and if we do not presume to pay for more than a third of the bill,
the terror of writing tip two-tirds of the requirements in bank
credit will frighten us out.

The CHAIRMAN. We thank you very much, Mr. Lapp.
Is Mr. Klein in the room?
(No response.)
The CHAIRMAN. He does not seem to be here.
Thank you, again, Mr. Lapp.
I believe there is no other witness on this list who is scheduled

to 1alppear today.
Thie committee will go into executive session.
I will ask the Treasury Department representatives and Ihe staff

to remain with us.
(Whereupon, the committee went into executive session.)
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TUESDAY, JULY 28, 1942

UNITED STAIRS SENATE,
COMMITTEE ON FINANCE,

Washington, D. 0.
'[lie committee met at 10 a. in., pursuant to adjournment, in room

312, Senate Office Building, Senator Walter F. George (chairman)
presiding.

The CHAIRMAN. The committee will coine to order.
Let us see what witnesses are here this morning.
Mr. William H. May, State Commissioner of Agriculture of

Kentucky.
(No response.)
The CHAIRMAN. Mr. Mitchell B. Carroll.
Senator VANDENBERG. Mr1'. Chairman, before the witness starts I

want to put one figure in the record based on an estimate which has
been made by the Treasury Department.

The CHAIRUAN. Yes, Sena tor.
Senator VANErNBERG. Yesterday morning, when Mr. Seidman was

testifying I raised the point that millions of people in the country
seemed to feel if we cut back all personal incomes to $25.000, that
that would be a very simple vay of financing the war and, that there
would be nothing left that we would have to do. I think it is very
important that the country should be disabused on that wholly fic-
titious notion, so I asked the Treasury Department to make an esti-
mate, and this is the result: If every individual income in the United
States was cut down to $25,000, and if in addition the present high
House rates were then applied to what is left, we would get an increased
revenue of $660,000,000, which according to Mr. Morgenthau's esti-
mates, would pay or war bills for' just 4 days and 10 hours.

The CuHaNrAN. Did they give you the figures on how Inuch we
would get if we cut down without the applications of these high
rates?

Senator VANDENBERG. No; but with everything off, after you have
leveled all income up to $25,000 and then leave the high House rates
in addition to that in the bill, it would only pay our war bill for
4 days and 10 hours.

The CHAIRMAN. All right, Senator. Thank you for putting it in
the record.
Mr. Carroll.
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STATEMENT OF MITCHELL B. CARROLL, REPRESENTING THE
NATIONAL FOREIGN TRADE COUNCIL, INC., NEW YORK, N. Y.

Mr. CARROLL. Mr. Chairman and gentlemen, my name is Mitchell
B. Carroll, representing the National Foreign Trade Council, Inc.,
26 Beaver Street, New York.

The National Foreign Trade Council represents practically all the
American enterprises that are still trying to carry on foreign trade
in the face of the obvious diliculties of today, and, as you know, the
field is practically limited to Latin America. Therefore, in my re-
marks I will consider primarily the position of our enterprises in Latin
America, and I will direct my remarks to the maintenance of a cer-
tain device in the revenue act'which was introduced in 1918 as a war
measure and has been conserved in the act since that time, in order to
place our enterprises more in the position of parity with those of
Great Britain, France, Germany, and other countries that were en-
gaged in trade in Latin America in those (lays. While some of the
Axis-controlled companies are blacklisted today, nevertheless their
representatives are still there and still trying to harm our trade as much
as, possible and to prepare for the stiff competition that will inevitably
ensue when the war is over.

In 1918, you will perhaps recall, Mr. Chairman, a provision was
incorporated in the revenue act to prevent international double tax-
ation. It was realized that if an enterprise doing business in any
foreign country and also in the United States haa to pay taxes in
both countries on the same income, the accumulation of the war levies
would be so crushing that it would be almost impossible to continue.
Consequently the Senate and the House in those days recognized that
the country in which the income was produced should have the priority
in taxing income, and that an offset should be allowed for the tax im-
posed in the foreign country against the tax imposed by the United
States. However, that offset has been definitely limited, so that this
relief from international double taxation can in nowise reduce the
American tax on American income. Nevertheless, if the American rate
is higher than the foreign rate the' United States collects the difference
between the American rate and the foreign rate on the income from
abroad.

The legislators in 1918 naturally could not foresee all the trends in
the world; they could not foresee, for example, the development of ex
change restrictions. You doubtless heard of the difficulties that soe
of our people, who derive income in Brazil, Colombia, and Chile, par-
ticularly, have had in bringing their income back to the United States.
As you know, because of the depletion of monetary resources, some
of these countries which found themselves paying out more money
than they had coming in put restrictions on the paying out of funds.
Thus income is blocked. Sometimes it will remain blocked for a year
or two or three. Now, if income is blocked it may, under a ruling of
the Board of 'Fax Appeals, preclude the operation'of the credit. That
is to say, the credit for a foreign tax in Chile paid in 1942 has to be
taken in the year when it is paid or accrued, namely, 1942. But if
the income of that year is blocked and not released mitil 1943 or 1944,
the operations of these limitations on the credit, which require that you
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put into the numerator of limiting fractions the net income from the
country, it would obviously preclude any credit because there is no
net income brought to the United States. There is nothing to put
into the numerator of the limiting fraction; consequently, there is no
credit.

Therefore, we are asking that you merely provide in the law that
the tax should follow the income, or if ificime is blocked and is not
released until a later year, that the tax on that income can be deferred
,s-a credit until the income is released and brought into the gross
income. That is the first of our clarifying amendments.

The second one is intended to take care of a very serious trend in the
development of tax legislation, primarily in Latin-American coun-
tries, As you have possibly been informed, our income tax is de-
veloped to a point of refinement far in excess of the income tax of any
country in the world, even in Great Britain. In other words, we have
a more exact concept of the nice determination of income than any
other country. These countries to the south, which have started im-
posing income taxes in the last 10 or 15 years, for the most part are
inclined to resort to empirical methods of taxation, especially where
they are trying to impose a tax on foreign enterprises.

You can imagine yourself in the position of the tax administrator
in Cuba, for example, who has there in H-abana the branch of an
enterprise manufacturing various articles in the United States, and sell-
ing them in Cuba. The Cuban tax administrator can easily verify the
gross income of that enterprise, but the Cuban tax administrator
has no way of verifying the expenses, most of which are incurred in
the United States anid in transporting the goods to Cuba. So Cuba
resorted to a very simple empirical method of taxation. It was first
resorted to in connection with shipping enterprises. The Cubans
found it almost impossible, Just as ve did back in 19k1, to determine
the net income of a foreign shipping enterprise. They could tell how
much was collected in the country, but there was always an intermin-
able argument as to ]low much sjlould be deducted from that income il
arriving at net income. So the Cubans arrived at a very simple
method of determination. They arbitrarily assumed that the ex-
penses of the enterprise would be equal to about one-half of the gross
income, but instead of reducing the gross income. by one-half they
simply cut the rate applicable to Cuban enterprises, namely,6 percent
to 3 percent, and provided in the income tax law that this rate be
applied directly to the gross income of a foreign shipping company.

That worked so well that in 1932 they extended the same solution
to apply to merchandising enterprises and communications enterprises.
The rates have since changed, but today, where a Cuban corporation
is subject to a tax of 10 percent to 20 percent on net income, an Ameri-
can corporation with a branch in Cuba is subject to a tax of 3 percent
on the gross. In other words, they assume that the expenses are repre-
sented by this reduction in the rate that is applied to gross income.
But under the rulings of the Bureau and the various courts it has been
held that when a tax is imposed on gross income it is an excise tax
and not a tax within the purview of section 131. We are asking that
this doubt be removed, that a tax which is clearly imposed in substi-
tution for a tax on net income should, nevertheless, be allowed as a
credit.
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There are other types of taxes that countries have resorted to when
a foreign enterprise is operating in the country. Lake the Guiatemala
tax administrator who is trying to determine the profits tax on fruit
raised in Guatemala and sold in New York. The enterprise realizes no
income until the sale is made in New York. The Guatemala tax ad
ministrator has no way of determining what part (f that income is
allocable to Guatemaia, and in agreement with the enterprise it was
stipulated and sanctioned in a special law that instead of paying the
ordinary profits tax the enterprise would pay a tax of 11/2 cents per
stem of bananas, for example. That represented a fair determina-
tion of the tax attributable to the income in the country.

The most recent development in this field is in Haiti. The Haitians,
as you know, have a background of French culture, and they have
copied a French device in the law of May 2, 1942, to determine income
on the following bases: First of all, they will determine a minimum
income equal to five times the rental value of the premises occupied;
then, if there is any profit made in addition to that, or in excess of
that, the tax will be imposed on the excess income as well as this mini-
mum basis. That saves the Haitians difficulty in arriving at some net
basis for their tax. We are asking that these empirical taxes which
are being resorted to be allowed as credit, subject to three conditions:
In the first place, there must be an income tax that would be allowable
anyway as a credit in the country itself. For example, in Cuba the
taxes that I described have been imposed in lieu of a general tax on
net income apllicable to the enterprise of the country. Secondly, that
the em irical tax must be definitely imposed in substitution for that
tax. I a other vords, it must be a short-cut method to faei!-ate the
determination of liability to the tax on net income. Thirdly-aad
this is the important thing from the viewpoint of the Treasury-that
this allowance be made only if the taxpayer determines, in accordance
with American concepts, the net income attributable to the country.
As you know, we have in section 119 of the act, and the regulations
relating to section 119, a clear-cut indication of sources in a foreign
country and sources within the United States, so it is quite possible
to determine, according to American concepts, the net income attribu-
table to the country and the net income that is effectively subject to
this empirical tax.

Senator 'rArr. You mean that you can deduct a loss in one country
from profits in other places?

Mr. CAnROLL. The purport of this is to place the taxpayer in the
same position that he would be if the foreign country adopted a pure
type of tax on net income and applied it to foreign{ enterprises. In
other words, the income is subjected to double taxation. As long as
tbere is net income in the country it effectively bears this tax, and we
are asking that this request be granted only if the taxpayer shows a net
income which effectively bears the tax and which will have to go into
the numerator of limiting fractions in section 131 (b). The taxpayer,
of course, would have to submit all the proof required under section
131 (e).

There is another small point that has arisen. A number of our
enterprises that are carrying on long-term contracts in various Latin.
American countries were caught when the excess-profits tax was intro.
duced in 1940. In view of the difficulties of determining net income,
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these enterprises reported their earnings on a completion basis. Of
course, as long as you had merely a normal tax it did not make any
difference. There might be sone increase in rate but the difference
would not be so great, but when the excess-profits tax was introduced
in 1940 it caught some enterprises. They were completing contracts
in that year and reporting their income in that year on the basis of
countingg a proved by the Bureau of Internal Revenue, but the in-
crre was really attributable proportionately to prior )ears. Well, the

Senate took cognizance of this fact, and in the report of the Senate
Finance Committee on H. R. 10413, on page 41, there appears the fol-
lowing statement:

If it Is determined tirt thlre let Ilteorre relieved ill the taxable yet Is attribut-
able to years In the itse period, the tnount of such Incone so attributable to such
years will have tire effect of lncreasitrg the base period not Ineonie and thus the
credit uder the average earnings method.

That injunction of the Senate was lost in conference, and in the regu-
lations, section 30.721-3 of regulation 103, there appears the following:

Section 721 has no effect upon the compulatlon of bise period net Income or of
earnings and profits, and therefore des not affeet tire conrputartlon of the excess-
profits credit.

Clearly, that leaves some of these interprises in a very unfortunate
situation now that out excess-profits-tax rates are going up to terrifi-
cally burdensome heights, and we are asking that the Senate resume its
consideration of this question and have an amendment put in the act
which carries out the intent expressed in 1940. In other words, it is
very simple to provide that this income attributable to prior years be
included in the base period net income, and then logically one should
also make the adjustment that if the earnings have been reported on a
completion basis in the base-period years a similar adjustment could
be made in those years, so that in each of the years you have the income
properly attributable thereto. I think that the idea may be simply
expressed in language something like this:

For the purpose of excess-profits credit based on Income, the amount of net
abnormal income derived under a contract, the performance of which required
more than 12 months, which is reported In any taxable year beginning after
December 81, 1939, that is determined to be attributable to any taxable year or
years in the base period shall be Included in the excess-profits net income of such
taxable year or years, and the excess-profits net Income of each of tire taxable
years In the base period shall be adjusted so as to include only net income properly
attributable to work performed during each of such years.

In other words, contractors who, with the approval of the Bureau,
were reporting their income on a completion basis and were caught
because of the introduction of the excess-profits tax, will be put in a
position as if they had been reporting from year to year the net income
attributable to those years.

Senator TAFT. Thaft applies not only to foreign trade but to your
domestic contractors?

Mr. CARmoIL. That would apply to the doriestic as well. The Na-
tional Foreign Trade Council of' course represents only the foreign
contractors, but it should apply equally well to the domestic con-
tractors who report on a comal) etion basis.

The CM IMAN. Have you discussed these problems with the
Treasury?

Mr. CARRoLL, Yes; I have, sir,
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The CHAIRMAN. All of the problems you have presented to us you
have discussed with them?
Mr, CAl OlL. Yes; I have, sir.
The CHAI AN. I think the Finance Committee in the 1941 act
undertook to have the credit that was thrown back used as a basis of

increasing the base credit, but the Treasury did not take that view
of it.

Mr. CAIUOLT,. I have discussed it with them. Of course, I cannot
say what their attitude is, but it was suggested that I present the
matter to the committee in any event.

The (H DIA3.. Have You prepared amendments that would cover
the specific point?

Mr. CARaOLL Yes; I have ventured here to draft something, sir,
which is attached to my memorandum.

The CITAIR-MAN. H1av;e you a memorandum?
Mr. CARO.L. Yes, sir.
Senator WALsu. I suppose the interpretation put on this matter by

the Treasury Department would preclude a favorable opinion, and
that is why you are submitting it to the Finance Committee?

Mr. CAIiROLL. Well, it was at the suggestion of a Treasury official
that I am doing it, sir. I think you will find them smpaihetic to
the change. I cannot speak for them, naturally. I think it is now
recognized, in view of the exceedingly high excess-profits tax, that
it is only fair to make this adjustment.

Senator WALSH. I suggest, Mr. Chairman, that these changes be
submitted to the Treasury I)epartment.

The CH.AImAN, Yes.
Senator TArT. Mr. Carroll, may I ask you. do you have any views

on the repeal of section 116 (a) ?
Mr. CA RLL. Yes; I could say much against its repeal in the case

of citizens who are bona fide residents of a foreign country, but there
are gentlemen coining up from Habana, Cuba, and other places that
can give you first-hand information from those centers of American
comiaerce abroad.

Senator TAVT. That point will be presented to us?
Mr. CaR oLL. Yes. I believe it is scheduled for the 4th of August,

sir.
The CHAInMAN. Yes: we have witnesses on that question. They

have already asked to be heard, and they have already been given
assurance that they would be heard.

Are there any further questions from Mr. Carroll by members of
the committee?

If not, we thank 3'oul very much, Mr. Carroll.
Mr. CARROLL Thtank yoI, Mr. Chairman.
(The memorandum submitted by Mr. Carroll is as follows:)

MEMOIIANDUM OF MITiET.T B. CAIiIOLT, 1lIiPREsVNTrNo TIEM NArlONAL FoluaroN

TJIA1E COUNCIL, INC., Naw Yoax, N. Y.

PROPOSEDl AMENDMENTS TO SECTION 131 I IH. C.

Mr. Chairman, gentlemen In behalf of the inenibers of the National Foreign
Trade Council, Inc., I beg to submit some clarifying aniendments to section 131
of the Internal Revenue Code which are intoned to help conserve sources of In-
come abroad, such as business establishnents in Latin American countries, and
encourage the flow to the United Siates of Income froni those sources. Such
establishments are of vital Importance In enabling the Unlted States to maintain
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Its position in the markets of Latin America and other friendly countries, so
as to be prepared after the war to get its full shlre of business In the face of
Intense competition of foreign enterprises which are at present enemies, as well
as of enterprises of allied countries. The amenhnents are tiecessary to conserve
the sources because if Income from American establishnirts in other countries
is subject to taxation both abroad and at home, the cumulative burden would be so
great as to destroy tie Incentive for cirrylig tie risks Incident to foreign com-
merce and result iill the abandoning of te establlshtents.

If section 131 Is permitted to operate as intended, the domestic company
will pay as much tax us If it operated only in tile United States, but an obstacle
will be removed to bringing home income and paying it out here for raw ma-
terials and supplies, or for salaries and wages, or as dividends. The wealth
of the country Is thereby increased and the basis for taxation broadened. The
accomplishing of this objective would ie facilitated by these amendments which
tend to counteract the technically Inescapable effect of exchange restrictions
on tax liability and certain trends in foreign tax legislation which were not fore-
seen when Congress adopted in the Revenue Act of 1018 a measure to help our
enterprises face the dilficult circuTMstainces rising out of the previous World War.

The base reason for said measure was that, If our enterprises were to con-
tintue to compete abroad with foreign companies which were receiving tax exemip-
tions and other kinds of aid from their respective governments, it would at
least be necessary to allow a credit against the United States Iiicone tax for
income taxes paid in foreign countries. The credit las justifiably been limited
so that itI no case may the offset reduce the United States tax on domestic
Incorue and, where tile foreign rate Is lower than tile American rate, our Govern-
nent collects tie difference Ili rates on tile foreign Income.

Art increasing number of countries have in recent years undertaken to arrest
the depletion of their national monetary resources by adopting exchange restric-
tions, vith the result that, in rnny cases, iicone whieh lits been earned abroad
by American enterprises Is blocked and cannot ie utilized. The question has
arisen witether such income, which cannot actually Ine enjoyed by the American
enterprise, should be treated as Incone for tax purposes here, and tiie Board of
Tax Appeals has ruled thrait such blocked Income need not be treated its income
until It Is uiblocked or becomes convertible Into dollars (Initcrnatioiial Mortgage
and Investment Corporation v. Comiiissioer, 36 B. T. A, 187). However, the
foreign tax on such income may be taken as i credit only in the year when
said tax is paid or accrued and, If this unblocking takes place in a later year,
there will probably be no Income to place in tine numerator of tie limiting fractions
in section 131 (b) and, consequently, no credit will be allowed for the tax paid
abroad oil such Income.

Hence, we respectfully urge you to remove this unintended Inequity by adopting
our proposed amendment which, in substance, would treat the tax as following
the Income and would allow It to be taken as a credit In the taxable year when
the Income lit question is brought into gross Income.

This amendment presupposes that the Bureau will continue to apply liberally
the Board decision mentioned aboye with regard to foreign income that Is
technically blocked.

The United States has undertaken to prevent international double taxation
of Income by the allowance of it credit for foreign Incoine taxes, tut the term
"income taxes" In our law has been so narrowly construed as to preclude the
credit for what Latin Americans consider to be income taxes. This is due prl-
mnirliy to tile fact that, in this country, the concept of income tax has been de-
veloled to a very high point of refinement whereas, in numerous countries, the
concept of Income and of it tax on Income is r )re elementary. Nevertheless,
the latter type levy reduces Just as effectively net income from sources In the
foreign country. When such Income Is derived by Anerican enterprises, It Is
subject to double taxation which the credit was designed to avoid. -uwever,
numerous decisions r('fl eting our advanced concept of nun Income tax have dis-
allowed these foreign taxes as credits.

Such a disallowance mlgltt take place when a tax of tine character of ani Income
tax Is Imposed uion a base developed front gross Income. For example, to obvate
the difficulty in verifying deductions which nmy reduce gross income byN' one-half,
Cuban law provides for levying In lieu of a tilx of 6 ltercellt o tile ]et i ncomre
which Is applied In the ease of domestic shliplng ci ani's, a tax of 3 poeent
on the gross leoci s of foreign companies. Similarly, tine same laPw which nih-
poes a tax progresing front 10 to 20 )percent on IIIi, net Inoine of Cuian mor-
uhindisihg ot' cornttniuaSions conipacs, provides for sulijectirig foreign c)r-
p lles engaged inn Such iusin tess 1o it- tax of 3 percent oit gross I liconie.
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Tire credit might be denied when, to facilitate the Imposition of income taxes on
companies, the laws or decrees of the country prescribe a shortcut or empirical
method of computing liability to the Income tax, such as by multiplylig each
unit produced by the presumed net profit attributable thereto. In other cases a
reduced rate is applied to the total number of units.

Perhaps the rv)st recent example of an enptrical method of determining tax
liabilily Is found in the haltian Income tax law of May 2, 19.12, which Imposes a
tax with rates progressing from 3 to 15 pc'rcetct rot the basis (if (1) a tixed income
equal to five times the rental value of all tie buildings ril ircpoeI'tles occupIed by
the taxpayer pis (2) the net profit, if any, in excess of the fixed amount de-
scribed tnder (1). In other words, the taxpayer Is arbitrarily assumed to have
a nt income equal to five times the rental value of the premises, which results in
i minimum tax. This levy Is rneloed rift r the French liw which provides for
taxing foreigners residing in France on the basis of i presumet net Income equal
to five times the rental value of the dwelling place, unless they tlerive Illre Income
from French sources.

Although tile determination of litbillty to tile iteone tax by such methods is
different from our own, this raises no insuperable difficulty to making a proper
allowance under the credit provision. hi tnrierous ases, if tile corporation were
to pay tire ordinary tax ott its net income attributable to the foreign country, the
tax would be higher than the amount it pays ott the special tasis adopted. Never-
theless, the tax on net Income tider the ordinary rates would be granted a credit
whereas the tax on the special basis which Is intended to be tire equivalent of
the former would be disallowed.

As the lntiniatlons Ii the credit provisions require the determination of a net
Inlcorre rctiribllltale to tice foreign country verilhod iN aecorlance with our own
(oficepts, and weuld il tiny event preclude the allowance for tie foreign tax from
reducing the United States tax ont donlestic income, we respectfully urge the
adoption of an amendment containing a definition which will permit of a more
liberal a d realistic Interpretltlot of the t emm '"i n neo toax" i Ihereby enable
secttil 131 to oll itte niore effectively.

Mote speciletlly we urge iht-
(1) When it foreIgn country Imruses an tlenlrte ltx that Wuitilul hi, tliowitile

as ci credit under section 131, and
(2) Resorts io fni eipdirical trx oil gross icirtle or oil Soll ottevr Ictsi to

obviate tite dililculty of det'raining net hlteonel, that
(3) Tire credit sitll be allowed for stch eripiliit ttax provided tie taxpayer

proves to tie slitisfacton (if tile Coaintlsstoter of Initernal levelire therainoUrit
Of IIer I iCORle aCtuc113'l allocable to satr'ees in ilbe fo'eigir cont iry itn a'ceoriacee
wilh lhe requlreiens already sot forth Ili sitiscetihuts (ii) nud (e) of setlon 131.

I tieg leave to sublilt hlerewilit ct detailed discti.stut of Iiest prcieossd a roend-
ments, and If it is co rsidered opportune. would tiaprcite revlvlng your
lerriiistilc to di sueiss the det1s with your tehriclii sItMI'.

Proposed aendme t No. I

To allow credit for foreign taxes on blo'lied income cciiil release of inreerci

The flecsuo In tihe case of Jlternatiol , iortuauc and li el itc! Corpora-
tiot v. Commit siori' (36 B. T. A. 187), to which the ('onlmnissiorer has givir '.Is
icIiiqitsnee, 1It37-2CB15, permits the carrying forward for tax Purlosess of (oln-

piieteiy ithuked income until it is released : and if this titelprettiutm of the law is
generally allitd, It may restrlt In the loss of tie credit for foreign taxes ii a
growing rtrumttbter of cases. The credit for foreign trxvs ott blelced Iicomenay be
isstre', however, by a simllple itriieidnnertt wIn hlh rIerely states i prilliple
Ihlrent it seetion 131 of tile Irtt'rnl Itevenie ('tde.

Iin the aove-mentioned case the petitiorier realize gain by purcalsihg it les
IhinI their face value mortgagcs which were pahl off it their full vrthle. The
BIird of Tax Appeals observed tha t, rm'asuried iin marks, the pci tiorer had
ircione from its business Iti (eraiy, lit that Ircome foir our Federal Income-tax
nirluoses Is measured only In terms of dollars. Tile mritrkcs received after a certain

dimt' were Ilrckerd and they could not therfore be rerioved from Germany either
phlysirlly or hy way of a credit tirmg the remainder of tle taxable year, nor
could tihe dollar equivalent of tile atars le obtained. The petitioner did not have
unrestricted use and enjoyment of the ritarks, and coul not use them to retire
Its bonds is planned. It could not have arty of these marks released until a
niiber of years later, The marks were seriously restricted aid Itt no sense the
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equivalent of free marks, The Board therefore held It was Improper to cotnpute
a gain to the petitioner from the repayment of tile mortgages by trauslatlng the
gain in marks received Into dollars at the rate of exchange applicable to free
marks.

However, tl Br'ard held that tIxal e git it had tbon tealied In marks wichl
were received previous to the dtre of lite I ntlpaSdIi i of the exchange restriction
and because those earll r fulds hIil teen freely negotiable, convertible, aid
transferable. They could have been removed from Germany when received but
hait been allowed to r'Tinn1 there ilt fil they w'e blocked.

There may be i great n ty situations i) which lt arl Aierlcatl taxpayer will
receive foreign currency itcoite Ili the forms of dividends, Interest, royalties,
tiading profits, or otherwise, which is blocked, acd only li a later year susceptible
of cotiversion or of retilzatli thiroitgh ist'.

Although the lInternational Mortgage & Irvestrient Corparatlon decision
Involved only a very limited class of Income, its basic reasoning may well apply
lit dtertnlting what shall be Ineluded i gross iicotti' iii many other blocked
iirreity sttitns. It would he very difficult to draft legislation to cover tile
facts of till these situations, tutd lerhlials It iiay tie best to leave to determination
It aullt whether, under the fitets of each case, blocked foreign Incoie should
Ill, i'gardd Its 'eill'/z('d II tt''itiS of doltrs untd irtcluded Itt gross ineollie, or
sthotuld be regardch its not realized util a hiter year. In the former case the

tiriitrt of foreign taxes thereot worlhd Ie coiverted Into dollars lit the same rate
antiI tken its au credit tuder siectio 131. However, if foreign itcoimue ;' ere not

lictcid hit gross t1tii'e rtiltI a yeur or Itor' tufter it |iilses abroad, thel any
torei) Inetome taxes )ai (Ic ciceriteil wtlIh reslvet to such Inictitte should lie
carrtod forward for lhi puti'iiisis (if the credit for foreign taxes in section 131
until the foreign nicore Is hichh iteilit gross Incomte,

Only snehi it precedulr' would bei consistent with ith' underlying iprineple of
the foreign tax credit. ''he law itrsu lPoss that foreign itteotle will lie sub-
jeeteil to rhe IUited State.' tax foir liii' 'eai It which It is realized and, under
ceeltiri 131 (a), nily taxes liId or accrued during the taxable year to any
forilgal colnti r y ly possession of tie 1l1i ted Sittes ruay be tcrkell as a
credit. Furthermre, under section 131 (b) (1), the credit for tie taxes of any
partk-irlatr fcil'etgl etititry 1il riot ex'e' the iht' nitlie proltortloti of the United
Suites tax agiinst which It Is t'ltk'tt, whIlch th lrote front such ettuntry bears
lo iii' (.iiit' itet uc'itlle, il the i ofit a lxpitver other than a corlio'attoi, or
o fll rioriiiat-ttrs ti+' iIiriicite, Ill N'te ase of it corlioi'rittitn, for the stni taxable
yeii r,
Scrielly spetikirig. thierefce, rittlr tlti Icaiigtrne of sritmietion (a), tile foreign

tax paid ot bhloeked Income cai he ctelited ,iily In ilce tixtahle year tii wih It
Is ptrIl ii' nleerlied. If Ilile tial yit'g rgl3rly Ihos credit oil the acecrutl basis,
uind it ite blocked Income l lvt'ld is not tirought into gross Income in the given
year, no credit wotild te allowed ilI lt year because tie nucerator of tile
thriing frictiri would hi 'ero Sitr losItli tilgh so arlno where taxpayers
could not take credit for the foregrn tnx (in a paid hiatsis for stilar rocisonis.
Furtheoreiro, iwhei, lit it srtico'(rrr yt'ir |te futnids IIIr fried for conversion itito
do]111rs or 1 fll/t lli, itley wolitid lie .llij'eteti to fit'e United States tax blt
ordinarlly ti credIt oilld he iticeti Itgist rthu 

t
ri rtted States tax ftcr the foreign

tax which was laid or acerred ItIng tin earlier taxable y'ar, Htence, In sreh
easot the Iron, wIouhe tc doritly Ilix'd ard the pnipiise of tile credit for foreign
taxes would le frustrated.

The origil Intent of section 131 Mil! be realized If thm section were amended
so a to Intcorporate Hwellithty tle p'jiriciple that the foreign tax on such
lihocktd Income would not be dih',iod to have bern patid or accrued until the
taxable year when the Itnv'oont' Is incIded Itt gross Iicote.
This Couhlt be acompllshe(j Iy adidiig its it new subsecttor to section 131 the

following:
( ) DPtii Nx !NOOMP-)f, dtiring arty tastable year, riroate ar8is from sources

in itiy foreign touitry or any possession. of the United States which is tot included
it gross income tfld, this chaptcr until a later taxable pear, therr anl incoppre,
war-profits, or rc'eess-pr'oflt, taxes pcid or att'ricd to situc coritlr or possession
upon or iith respect to suc income shall be decked to have been paid or actried
dtlrfrig tle taxable year wheit flie irn'onue fporn or with respect to which thy 'e
imlostd is int'hdc'd itn gross in'corc fon' par'poss of Ph' for imposed by thiscituptr.,
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The corresponding amendment to section 23 Is printed in italics below:
(c) (1) (C) income, war-profits, and excess-profits taxes Imposed by the

authority of ally foreign country or possession of the United States; but this
deduction shall be allowed In the case of a taxpayer who does not signify in his
return his desire to have to any extent the bellelits of section 131 (relating to
credit for taxes of foreign countries and possessions of the United States):
Provided, That, if during any 'axable year income arises from sources in any such
country or possession which is not included in gross income uslder this chapter
until a later taxable year, then any such taxes imposed upon or with respect to
such income shall be deemed to have been paid or accrued during the taxable year
when the income upon or with respect to which they are imposed is included 01
gross income for purposes of the tax imposed by this chapter.

Proposed amendment No. 2

To allow a credit for foreign taxes imposed in substitution of incolue taxes wilich are
allowable as credits

Although domestic corporations are allowed a certain credit for income taxes
paid to a foreign country, the credit has been disallowed in various cases where,
under the law imposing the income tax or a law or decree relating thereto, tax is
levied oil tile basis of gross income to obviate difliculties ill computing tile tax
on net income, In other words, even though the tax oil tile latter basis Is paid
In satisfactiol of liability to tile tax oil net incllome, tile corporation is denied the
relief from iliterliatiollal double taxation provided in revenue legislation s1i1c4
1918. 'This relief is of vital importance today as the pitilg of tile crushing United
States rates otl top of foreign rates might result il at tax burden whicil would
even exceed tie tanloult of the mdcoie fronll abroad. Empirical levies of this
kind have been resorted to In practice by the United States, and in practice if
not with legislative sanction by Great Britain ind all th leading countries of tile
worl(, to facilitate tile txliltion ot foreign enterplrises ptlroducilg abroad till
selling ill the taxinlg colnltry or producing I tie taxillg country and selling
abroad.'

Moreover, the income-tax laws or decrees of various Latln-Amcrican coultrlet
provide for taxation oil an arbitrary basis in lieu of the tax oil net incollIe. As
the foreign commerce of our private enterprises is now virtually limited to the
Western Hemisphere and Is further limited by priorities land restrictions necessi-
tated by tile war effort, the assurance of the full relief froMn multiple taxation
Intended by Congress is all the more vitally Important to tile American corpora-

tions that are still In a position to carry ol business abroad,
Tile Unitrd States has taken the lead in providing for the scientific taxation

of International business by prescribing in its law and reg,!Uations principles
and methods for determining income allocable to sources witilin and without its
territory (see. 119 I. It. C. ; art. 19.119-1, ot seq., reg. 100). Nevertheless, in
computing the income taxable In tile United States in tie case of a foreign eorpo.
ration producing or manufacturing abroad and selling in this country, tile Bureau
of Internal Revenue has encountered such difficulty In ver.fying tile expenses
deductible from the gross income realized on sales here, that it has applied to
such Income a percentage representing the average ratio of net income to gross
realized by similar domestic enterprises. The tax at ordinary rates Is then im.
posed on the net Income so computed.

Furthermore, tile Bureau of Internal Revenue has held that the tax Imposed
by the Brazilian Income-tax law upon the income of a corporation computed
by an optional method, consisting of applying coefficients (established by a
tchnical committee) to gross receipts to arrive at "net income," was at income
tax allowable as a credit under section 238 of the Revenue Act of 1926 (G. C. M.
809, V--2CB75).

The foregoing procedure Involves the application of the ordinary Income-tax
rates to the emapirically determined "net incoIe." Cuba, however, took a short cut
in computing tax liability by taking for granted that it the case of shipping
enterprises allowable deductlons ordinarily consume one-half of the gross In-
come, and consequently provided in the general tax law for a tax at one-half
thl ordinary rute wilicli is Imposed directly ot the gross income of tlhe foreign
corporation from detined Cuban sources. Thus, while national shipping com-
Panles are sutibject to a tax of 6 percent on their net profit, the law provides that

I League of Nations, Taxation of Foreign aind National Enterprises, vol. IV, p. 54 et seq.
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foreign shipping companies which are engaged in transporting freight and
passengers between national and foreign ports shall be exempt from the tax on
profits and shall in lieu thereof pay a tax of 3 percent of the gross income obtained
for freight and passengers which they may ship In national ports. (Act III of
Military Order No. 436 of 1900, as amended by Act XV, the law of July 6,
1028.) The tax imposed on this basis was held to be allowable as a credit in a
decision of the Board of Tax Appeals promulgated May 6, 1942, in Seatrain Lines,
Inc., v. Commlssioncr, 46 B. T. A. 145, but the nonacquiescence of the Commissioner
is possible.

This ,hort-cut Inethod of satisfying liability to lacome tax was found to be
so practical that In 1982 Cuba applied It to other types of enterprises imler a
provision now found in article 11 (f) of Decree No. 1117 of May 15, 1939 (Official
Gazette No. 352 of May 31, 1939), modifying the regulations governing the profits-
tax law.2

Accordingly, American corporations are subJevt to a tax of 3 percent on
gross income in place of the tax ol net ineollies pli(l by (C'uln orpora lilons
which progresses from 10 percent on net income nor exceeding $100,000 up to
20 percent on the excess over $1,000,000,

This tax is authorized for three eategorles of foreign corloratlIons:
(1) Those which sell their goods through branches, subsidiaries, or agents

in Cuba. For such a company ther-,! are cerLii qualili, atlons about apply-
Iag tliis tax when tile compa iy is not able to presini evidence Justifying lack
(f profits but It is understood that this levy Is applied generally as a minnunl
tax.

(2) Those which (ompensate their Cuban representatives by a percentage
of the Income obtained in Cubi territory for the sale, lease, exhibition, etc.,
of transmitted articles; and
(3) Those openting rdllotelegraphlc, eablegraphle, and radioteleponle

vystetas.
II Is to be noted that the 3 percent tax is applicable without qualifleation

10 tle gross incoeie of the last two categories of companies. A provision for
imposing such a tax oii gross Income In lien of the tax on earnings has been
incorporated In a decree confirming a concession agreement between the Cuban
(oi'ermiiit and a A nerleat company operating a telephone system in IHabana.

With regard to shipping companies, the BIoard, of Tax Appeals In the ease
if .Sealrali Illaes, In(., recognized that., "The 3 percent by which the original
41 percent rate was reduced was apparently an approxhnilation of the dedUc-
lions allowed ill arriving at net ilconie ind was adopted as a compromise
measure in order to avoid the complex and vexatious alloeatilon and calcula-
tion of the deductible Items peculiar to the petitioner's business. Therefore, It
appears that as to the petitioner's business tile present 3 percent tax is but the
successor of the 6 percent income tax, took Its place in the tax structure of Cuba,
all( preserved its elaracter as an Iucoina tax."

The foregoing lucld expltnatlon applies equally well to the application of
the 3 percent rate In the case of foreign merchanditshgand communications
enterprises.
Tie Board proceeds to point out that in this country taxes imposed on

gross Ineni have been hel ((1 lie Income taxes, such as certain taxes Im-
posed ou tle wages of Individuals by section .1100 of chapter 9 (entitled
"hiaployment taxes"), Internal Revenue Code, and the taxes paid by In-
dividiials tnder Form 1040A, based oil a gross Income of $3,000 and less.
The Board might have adled that tile Federal income tax which is ordinarily
Imposed on net income Is levied on tie gross Income from specified sources in
teo United States derived by nonresident aliens and foreign corporations not
engaged in trade or business nor having an office or a place of business in the
United States (sees. 211 (a) (1) (A) and 231 (a) (1), I. R. C.).

I A translation of tis article prepared by thei AnmorIco n Chinibor of Coiiiiiieree of Can.
reads as follows "(fI A tax of I percent oii gross Incoiiies (iii p)l11c of the tax oni profits)
shall be paid by all forenhm coiitpainies operatiig Itl C ba through 1)anehes. subsidiaries,
legal representatives, or agents, whieh fix by contract, or any other leans, tile cost alld
sales price of tie nierchiatise i which they trade and which are unable to present satils-
facetory proof of slices and evidence to the iovernitient that the lack of profits Is not due
to pice ianllaulations,; and when they hauve contracted wilth foreign cotmpales to receive
o pei'eenlace of the Incomne obtained i ('iiban territory for tie sale, lease, exhibition, etc.,
of transinitte,' articles: even when the ecooanles are Cabo ii companies.
"Also lhilect to these provisions are radlotelegraphle, calblegralhile, and radiotelephonle

companies,"
76093-42-vol. 1-15
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The Board cites Treasury decisions holding that certain foreign taxes Im-
posed on gross income are allowable as credits under section 131 1. It. C.,
including Canadian dividend taxes, Canadian copyright taxes, French rental
value taxes, and Argentine dividend taxes, as well as a French tax based
on an income presumed to be equal to seven times (later five times) the
rental value of the dwelling occupied (Herbert Ide Keen, 15 B. T. A. 1243),
and certain Cuban taxes (Havana Electrio Railway Light & Power Co., 34
B. T. A. 782).

Naturally, the allowance of the credit for such taxes is subject to the
limitations under subsection (b requiring the determination of the "net In-
come" from sources In the foreign coufitry, and to the submission of evidence
of the income derived from the country in accordance with subsection (e),
of section 131.

As such provisions absolutely limit the credit to the tax effectively Imposed
on tile net Income allocable to the foreign country; and preclude any reduce.
tion in the United States tax on income from sources In this country, there
should be no reason to hesitate to adopt it clarifying amendment which would
assure domestic corporations the protection against international double taxa-
tion which is intended by section 131, I. R. C.

The allowance of the credit is equally Justified where the tax on net income
is replaced by a tax Imposed on. an empirical basis In the base of foreign
enterprises which produce or process goods In the country and sell them abroad.
For example, when all American enterprise produces a certain raw material
in a Latin-Anmerican country and sells It In the United States, obviously the
local authorities (who have no jurisdiction over the place of sale) may find
it difficult to determine the part of the net income realized at the place and
time of sale abroad which Is attributable to sources in their territory. If
worldmnarket prices exist for the product as of the time it leaves the country
a local profit may be measured by assuming a sale was made at that price,
but in otler cases sone form of empirical determination niay have to be
employed.

For example, Guatemala subjects foreign and domestic corporations to an
Income tax. The tax was originally Imposed at the rate of 5 percent by act 17
of I)ecree No. 1543 of June 26, 1934.

Act 27 of the same decree exempts from this tax companies which have
their taxes fxed by contract or law.

To simplify tie determination of the profits tax, an American company
which produces agricultural coninodities in Guatemala and sells them in the
United States agreed to pay to the Government of Guatemala, in addition to
certain olher levies, a profits tax (impuesto de utilidades) of 1% cents per
unit exported by it from the Republic (Law No. 1499 enacted by the Legisla-
tive Assembly of Guatemala on May 4, 1927, as amended by Law No. 2138
of 1936).

In view of the fact the company paid this special tax on profits, it was
specifically exempted from the general income tax under Decree No. M,3 by
an official communication front the Secretariat of Finance and Public Cedlt,
No. 12416, of August 6, 1934.

Other empirical methods tire frequently adopted with a view to obviating
disputes as to the actual amount of profit attributable to production or processing
with the taxing country. Tax administrators itt practice as well as under the
provisions of tax laws, decrees. and regulations have predetermined an average
or arbitrary figure representing net profit per unit of product for specific Indus-
tries and have applied this to said units (such its barrels or tons of oil processed,
standard bags of coffee, sugar, etc.) in computing the base for' the application
of the income-tax rate. Such situations are a short cut to computing a tax
in lieu of tie tax on orthodox net income or the arbitrary fixtng of the taxable
net Income itself.

There is no inherent difference in the various methods of determining tax
liability cited, except that sonie involve only one computation whereas others
involve two or more. The result is the same-a reasonably fair approximation
of what the tax would be if computed at regular rates upon the net income
attritutable to activities within the country.

In all cases cited the following conditions are met:
1. There exists ta general law imposing an income tax which would be allow-

able as a credit under section 131.
2. The empirical tax in question Is specifically levied, under the same law or

a decree relating to the general income-tax law, in lieu of the tax generally
applicable.
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S. To obtain the credit for the foreign tax under section 131 the taxpayer would
have to determine the net Income allocable to the foreign country in order to
meet the requirements of subsections (b) and (e) of said section.

A draft of amendment to section 131 which would allow the credit when such
requirements are met follows:

Draft naendmeat No. 2

SEC, 131 ( ). For the purposes of this section, the term "Income, war-profits,
and excess-prfiAts taxes" shall Include a tax imposed on gross income or on
some other basis which Is levied in subtitution for a tax on net income allow-
able as a credit under this section, provided the taxpayer proves to the satisfac-
tion of the Commissioner the amount of net income allocable to sources within
the foreign country in accordance with the requirements of subsections (b) and
(e) of this section.

JuLY 24, 1942.

ADDI'IONA , MEMORANDUM OF MITCHu B. CAnnorL, RI;PHEs8NTINo 'iE NATIONAL

FoRaGN TRADE COUNCIL., INC., NEW YOIRK, N. Y.

PROPOSED AMENDMENT TO SECION 721 1. s o.
To permit in the case of long-term contracts envisaged in section 721 (b), an adjustment of

base period nt Income on the basis of actual earnings attributable to each year

In behalf of members of the council engaged in construction work in Latin
America under ong-term contracts, I wish to bring to your attention an appli-
cation of the excess-profits tax which is contrary to the intent expressed by the
Senate when it introduced section 721 in the Second Revenue Act of 1P40 and
which will result in a crushing burden of taxation for the enterprises In question,
especially if the contemplated rates are to be imposed.

Because of the uncertainties in the costs of performing contracts involving
operations over 1 year, and sometimes as many as 3 or 4 years, it has been cus-
tomary for tie contracting firm to determine the net income lit the time of com-
pletion and to include it in the taxable income of that year. Recognizing that
a serious hardship would result if all of such income were subjected to the excess-
profits tax for the year of completion when. it was grossly disproportionate to
the amounts of such income received by the taxpayer in the 4 previous taxable
years In the course of which the income was actually earned, the Senate envi-
saged the determination of the amount of such income attributable to any pre-
vious taxable year or years, in accordance with regulations prescribed by the
Commissioner with the approval of the Secretary. The paragraph in the report
of the Senate Finance Committee on H. H. 10413, at page 41, concluded with the
following statement:

"If it Is determined that tie net income received in the taxable year is attribut-
able to years In the base period, the amount of such income so attributable
to such years will have the effect of increasing the base period net income and
thus the credit under the average-earnings method."

However, section 30.721-3 of Regulation 103 states that:
"Section 721 has no effect upon the computation of base period net income or

of earnings and profits and therefore does not affect the computation of the
excess-profits credit."

Obviously, income properly attributable to years iii time base period should be
included in the net income of those years in order to arrive at the credit under
the average-earnings method. This is especially true if, during these years, earn-
lags were abnormally low or if net losses were suffered. If net income was re-
ported in any of the base years oi a completion basis, the part attributable to
other base years or prior years should, of course, be apportioned thereto.

If such a correction Is not made, the credit will not fairly reflect the real
average earnings of the base period, and the taxpayer's Income which bears the
excess-profits tax will be unduly increased. If the proposed rates are then im-
posed on the mathematically increased income, the resulting burden on the tax-
payer will be relatively heavier than that Imposed on taxpayers who were ill a
position to keep their accounts on an annual basis.

Tme Inequity of the law as it now stands may be shown by example. Let
ias assume that a construction contractor received a contract on January 1,
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1038, which would take 3 years or more to complete, the work being done in
South America and being actually completed 11 1940; that this contract amounted
to $2,000,000 and showed a profit of 15 percent or $300,000 and that the con-
tractor, because of the Impossibility of accurately determining profits until the
work was completed bad elected to file his tax reports on the completed contract
basis. That this same contractor, through operations on both long- and short-
term contracts during 103,, 103), and 1940, did not make enough profit to show
any taxable Income in 1938 or 1939, but in 1940 he showed as taxable income
the $3010,000 made largely on a long-term contract. That the character of tile
work on the ong-term contract was such that tie work progressed in an orderly
manner, one-third of tie work being completed in 1988, one-third in 1939, and
the balance In 1940 and that the payments received by the contractor were
more or less equally divided over these 3 years.

Such a contractor would, under section 721, be able to apportion his Income
to the years In which Ithe work was done, and If by so doing lie had a taxable
inlcoire, subject to tile excess-profits tax In 1040, paying the 1940 rate only on the
proportion of the profit attributable to that year. However, under the present
law, If In 1042, the contractor completed a number of contracts which showed
a total taxable profit of $300,000 the credit allowed him would be calculated on
earnings during the base years which might show as follows:
1936 ---------------------- $200, 000 1038 .------------.------ i Deicit
1937 --------------------- $ 300,000 1 938 ---------------------- Deficit

This, In spite of the fact that his real earnings during the base period, cal-
culated oi1 the percentage of completion basis might be as follows:
1930 ---------------------- $200, 000 11938 ---------------------- $100,000
1937 ---------------------- 300, 0001 1939 ----------------------- 100, 000

It seems manifestly unfair because of bookkeeping methods followed by the
contractor, in accordance wili the law which gave him tIle right to report on
completion basis, to refuse him the right to show his real Income on the per-
centage of completion basis, as unless he is permitted to do this, his credit to
be applied to excess-profits tax is not based on his actual earnings but on a
bookkeeping system, which does not properly represent actual earnings.

The suggested amendment should at least cover income received under contracts
performed entirely outside the United States, especially in view of the fact that
Congress ias recognized the desirability of encouraging foreign trade by providing
that domestic business corporations deriving 95 percent of their gross Income
from sources outside the United States tire exempt from the excess-profits tax
(sec. 757 (g), L It. C.

Proposed amendment to section 721, Internal Revenue Code

SFC. 721. AaNOMeALIMS IN INCOME IN TAXABLE PERIOD-

(b) Amount attributable to other years.
(2) For the purpose of the excess-profits credit based on income, the amount

of net abnormal income derived under a contract, the performance of which
required more than 12 months, which is reported In iany taxable year beginning
after December 31, 1939, that is determined to be attributable to any taxable
year or years in the base period shall be included in the excess-profits net income
of such taxable year or years, and the excess-profits net Income of each of the
taxable years Ill the base period shall be adjusted so as to include only net income
properly attributable to work performed during each of such ears.

To implement the foregoing, the following might be added:
Where the taxpayer has kept its books and filed Its IncoIle-tax returns III

accordance with a completed contract method of accounting during any or all
of the base period years, the taxpayer shall, for the purposes of this subsection,
determine its average base period net income on the basis of the percentage of
completion method of accounting, reflecting work actually performed during each
of the base period years.

The CHAIRMAN. Mr. Byrne.



REVENUE ACT OF 1942 219

STATEMENT OF DAVID M. BROUDY, NEW YORK, N. Y., REPRESENT-
ING THE BEAUTY AND BARBER SUPPLY INSTITUTE, INC.

Mr. BROUDY. Mr. Chairman, I shall appear for both Mr. Byrne and
Mr. Schlesinger, whose name follows his, on behalf of the Beauty and
Barber Supply Institute.

The CHAIRMAN. Is this Mr. Schlesinger?
Mr. BBOUDY. I am David M. Broudy of the office of Mr. Schles-

inger, 17 East Forty-second Street, New Vork, counsel for the Beauty
anm( Barber Supply Institute.

'Vhe CHAIRMAN. You appear for both Mr. Byrne and Mr. Schless-
inger?

'fr. BRioUDY. Yes. The Beauty and Barber Supply Institute is a
trade association of some 500 dealers who supply beauty and barber
supplies and equipment to beauty shops and barber shops throughout
the United States.

Now, I should like to discuss the retailers' tax, excise tax, on toilet
preparations contained in the Internal Revenue Code, sections 2402
(a) and 2402 (b).

The CHAIRMAN. Did the House bill deal with this matter?
Mr. BEOUDY. It did, sir; and a brief submitted by counsel for the

institute was considered by the committee and the contentions of the
institute were rejected. However, I should like to present the objec-
tions to the existing law and a su ggested change that is different from
the contentions raised before the House Ways and Means Committee.

Now, in the first place, section 2402 provides for a tax imposed upon
certain toilet articles, and under the regulations the tax attaches to the
sale by t'e retailer of any preparation which is used or applied or in-
tended to be used or applied for toilet purposes or used in connection
with the bath or care of the body, or applied to the clothing, as a per-
fume to the body, as a toilet article.

Now, section 2402 (b) treats the dealer who supplies beauty and
barber shops in quite a different fashion from the wholesaler supplier
to drug stores, department stores, and cosmetic stores, and this not-
withstanding the fact that the sale performs the same economic func-
tion. The difference is that the beauty shop, when it purchases from
the wholesaler supplier, does not pay any tax whatsoever on the ar-
ticles sold except as charged by the wholesale dealer. That is to say,
the wholesale dealer is charged with the duty of paying the tax to the
Government and the wholesale dealer passes this tax on to the beauty
shop.

However, the commodities purchased by the beauty shop are of two
sorts: Those purchased for use in the slhop and those purchased for
resale. In recent years the beauty shop has more and more gone into
the business of reselling merchandise purchased from wholesale dis-
tributors. In this connection the beauty shop is in competition with
the drug store. Inasmuch as the drug store under the act need not pay
the tax until it is actually sold, because the drug store is a retailer and
under the act the wholesale distributor is considered a retailer, there
is an unfair advantage in favor of the drug store and also in favor of
the wholesale distributor who distributes to the drug store.
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Now, the beauty shops and barber shops throughout the United
States employ some 750,000 people. There are some 85,000 beauty
shops and 120,000 barber shops employing aln average of 3 employees
per shop. There are 4,200 combined beauty and barber shops averag-
ing 8 employees, making a total of employees of sone 750,000 people.

Now, as is well known, the beauty shops operate on a very small
margin and part of their revenue has been gotten from the resale of
these commodities, and so with the threatened unemployment through
out the country the welfare of these shops is at stake,

The Beauty and Barber Supply Institute is very much interested in
seeing to it that these beauty shops continue in business, and if they
are forced to discontinue business, of course, it will be a very definite
hardship to the dealers whom I represent.

There has been a discrimination in that the dealer must pay his tax,
and consequently the beauty shop must pay the tax on the articles for
resale before they actually sell them, whereas the drug store does not
have to do that. It is this disadvantage as against the beauty shop
which I should like to suggest be eliminated by a change in the existing
law.

Now, that could be done by segregating the items which are sold
for use and those items which are sold for resale. Now, the items
which are sold for use are in a very different form from those sold for
resale. In other words, those sold for use are in the so-called pro-
fessional sizes and they are easily differentiated from those sold for
resale. So when the bieauty-shop supplier, the wholesaler sells these
articles he could easily separate those sold for use and those sold for
resale, and the tax would be payable immediately in respect to those
sold for use in the beauty shop, whereas it would not be payable in
respect to those sold for resale until actually sold by the beauty shop.

Senator BnowN. Your objection is that in one case the beauty shop
is the consumer and in the other case it is the retailer?

Mr. BnOUDY, That is right. Under the act the wholesale supplier
is designated a retailer.

Now, on those articles which are sold at retail and upon which a
tax has been paid under the act, the beauty-shop owner is permitted
to obtain a credit for the tax already paid," but, of course, that entails
the making out of two separate returns, and it is very difficult for a
small businessman, such as a beauty-shop owner, to calculate and to
make the separate returns. The method of computation is rather
intricate, insofar as he is concerned.

Now, if I might say parenthetically, the beauty-shop owner, notwith-
standing the fact lie has made no sale whatever, must, nonetheless,
make a return each month, whether he resold any items or not. Under
Regulation 51, section 320.60, it is provided the return must be for-
warded to the collector for each month whether or not any liability
has been incurred for that month.

The argument has been made that if the tax continues as it has
namely, as against the wholesale supplier in all instances, there will
be fewer returns. Well, that is not so, because a beauty-shop dealer
has been and still is making those returns.
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Senator CLAIM. I understand that under the present law the dis-
tributor to beauty shops or barber shops is considered a retailer, but
the distributor to the drug stores is considered a wholesaler.

Mr. BntouDy. That is right, sir,
Senator CLARK. That is the gist of your complaint?
Mr. PnOUDY. That is it exactly, bringing on an unfair advantage.
Senator WALSH. As a matter of fact, does the beauty shop or barber

shop have to pay more by reason of the taxes being paid at the source
than the drug store, for the same articles?

Mr. BROUDY. No; as a matter of fact the beauty shop, because lie
buys in professional sizes and larger quantities, pays proportionately
less for the same quantity.

Senator WALSH. For what he resells does lie pay more?
Mr. BaOuDY. For what he resells there is a larger tax, which is com-

parable to the drug-store tax.
Senator CLARK. But the goods sold by the beauty shop or the bar-

ber shop pays the same tax that the drug store pays? It is simply a
matter of the responsibility of paying the tax?

Mr. BinouDy. It is not only that, but the beauty shop owner must
pay his tax when lie purchases.

Senator CLARK. In advance?
Mr. JI3OUDY. In advance, regardless of when he sells. Even if lie

never sells lie must pay that tax.
Senator WALSH. To the wholesaler or to the Government?
Mr. BROUDY. To the wholesaler, who in turn is responsible for the

tax to the Government.
Senator WALSH. The wholesaler does not have to pay the tax in

advance?
Mr. IBnoUDY. No, he does not; only when lie sells to the consumer.
Senator WALSH. As a matter of practice, is the tax added to the

price of the goods that the beauty shop or the barber shop gets?
Mr. BtouDy. Yes; as a matter of fact it is.
Senator WALSH. And it is not charged to the drug store?
Mr. BnouDY. No. Now, there is another phase of this problem

which has arisen as a matter of )ractice. Because of the fact that
the wholesale distributor is a retailer the beauty shop owner in recent
months has been manufacturing his own preparations and using them
in his shop for application in treatments. Nowv, there is no tax ob-
tainable by the Government on that. So there is a vast amount of
tax being lost to the Government. Now, we propose that there be a
tax exacted of the beauty shop owner for those preparations because
it is unfair to the persons Who supply those articles and it is a means
of evading the tax.

Senator VANDENBFRG. You are also interested in protecting coin-
petitively your own clients at that point?

Mr. J3ROUDY. Of course yes.
The CHAIRMAN. What is your proposed amendment?
Mr. TROUDY. Tme proposed amendment is that section 2402 of the

Internal Revenue Code be changed by adding to the section a pro-
vision to the effect that articles sold by wholesale suppliers for resale
be deemed not retail sale but that when the same are actually resold
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by the beauty shop owner, that they then be deemed to have been sold
at retail, and that the tax be payable by the barber shop or beauty shop
owner, and that the returns be made monthly, as now provided in the
law and under the regulations. And, furthermore, that for the pur-
poses of the act any article described in subsection (a) shall be sub-
ject to tax where such article is manufactured for use in the treatment
of patrons by any person operating a beauty parlor, barber shop, or
similar establishment, and the tax payable by such person upon the
use of such article at the rates set forth in the act shill be based upon
the cost to the taxpayer of the same or similar articles not manu-
factured by the beauty shop owner.

Now, of course, if those two suggestions are considered favorably
by this committee and if they become law, the method of calculation
on the part of the beauty-shop owner Will be quite simple. All he
has to do then is pay his tax each month on those articles purchased
for use, and during the same months pay a tax on those articles actually
resold.

I should like an opportunity to present a brief in connection with
the point urged in my discussion before the committee.

The CHAnIAIAN. Yes, sir; you may prepare it and give it to the
clerk.

(The brief subsequently submitted by Mr. Schlesinger is as
follows:)

BRIEF ON BEHALF OF BEAUTY AND BARBER Su uprY INSTITUTE, OF NEW YORic, N. Y.,
AND INTERNATIONAL IAIRDIEssEIS ASSOCIATION, WITII RELATION TO A PROPOSAL
FOR TIE AMENDMENT OF SECTION 2402 OF TIlE INTERNAL REVENUE CODE

To the Honorable Chairmain and Gentlemen of the &S'ecate Finance Conmnitlee
of the United States:

I. PURPOSE OF TIllS BRIEF

This brief Is respectfully submitted In amplification and extension of the
remarks of David M. Broudy, made before your committee on July 28, 1942,
and recorded in hearings on II. I. 7378, unrevised, part IV, on pmge 219. No
change Is here proposed in the rate of tax or the substantive provisions of the
existing law. The changes proposed are purely and simply of an adtitistra-
tive nature.

U. TINE INDUSTIIY

The toilet-preparations Industry so far as the wholesalers are concerned is
sharply divided into two groups, the first of whilcih sells to drlg andl depart-
B(nt stores, and the second of which sells to beauty and barber shops. It is
this division witilin tie industry which makes It necessary for a revision to
be made il the present law taxing the sale of toilet preparations,

III. TIIE RETAIL EXCISE TAX ON TOILET PREPARATIONS

When, In 1941, Congress decided to abolish the manufacturers' excise tax on
toilet preparations and stu'stltute therefore a retailers' excise tax on toilet
preparations, the House of Representatives enacted a bill which took into
account this division In the industry discussed above. That bill failed to be-
come law because the Bureau of Interval Revenue objected to the difficulties
inherent In its administration.

In place of the original House bill, the present law was enacted Imposing a
10 percent retailers' excise tax on the sale of toilet preparations, but failing to
take Into account the division of function within the Industry.
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The proposal here made is for an administrative change In the present law
which will take that division of function Into consideration, and yet avoid the
objections to the 1941 House bill.

Iv. NEED FOR ADMINISTRTIVE CHAN E

The present law creates a discrimination between those wholesalers in the
Industry who sell to the beauty and barber shops, and those wholesalers who
sell to drug and department stoves. Wholesalers In selling to drug and depart-
ment stores are not required to report their sales and pay a tax to the Government
because the sale to such retail organizations is not considered under the law a
sale at retail. On the other hand a sale by wholesalers to beauty and barber
shops is considered a sale at retail and hence taxable as such,

This discrinination between the two types of wholesalers is made more onerous
to the Industry by reason of the fact that the sale is taxable regardless of whether
the goods are purchased by the beauty or barber shop for use In the shop or for
resale in consumer packages to their customers.

V. HOME MANUFAOUJXEO TOILEr PREPARATIONS

Another objection to the present law which this proposal is designed to remedy
is that the law fails to tax merchandise manufactured by the beauty and barber
shop for its own use. This failure is an incentive to the rnauufacturer of "home
brew" merchandise upon which no tax need be paid. Since the passage of the
present law, the manufacture of this type of merchandise has been on the increase,
We propose to amend section 2402 by adding thereto a new subsection, to wit,
section 2.102 (c), which will make taxable "home brew" merchandise in the same
manner as merchandise purchased from suppliers.

VI. OPERATIONS OF BEAUTY AND BiARBlt sHoPs

Just as there Is a division among wholesalers In the Industry, so there Is a
separation of goods purchased by the beauty and barber shops, The beauty or
barber shop purchasing toilet preparations purchases two types. One type is
known as the professiorml size and the other type Is known as the consumer size.
Each size is purchased separately, comes In different containers, anid Is used for
different purposes-the professional size being used within the shop in treatment
of Its patrons and the consumer size being resold by the shop to Its customers.

The present law requires the beauty shop and barber shop as a matter of practice
to pay In advance to the wholesaler the tax upon all goods purchased whether
for consumption or resale and the goods purchased for resale may lie on the
shelves of the shop for many months before resale, When they are finally sold
the beauty shop or barber shop is then required to make a return to the Govern-
mert and pay the tax upon tie difference between 10 percent of the sale price
to the consumer arid the amount charged by the wholesaler for the tax on the
original sale.

VIZ. CHANCE PROPOSED

The proposal here made is designed so to amend section 2402 (b) of the Internal
Revenue Code as to do away with the inequitable features of the present law by
accomplishing the following:

1. Prevent ihe sale by the wholesaler to the beauty or barber shop from being
treated In any other way than a sale by a wholesaler to a drug or department
store,
2, Avoid the necessity of having tire beauty and barber shop pay in advance

the retailers' excise tax upon goods which are purchased by the beauty shop for
resale.

3. Avoid making it necessary for the beauty shop or barber shop having to file a
separate return on goods on which it has long since paid the tax.

These objectives can be accomplished by a simple administrative change In
the statute. Attached hereto and made a part hereof and marked "Exhibit A"
Is a statement of the proposed amendment which would accomplish these desir-
able objectives.
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VIII. DISCUSSION

The first objective to be accomplished is to avoid discrimination between whole-
salers sellig to drug and department stores and wholesalers selling to beauty
and barber shops. A sale by the former is not subject to tax because it is not
considered it sale at retail, but a sale by the later is subject to tax because under
tile express provisions of the present law It is considered a sale at retail regard-
less of whether the goods are purchased for use or resale. The very same items
sold by the two groups of wholesalers are taxed differently even though the
purpose of the purchase in each case Is absolutely identical. 'To avoid this
unnecessary dlscrhination, we propose that the return oIl sales made by beauty
and barber shops shall be made by the beauty shop or barber shot) just as tiley
are 3vt,,1e by the drug or department storO.
The second objective is to permit the beauty or barber shop purchasing the

goods for resale to pay the tax only when the retail sale Is actually made and
riot, as under tile present law, well il advance of such resale. To accomplish
this, we propose that the beauty hop or barber shop purchasing goods for
resale or for use within the shop be required to file a return reflecting both
the goods purchased for use and the goods purchased for resale, alld to include
ill that return those goods purchased for use during the particular month and
those goods resold during tile particular month, in this way making only one
return necessary. The tax upon the goads purchased for use would, as now,
be based u1n the cost to the shop and the tax upon the goods resold would, as
now, be based upon tile resale price.
In this way, the third objective is acconiplisied, and, autoinatically, tile

beauty shop and barber shop would be relieved of having to file a separate return
upon goods resold.

IX. ARoVMRNqS

The arguments ti favor of treatIng tile two types of wholesalers in tile same
way Is, of course, obvious. Tills is a discrinration wirich 11s no basis in law
and Ill fact and should be abolished. But tho discrimination works not only to
the detriment of the wholesaler but to the detriment of the beauty shop and
barber shop as well. By adopting the change here proposed, the beauty ahd
barber shop will be relieved of having to pay the tax iii advaijee. It would-be
necessary for tile shop to make a return and report a tax once a month as
under tile present law, but tire return will reflect only so much of tile goods
purchased for resale as were actually sold within that month and hence tile
shop will piry the tax to the Government only after receipt by It of tile purchase
price from the consumer, which i the only equitable and fair way in which
tire retail excise tax should operate.

Since It is obviously fail' for the beauty shop and barber shop to pay the tax
only upon receipt of the sales price for the resold merchandise, it will be
no greeter effort for the shop to Include within that return tile amount of goods
purchased for professional use during that month, paying the tax on both at
tire snare thne.

Iii tins way, tire Bureau of Internal Revenue willnrot be forced, as It pre-
sently Is, to examine two sets of returns, one from the beauty shop and one
from tile wholesaler. In addition, greater revenue will result to the Govern-
mait because tile resale of toilet preparations will thereby be encouraged,
The beauty shop and barber shop cannot afford at tire present time to finance

tire tax in advance and therefore has, sluice the enactment of the present
law, been largely discouraged from buying resale merchandise. Sales of such
merriandise have fallen off considerably and it is tile inevitable result of the
present proposal to encourage these sales and thereby to yield greater revenue
to tire Government.

Furthermore, under tile present law, tile beauty shop and barber shop when
reselling merchandise and making Its separate return, is permitted to credit
gains tire tax payable to the Government on such resale, the amount of tax
already paid to the wholesaler on the original purchase. The shops are not
equipped to do this job and are making inaccurate returns to the Govern-
ment, either paying too much or too little. This, in turn, requires the Bureau
of Internal Revenue to make extensive investigations and impose assessments
and penalties which would irr every case be avoided by the proposed enactment.
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X. SUMMARY

The change in section 2402 (b) here proposed is an administrative change
which would require tie beauty and barber shops, rather than its supplier, to
make tie return and pay the tax directly to the Government, both with regard
to professional and resale merchandise, for the following reasons:

1, Such a change will eliminate the discrimination presently existing between
the two groups of wholesalers mentioned above.

2. Tire proposed change will eliminate the necessity for the beauty shop and
barber shop having to pay its tax in advance of resale.

3. The proposed change will make it unnecessary for the beauty shop and
barber shop to file a separate return as is now required under the law when
goods purchased for resale are resold.

4. Tie proposed change will make it unnecessary for the Bureau of Internal
Revenue to Inspect two sets of returns, one by the wholesaler and one by the
beauty and barber shops on the same merchandise, and will therefore make the
process of administration less expensive.

5. The proposed change will yield greter revenues to tire Government by
giving air added incentive to the beauty and barber shop to purchase merchandise
for resale.
The proposed addition to section 2402, tW wit, section 2402 (c) taxing "home

brew" rrerchandise in tire same manner as merchandise purchased from regular
suppliers will give Increased revenue to the Government by taxing a source which
is now tax free and also will stabilize the industry by avoiding a disruption in
tire industry which has been fostered by the present law.

XI. CONCLUSION

For tie reIrsorns urged above, we propose that section 2402 shall be amended
its indicated it exhibit A hereto attached.

Btespectfnlly submitted.
BEAUTY & BARBER SUPPLY INSTITUTE, INC.,

By JOSEPH BYliNE.
INTERNATIONAL IaAIRDRESSESs ASSOCIATION,

By B. J. RUTKOE,
WALTER C. B. SCHLESINGER,

Counsel.

EXHII T A

SEC. 2402. TAx oN Torrer PREPA RTIONS.-(a) TAx,-Tiere Is hereby imposed
upo.r the following articles sold at retail a tax equivalent to 10 per centum of the
price for which so sold: Perfumes, essences, extracts, toilet waters, cosmetics,
petroleum jellies, hair oils, poinades, hair dressings, hair restoratives, hair dyes,
aromatic cachous, toilet powders, and any similar substance, article, or prepara-
tion, by whatsoever name known or distinguished; any of tine above which are
used or applied or Intended to be used or applied for toilet purposes.

(b) BmE\UTy PARLOiS, uec.-For tie purposes of subsection (a), the sale of any
article described in subsection (a) to any person operating a barber shop, beauty
parlor, or similar establishment srllal not be considered a sale at retail; but the
acquisition for use by tire operator of such barber shop, beauty parlor, or similar
establishment Ir the treatment of its patrons of any article described in sub-
section (a) shall be considered subject to tax and any person operating such
barber shop, beauty parlor, or similar establishment shall pay a tax thereon at
the rate set forth in subsection (a) based upon the purchase price thereof to such
person: Provided, however, That in the case of such articles Intended for resale
after acquisition, no tax shall be payable until such articles are resold, and in
the event of such resale, the tax shall be paid by the vendor based upon the
resale price thereof.

(c) Fcr the purposes of subsections (a) and (b), any article described in
subsection (a) shall be subject to tax as in subsection (b) where such article
Is manufactured for use in the treatment of patrons by any person operating a
beauty parlor, barber shop or similar establishment and the tax payable by such
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person upon tile use of such article at the rate set forth In subsection (a) shall
be based upon the cost to the taxpayer of the same or similar articles not manu.
factured by himself.

The CIIAIRDA x. All right, Mr. Marsh.

STATEMENT OF BENJAMIN 0. MARSH, WASHINGTON, . C.,
REPRESENTING THE PEOPLE'S LOBBY

Mr. ManS. Mr. Chairman and members of the Finance Committee,
I appear on behalf of the People's Lobby, with offices here in Wash-
ington. As I think most of you know, B1ishop Francis J. McConnell,
of the Methodist Church in'New York, is president of the People's
Lobby.

I want to make sonie suggestions which I hope will not run counter
to the decisions of the committee as I inferred them from the story
in the New York Times this morning, that you did not want to con-
sider anything that is not in the bill, because I trust that you will not
permit the House bill to pass. It will be such a shock to our boys
in uniform that it will impair their morale.

We suggest that this war has got to be paid as you go, and I will
say very frankly that I think if the Congress does not adopt the
policy of pay as you go in the main, for this war, that you should
right now create a commission to study the tactics and techniques of
repudiation, because I believe, very frankly, that that is the only
alternative.

Perhaps I should apologize for the fact that I am going to suggest
taxes which are going to make practically all of our members -not
quite all-pay a good deal more taxes, and you can sympathize with
me when I tell you if you adopt my proposal we are going to lose
some of our large contributors; so I hope you adopt it, because, after
all, there is more involved than keeping some organizations going,
however much they may be needed.

Since the increase in'the national income this year and in 1943 over
1940 will be within about ten or twelve billion dollars of tlle actual
expenditures for war, it is obvious that a war deficit of ten or twelve
billion dollars is all that need be incurred in each of these. years, and
the balance should be raised by taxes.

I am going to list where you can raise $40,000,000,000. It is not up
to me to pass the law. You can raise them from the individual income
taxes, including tax on interest of exempt bonds, $11,000,000,000.
Corporation income and excess-1)rofits tax, $12,000,000,000. I want
to go into detail on these a little later.

Corporation surplus and undivided profits, $12,500,000,000.
Excise tax on land values, $500,000.000.
General excise and tariff taxes, $2,300,000,000.
Estate, gift, capital-stock taxes, and so forth, $700,000,000.
Social security taxes, $1,000,000,000.
The New Deal has long practiced the art of living off the next gen-

eration, which is worse than living off his wife's folks, and an im-
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perialist war could be won by so passing the bill to posterity-or
perhaps you would put it: Passing the buck to Providence-but end-
ing aggression and establishing tree to five freedoms" in the four
corners of the earth by a global war cannot be achieved by our present
methods of frenzied and fantastic finance.

I would say this, I would be perfectly willing to submit our tax
program to the boys in uniform as compared to the sales tax, or
leaving it for them to )ay part of the cost, or most, when they get
back. I think it would be public service if this committee would
ask the Gallup poll to take a poll of the boys in uniform whether
they would rather have us here at home pay f)r the war as we go, or
leave it for them to do it in large part when they get back.

The Government determines how many soldiers and other war man-
power it needs, and drafts that many: A democratic government
would determine how much money the war will cost, ascertain where
that money is, and then put property and illcome on a fiscal parity
with draftees. I think thlt is good &(lmocracy-as was, when I knew
Woodrow Wilson personally. I do not know how it comports with
present concepts.

If the war continues into 19-14, Congress will have to impose a pro-
gressive capital levy, with a moderate exemption.

O that point, I would like the permission of the committee to
insert into the record a proposal for a graduated Ca)ital levy drafted
by a former Member of this body, Senator Elmer A. Benson, of Min-
nesota, and also former Governor of that State. It is a short table.

The CJI.II1,AN. You may put it in, Mr. Marsh.
(The table referred to is as follows:)

PROPOSAL FOR GRAIMUTE CAPITAL LEVY, aY HaN. ER.zmrs A. BsNso,
APPIY.TON, TIINN.

The proposed tax or capital levy would be In effect for 1 year and would be
levied on the total value of all properly owled by individmls at it graduated
rate from 1 to 20 percent, and the tax would tie payable In IS monthly installments
with a 6-percentt discount for payment in advance. Married persons would be
given a credit In paying the tax of $500 aod single persons a credit of $300. A
table for computing the tax and an example of the tax to be paid by a married
person and a single person Is attached.

Table for computing tar

Property tax blo Rate tal Pro:)rty taablo Ratl Total
tax tax

Un dLr 10,o0o......... ........ . $...tO $TI,000 to .200,000. ............ II $16, o
$10,000 to $20400 ................ 2 300 0o40 cn$00,00.............. 12 219 00
$20,000 to $30,0(10 ................ 3 600 $ O20 to $41,000... ........ 13 41. 00
$30,000 to $4404OW4................ 4 1,001 $400 4M 0 to$, 00, 0 ............. 14 M. 110
$40,00 to $50,000............... . 1,500 $504,000 to $00,000 ............... 15 70,50
$5,00 to $W 0040...............0 2,00 1,000 to 71,,00..0...........16 80,50$00,OOtoll,,10..............7 ,100 $700,050.00..............1 1038, 500
$0,00 to $70,o00 ................. 7 2, 00 $700,M44) to 0,00............... 1 7 121, 00

r A40 0 to $0,0m0) ............... 08 4,0) $10,0M4 to$ 1,0(10,440$1 .. .......... 10 140, 00
90,000 to $100)000 ............ In , 600 All over $1,000,000..... 2 .........
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Examples:
PROPERTY VALUE, $30,000

Tax on first $10,000 ----------------------------------------------------- $100
Tax on second $10,000 ---------------------------------------- 200
Tax on third $10,000 --------------------------------------------------- 300

Total tax -------------------------------------------------------- 00
Credit (married person) ------------------------------------------------- 500

Tax payable ---------------------------------------------------- 100

PROPERTY VALUE, $30,000

Tax on first $10,000 ----------------------------------------------------- $100
Tax on second $10,000 -------------------------------------------------- 200
Tax on third $10,000 --------------------------------------------------- 300

Total tax ------------------------------------------------------- 600
Credit (single person) ---------------------...------------------------- 300

Tax payable ---------------------------------------------------- 300
Mr. MAnSH. At the end of 1939 the surplus reserves and surplus and

undivided profits of all corporations were about $58,000,000,000, of
which 395 corporations, less than one-tenth of 1 p6reent of all,
had nearly two-fifths. These are the last figures I could get, although
the Treasury can get the figures on corporate incomes and assets for
1940 and possibly for 1941. These corporations held $27,300,000,000
of Government obligations, of which the 395 mammoth corporations
held over three-fifths. The position of these great corporations has
probably greatly improved since 1939, for they have received the
major part of war orders, while the mortality rates among small
concerns has been serious.

The Secretary of the Treasury, in his appearance before your com-
mittee, referred to the injustice of tax-exempt securities, and we agree.
They total, I believe, some $20,000,000,000. That includes Government
securities of all sorts. The Secretary failed, for some reason, to sug-
gest that Congress, through an excise tax, tax the $60,000,000,000 of
tax-free land values-with an exemption so the small home and farm
owner will not be hit further. It is not our province to suggest the
rates to yield the revenues we ask, but the Treasury has statisticians
and exlprts who can do this in 2 or 3 weeks, and, of course, you can
request them to do that.

I got in the mail this morning, from my friend, Congressnman Wood-
ruff, from the State of Michigan, a speech which lie made that bears
directly on this and I would like to quote what lie said. He said that
Dr. Alvin H. hansen, in an interview printed June 27 in the Chicago
Journal of Commerce, made this statement as to the New Deal aims:

Congress will surrender to the administration the power to tax, keeping to
Itself the right only to establish broad limits within which the administration
may move. Congress will appropriate huge sums of money, will surrender its
power of directing when and how the money shall be spent.

I am not quite sure whether this is historical or anticipatory. Con-
tinuing the quotation:

Other extraordinary powers, such as for Instance to effect wholesale social
reforms, will be delegated to the administration which will retain most if not
all of Its present extraordinary wartime powers,
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Those are the major suggestions.
Now, gentlemen of the committee, I do notf; think that statement is

quite justified. I have noted that in the last few months the most
searching, and, in my judgment, beneficial check-up on our war pro-
gram has been made by committees of Congress. That, it seems to
me, affords an argument for my conviction of the importance of
retaining a legislative body. If we do not retain a legislative body
with coordinate powers we are lost, but in this instance, as a tax
measure, I am convinced that the Treasury is correct in its suggestion
that we raise a good deal more than the House bill provides.

Frankly, as I stated earlier, I am desperately disappointed, and
when the people of the country realize the profits that are being made
and how little is being done, I think they will be rather furious.

I made a study recently, based largely on this one little page of sta-
tistics issued by the Department of Commerce. I never go to any
foreign country to get my information on America. This is based
upon this study of the Department of Commerce, and it shows this:

From 1932 to 1941 the national income increased 137 percent.
Salaries and wages increased 97.4 percent.
Income from ownership or control of property increased 273 per-

cent.
That is all based upon these figures to which I have referred, from

the Department of Commerce.
Personally, I do not see how you can prevent inflation as long as

you have the present and prospective gap between the total income
available for purchasing goods and the supply of goods.

I think I was correct when, 18 months ago, in aNation-wide broad-
cast under the auspices of "Wake Up , America," I said that we
should realize we cannot fight a wvar against totalitarian powers with-
out a totalitarian organization. I think we are facing that.

Personally, I am unable to understand what advantage it is to labor
to get extra wages when they hav e all got to be taken back in taxes,
or most of them, in taxes and in bonds, or what advantage it is to
farmers to have an income-what was it last year? About $13,-
760,000,000, an increase of 26 percent over the pre.:eding year, when
they are up against it, by rising )rices. But the real issue is not
the amount, but how it is distributed.

The Department of Agriculture gave me figures which were highly
astounding, and I want to give you just two or three. In 1929, one-
tenth of the farmers got 41 percent of the farm income; in 1939 they
got 48 percent, and in 1941, nearly tO percent or one-half.

I am always delighted to read my friend's-the Vice President's-
talk about the century of the common man, and I hope he will have
better luck with it than he did when he was Secretary of Agriculture
sin5e the little farmer got less and the big farmer got more, but of
course I do not know whether you want that to go into the record.
It might be considered criticism, but I was brought up on the old-
fashioned theory that the proof of the pudding is in the eating; not
in the political talk about it.

Also you talk about sales taxes. Anybody in his right mind will
not accuse the Gallup Poll of being an extremely radical institution,
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but it issued, on the 19th of this month, results of a Poll which the
New York Times headlined: "War prosperity not evenly spread."
That is no news, of course, but still fit to print.

This is what it shows-and this is for nonfarm families:
Seven percent of individuals in America earned under $10 a week.

That reminded me at once of a squib I read in the Philadelphia Bul-
letin about 35 years ago. 'Ihe question was:"Can a tn be a Christian
on $3 a week?" The answer was: "A man cannot be anything except
a Christian on $3 a week."

Well, you may be a good Christian, but you cannot be very Patriotic
on an income of $10 a week, with the price of things going up. Of
course, Leon Henderson is doing the best he can, vith the wisdom
God gave him and the appropriation Congress gave him, but you
just cannot succeed with that kind of hit-or-miss l)rice fixing.

Of course, you know our contention, and I think the record that
Russia is making, justifies it, that you cannot get either wholehearted
fighting nor adequate war production under the system of private
profits.

I would like the permission of the committee to read several things
in the record. I do not know what you are going to do oit this bill.
I sincerely 1101)0 the papers are not correct in reporlting that you are
going to wait until after election, not because I object to election, not
because I watnt to see some of the prospective purgees licked, or any-
thing of that sort, but I think folks ought to know in advance what
they are going to have to Pay. Personally, I do not object in the
s.lightest to such rates of taxes as needed to pay as we go. I do notlike a flat limit of a $25,000 inrone, but we woulil be )ut in the'British
or Caniadian class if we had a system of taxes which would leave poeo-
ple a maxinum of around $25,000-and I know several People who
have such income, or a good deal over it. I do think that it is fair
1o give them a little advance notice.

If you will permit a little illustration, I was talking with a wealthy
gentlentan in New York when that story about income limitation catte
out. He said: "I have two boys in the British R. A. F." Their
boys, I believe get $125 a month, and(] I think ours get about $350 or
$400, ald I (1o not begrudge then a cent. of it, I vatit to pa y more
taxes to meet it. He said: "One of them brought down 19 German
plles. I have another boy who just started. Both have families,
with young children. I am giving each $10.000 a year to keep him
going. I ought to have a little notice if I am going to be limited to
$25,000." I said: "Of course, they can reduce tlieir standard of
liinv." I have lived on very much less than $10,000 very comfortably,
tetely 15 percent of it. I do not think you ought to pass a law with-

out letting them know in advance what is going to happen as all
of Iis have got to adjust outr standards of living.

If we come to the end of this war with a $250,000.000 000 debt it is
going to be repudiated or we are going to try to emulate Hitler to pay
it, off. I doubt if there is any choice between the two alternatives,
not that we want to, but that is what we are going to be ul) against.

I have taken from the Treasury Department an analysis of the set-
up of industrial corporations showing their surplus and undivided
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profits, and then I made a case study of some of the big corpora-
tions, and I think it would be in order ill view of the big story about
General Motors this morning in the New York Times: "Income cut
in half"-I think it is proper to call attention to this fet. These are
the individual corporations. At the end of last year General Motors
Corporation and its consolidated subsidiaries held $285,000,000 of
Government securities. Now it looks to Zie as though they were
scheming a grand trick not to pay taxes. You know more about
business organizations than I do, although I have earned most of my
living since I was 14 and that gives you a practical slant on life.

I think the Members of this Congress will agree as to the efficiency
of General Motors in producing war material, and that is thie one
thing you and I are concerned in, to get the maximum production
at a t-air price for our boys in uniform, tid to end the war victoriously
for us as soon As possible.

Suppose you take $100,000,000 of $150,000,000 of those Government
securities fPorn General Motors, they would not go broke. They havehave some rather funy financing. Let me give you a few figures.

Suppose bac-k in 10908 at man had invested $10,000 in 100 shares of
General Motors at $100 each, by 1936, through a split-up in stock,
lie would have owned 25,095 shares of Genera Motors, and received
on that investment 26 years earlier, an investment of $10.000, he would
have received approximately $1,180,000 in dividends. I have a little
stock, I don't know what Is in it because somebody handles it for
me. bIt( such profits are scandalous.

It does seem to me it is about time that We recognized that all we
have to do to tmnderstand dictatorships is to study democracies. We
have got to face up with the facts.

This tax bill is before you for prompt action, but I do not see how
you are going to get anywhere in the war effort much longer without
Government taking over, or complete Government control of all indus-
try. We have already incurred a huge debt, and I have a strong sus-
picion that the next generation is going to say: "Listen, you t(l( us
you fought time Worh War to end war, and, by golly, it was only
17 years afterward that the next World War started in Spain." Incl-
dentally, we were on the wrong side there. They are not going to
admit that this war is to save posterity, and pay it by 50- or 30- or 40-
year bonds, even if the interest on it. is subject to taxation. I hope
that this committee will call upon the Treasury experts to give you
the tax rates to pay as we go, and they can get them certainly within
a month, because there are very able statisticians there, and fiscal
experts and actuaries; and let us adopt some such program.

Incidentally, I think it would be a very great encouragement to our
Allies, who arle a little bit worried, some of them, people in the United
Nations, and members of the United Nations, as to w mat we are doing.

If you think I have been extreme, I would like to read into the
recoril this article from the Journal of Electrical Workers and Opera-
tors of April 1942. The caption reads: "Profits, profits, profits I
profits, profits. profits I and they give the figures.

Take onme of the aviation companies. Ai increase in 1 year of 728
percent seems more than reasonable. Another aviation corporation,

76509-42--vol. 1--16
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an increase in profits of 2,677.7 percent I I would like to read those
into the record so as to fortify the members of this committee, to get
your conscience to the point which mine has reached, and the People 's
Lobby has reached, on this; and also this brief summary from the
Internal Revenue Reports on Corporation Incomes for 1939, with a
case study of these corporations, and you realize that United States
Steel, Bethlehem Steel, and General Miotors, covered, all have shared
rather generously in Government contracts.

(The matter submitted is as follows:)

Data on industrial corporations for 1939, compiled front the 4169,617 returns filed
with the Treasnry Department and reported by it

3In millions]
Major receipts taxable:

Gross sales ------------------------------------------------- $101,575.8
Gro.'s receipts from operations ----.----------------------- 22, 295. 8
Interest ---------------------------------------------------- 2, 443.6
Rents and royalties ----------------------------------------- 2, 318.9
Net capital gain --------------------------------------------- 211.9
Dividends from domestic corporations ------------------------- 1, 005.9
Dividends from foreign corporations --------------------------- -250. 1
Other receipts --------------------------------------------- -997. 7

interest on Government obligations -------------------------------- 763.4
Subject to excess-profits tax ----------------------- $320,192
Wholly tax-exempt -------------------------------- 443, 250

Major deductions:
Cost of goods sold -------------------------------------------- 77, 272.1
Cost of operations ------------------------------------------ 11,128.0
Compensation of officers ------------------------------------- 2, 697. 5
Interest paid --------------.-------------------------------- 2,790.5
Taxes paid -------------------------------------------------- 3,995.4
Depreciation ------------------------------------------------- 3,442.7
Other deductions -------------------------------------------- 20,232. 7

Income, profits, and taxes:
Not itpncme -------------------------------------------------- (1, 734.6
Total tax -------------------------------------------------.. 1,252.3
Net profit less total tax ------------------------------------- 5,.15. 6
Dividends paid. other than corporation's stock ------------------ 5, 740. 7
Stock dividends --------------------------------------------- K). 8

For 1939, 515,0 corporations filed returns.
Of these, 190479 show a net income of $8,820,713,029; 270,138 reporting no

net income, show a deficit of $2,092,147,535-while 46,343 inactive corporations
have no income data.

Capital structure of corporations

Corporation with net income (compiled by Treasury Department from
187,920 balance sheets) :

Cash ---------------------------------------------------------- $28, 106.4
Notes and accounts receivable, less bad debts ------------------ 31, 487. 7
Investments, Government obligations ------------------------- 17, 236.3
Other investments -------------------------------------------- 49, 690. 6
Net capital assets --------------------------------------------- 0 1, 734.3
Total assets -------------------------------------------------- 200, 670. 9
Capital stock preferred --------------------------------------- 12, 678. 8
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Capital striwture of corporations

Corporation with inet income-Continued.
Capital stock common -------------------------------------- $53, 969. 4
Surplus reserves --------------------------------------------- 5, 940. 9
Surplus and undivided profits ------------------------------- 40,207. 0
Less deficit defined as "negative amounts of 'paid-in' or capital

surplus' and 'earned surplus and undivided profits' --------- 2, 449. 0
Nonbusiness receipts
Partly and wholly tax-exempt Interest ------------------------- 456. 1
Subject of excess-profits tax ---------------------------- $258. 9
Wholly tax exempt ------------------------------------ 197. 2
Interest ----------------------------------------------------- 1, 347. 3
Rents and royalties ----------------------------------- 1,124. 2
Compiled net profit less total tax ------------------------------ 7, 668. 4
Dividends paid exclusive of own stock ------------------------- 6, 475. 7

Corporations reporting no net incomes:
For 1939, 224,839 corporations reporting no net income filed balance

sheets showing-
Cash ----------------------------------------------- --------- 5,927.1
Notes and accounts receivable, less bad debts ..----------------- 7, 102. 8
Investments-Government obligations -------------------------- 10, 110.2
Other investments --------------------------------------------- 31, 465. 3
Net capital assets --------------------------------------------- 38, 491.8
Total assets ------------------------------------------------- 100,130. 4
Capital stock preferred --------------------------------------- 4, 577. 0
Capital stock common ---------------------------------------- 19, 512.4
Surplus reserve ------------------------------------------------ 1, 006. 3
Surplus and undivided profits --------------------------------- 11,094. 3
Less deficit (defined as above) --------------------------------- 10, 573.4
Nonbusiness receipts:

Partly and wholly tax-exempt interest --------------------- 294. 6
Subject to excess-profits tax ------------------------- $54. 5
Wholly tax exempt --------------------------------- 240. 1
Interest ------------------------------------------------- 1,058.0
Rents and royalties --------------------------------------- 1, 083. 0
Compiled net loss after taxes ----------------------------- 1, 009. 7
Dividends paid, exclusive of own stock --------------------- 163.0

Corporations with $100,00000 and over total assets for 1930-305
corporations with $100,000,000 and over total assets, filed balance
sheets showing:

Cash --------------------------------------------------------- 16,679.2
Notes and accounts receivable, less bad debts ------------------- 12, 819. 0
Investments, Government obligations -------------------------- 17,160. 2
Other investments -------------------------------------------- 49, 79. 4
Net capital assets --------------------------------------------- 40. 806, 3
Total assets -------------------------------------------------- 144,204. 9
Capital stock prefererd --------------------------------------- 6 , 534.8
Capital stock common ----------------------------------------- 29, 517. 3
Surplus reserves --------------------------------------------- 3, 719. 8
Surplus and undivided profits --------------------------------- 18, 514, 4
Less deficit definedd as above) -------------------------------- 1,208.4
Nonbusiness receipts:

Partly and wholly tax-exempt Interest --------------------- 446.3
Subject to excess-profits tax ------------------------ $784. 4
Wholly tax exempt -------------------------------- 203. 9
Interest ------------------------------------------------ 1, 253. 0
Rents and royalties -------------------------------------- 317.6
Compiled not profit less total tax -------------------------- 2, 34. 1
Dividends paid, exclusive of own stock --------------------- 2, 187. 1
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The mammoth corporations 1

These Treasury statistics reveal:
The 395 corporations having in 1039 total assets of $100,COO,000 and over, less

than one-tenth of 1 percent of all corporations filing balance sheets had, that
year-

1. Nearly half the cash,
2. Nearly one-third of all notes and accounts receivable, less bad debts.
3. Over three-fifilhs of all Governnent bonds,
4. Nearly five-eighths of all other Investments,
5. Two-fifths of capital assets.
6. Nearly half of total assets,
7. Over oie-third of value of preferred stock.
8. N.,arly three-sevenths of value of common stock.
9. Nearly half of surplus reserves and surplus and undivided profits-after

deducting "negative" surplus reserves, etc.
10, Nearly two-fiftis of surplus reserves and undivided profits-before deduct-

ing such "negative" surplus reserves, etc.
11. Nearly three-fifths of interest oa Government bonds subject to the surtax.
12. Ovir three-fifths of Interest on Government bonds wholly tax-exempt.
13. Over half of Interest collected.
14. One-seventh of rents and royalties collected.
15. Nearly two-fiflhs of net profit less total tax.
16. They paId nearly two-fliftlis of all dividends paid by corporations,

No net income corporations

1. Net capital assets of corporations reporting no net income were $38,491.8
million, nearly two-thirds as much as of those with net income.

2. Their surplus reserves and surplus and undivided profits were $13,000.6
million-over one-fourth of those of corporations, reporting net Income--though
they call their negative paid In or capital surplus-a deflclt.

3. They held $10,116.2 million of Government obligations-nearly three-fifths
as tuch as corporations reporting net income, and received In partly and wholly
tax-exempt interest thereon $204.0 million, or $24 million sore titan three-tifths
as much as net-incomne corporations.

Data g-i in aimmal reports for 10,1

[000 omnittedl

UNITED STATES STEEL CORPOIIATION

Cash in banks and on hand -----------------------------------------
United States Treasury tax anlticlpation notes -----------------------
Cash segregated for capital expenditures --------------------------
Accounts and notes receivable, less reserves ......................
Fixed assets :

$282, 0(3
69,080
0, 000

140, 600

R eal estate ............................................. ------ 90,747
Plant, mineral, and manufacturing ------------------.-------- 1, 9u0, 5001
Transportation-rallrond, lake, and ocean steamers ------------ 404,077
Investment In mine stripping, etc ------------------------------ 15,346

Total ----------------------------------------------------- 2, 410, 175
Current liabilities ----------------------------------------------- 287,667

1 The position of mammoth corporations has improved absolutely an( relatively to other
corporations, since 1039 because twy have received the major part of Government war
orders. anl their expansion, conversion, and new construction for war production, has been
almost entirely at Glovernment expense-'"rlslless private enteriprlse."

Even at the end of 11531), however, the net capital assets of the 3IS dominating corpora-
tlons were about two-thirds of the present notional debt, and their holdings of Government
bonds with interest wholly or partly taxexempt. vere over a foiirth of this dett.

Their surplus reserves, surplus and undivided profits, and cash, were nearly two-thirds
of tho present national debt-and ilrc probalmy s) nitch larger proportion now.

Tue notation is made above fixed ssots -"Loss reserves for depletion, depreciation,
amortization, and obsolescence $1.303,l83" reducing alleged fixed assets to $1,10Of0P2-but
fixed assets at the end of 1941 were $64.751) more than the year before," also "Values are
based upon determinations by the U. R. ireau of Corporations as at the date of organiza-
tion of the corporation adjusted for additions and disposals since that date,"
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Long-term debt -------------------------------------------------- $181,238
Preferred stock (issued) -------------------------------------- 360, 281
Common stock (issued) -------------------------------------- (J.652, 744
Dividends paid -------------------------------------------------- 60. J33
Surplus for the year -------------------------------------------- 56, 138
Capital surplus -------------------------------------------------- 38, 4413
Earned surplus -------------------------------------------------- 362, 051
Inventories less reserves ----------------------------------------- 291,651
State, local, and miscellaneous taxes ----------------------------- 40, 946
These figures show:

1. Capital and earned surplus exceed long-term debt by $210,276.
2. Net accounts and notes receivable and net Inventories exceed

current liabilities by $144,584.

1FETHLEMMIE~ STEEL CORPORATION

Cast demand and time deposits In banks ---------------------------- $80, 248
U. S. Treasury notes ---------------------------------------------- 37, 285
Accounts and notes receivable ------------------------------------ 111,012
Inventories ------------------------------------------------------ 139,432
Receivable o facilities installed for U. S. Government ------------- 17, 953
Fixed assets net ------------------------------------------------- 456, 524

Buildings, machinery equipment --------------------- $391,2,14
Minerals, including surface lands ------------------- 34. 739
Other lands, mine stripping, etc --------------------- 80,541

Total current liabilities ----------------------------------------- 176, 330
Total funded debt ----------------------------------------------- 181,778
Preferred stock (7 percent cumulative) --------------------------- 93, 380
Common stock ---------------------------------------- 283, 574
Surplus ------------.------------------------------------------ 106, 2

Dividends paid -------------------------------------------------- 24, 447
State and local taxes -------------------------------------------- 12, 258
Reserves-contingent and insurance ------------------------------ 17,036

GENERAL MOTORS CORPORATION AND CONSOLIDATED SUBSIDIARIES

Cash ------------------------------------------------------------ $106,231
U, S. Government securities --------------------------------------- 285,081

Short terms at cost -------------------------------.... $19. 997
Tax notes at cost ----------------------------------- 265,084

Sight drafts and C. 0. D. Items ------------------------------ 3,114
Accounts receivable and trade acceptances less reserves ------------ 340. 324
Invealmoents -------------------------------------------------------- 249, 160
Miscellaneous assets --------------------------------------------- 8, 723
Real estate, plants, and equipment -------------------------------- 851, 707
Less reserve for depreciation ---------------------------- $141,833
Net real estate, plants, and equipment ------------------------ 409,874
Goodwill patents, etc --------------------------------------------- 50,323
Capital stock preferred no par value, common $10 par_ --------------- 622, 537
Capital surplus -------------------------------------------------- 11,082
Earned surplus ---------------------------------------- 491, 883
Net sales --------------------------------------------------------- 2,436 801
Total taxes ------------------------------------------------------ 287,092
Net income ------------------------------------------------------ 201, 750
Common capital stock -------------------------------------------- 435, 000
Amount earned on common capital stock ---------------------------- 1'2, 474
Earned per share common stock (par value, $10), $4.44.
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GENERAL FOODS CORPORATION AND WHOLLY OWNED SUBSIDIARY CORPORATIONS IN UNITED
STATES AND CANADA

Cash ------------------------------------------------------------ $7,500
Accounts and notes receivable less reserve -------- ------------------ 14, 009
Inventories ------------------------------------------------------ 57,231
Property accounts ------------------------------------------------ 58,532
Reserves for property accounts depreciation ------------------------- 25, 864
Capital stock preferred and common ------------------------------- 63, 403
Earned surplus --------------------------------------------------- 28, 538
P tcfit before provision for contingencies ---------------------------- 15, 653
Provision for contingencies ----------------------------- $1, 500, 000
Net profit carried to surplus --------------------------------------- 14, 153
Net profit, after preferred dividends, per share of common stock no par

value, $2.56.
Dividend on common stock, $2 per share ----------------------------- 10, 503
Dividend on preferred stock, $4.50 per share ------------------------- 675

ARMOUR & CO. OF ILLINOIS AND SUBSIDIARIES

Cash ------------------------------------------------------------- $18,282
Notes and accounts receivable less reserve -------------------------- 52, 175
Inventories ----------------------------------------------------- 118, 99
Land, buildings, machinery, and fixed equipment (in-

cluding land regarded as available for sale carried at
approximately $7,200,000) ------------------------ $192,147, 691

Reserve for depreciation ----------------------------- 61,853, 321
Refrigerator cars, delivery equipment, etc -------------- 11,282, 277
Net fixed assets -------------------------------------------------- 141, 577
Capital stock ------------------------------------------------------ 77,000
Surplus ---------------------------------------------------------- 60,465

Capital and paid-in surplus ---------------------- $38, 442, 494
Appropriated earned surplus (preferred stock Armour

& Co. of Delaware redeemed) -------------------- 3,371,500
Unappropriated earned surplus ------------------- 22,730, 054

Dividends on stock Armour & Co. of Delaware ----------------------- 3, 757
Balance transferred to surplus ------------------------------------ 11,354

0 Issued--150,O00 shares preferred $4.50 cumulative "Involuntary liquidation preference
$100 a share" $15,000,000 and 5,350,751 shares common stock no par value, valued at
48,402,798.

[From the Journal of Electrical Workers ad Operators, April 19421

PROFITS, PROFITS, PROFITS!
PROFITS, PROFITS, PROFITS I

WHILE ASSAULTS ARE BEING MADE BY llEAOTIONARY BUSINESS INTEaESTS ON LABOR'S
STANDAi) OF LIVING, PROFITS SOAR

Industry certainly is making hay while the sun shines. It is as though the
hands of the clock had been turned baek and the lustrous days of 1929 were
here all over again,

The combined net profits for 629 large industrial corporations after the pay.
mert of all interest and other fixed charges and taxes (but before the ,Iayment of
dividends) aggregated in 1941 a total of $2,181,000,000, This was an increase
of 20 percent over their total $1,818,C00,000 net profit in 1940. The Marci 1942
Issue of the Federal Reserve Bulletin reports net Industrial profits by major in-
diustrial groups. Oil, machinery, and durable goods production, all showed
magnificent increases In profits during the past year.

RICH HAUL FOR RAILROADS

The Interstate Commerce Commission has recently announced the combined
net operating income of 137 class I railroads for 1041 to be $999,502,906. Corn.
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pare this with the $682,543,218 net of 1041-an increase of $317,000,000, or 40
percent. Railroad net income after taxes as reported InI the Federal Reserve
Bulletin (March 1942) was $191,000,000 In 1940 and $502,000,000 in 1941, over
two and one-half times greater than in 1940.

The great Increase in 1941 railroad income was attributed to troop move-
meats and freight for the national defense industries. Despite the fact that
tiae recently-awarded increases In railroad wages will add $315,000,000 annually
to railroad pay rolls plus $75,000,000 in back pay, prospects for 1942 are better
for the railroad InO,,stry than at any filln sitce 1929, when net income a fter
taxes neared the $900,000,000 nmrk. Much of the added payroll load will be
offset by the 10 percent increase in Interstate passenger fares granted by the
Interstate Commerce Commission on Februa-y 10, 1942, and the 6 percent boost
in freight rates granted on March 2.

At the present time railroads are hauling 800,000 carloads of freight a week,
or more tlan at titis time last year. By taldstmner the nuniber is expected to
reach 900,000 cars weekly, and wten wheat begit)s to move itt the fall it tay
approach 1,000,000.

PRoDorioN PEATS IN STEEL

The steel Industry of this country has a total capacity of about 84,000,000 tons
a year. Seven companies own over three-quarters of it. The United Stales Steel
Corporation fias over one-third of the Nation's total captcity, Bethlehem Steel,
te second largest, has a little under one-sixth. Tite third largest, Republic
Steel, has less than one-tenth. Jones & Laughlin, National, Youngstown Sheet
& Tube, and Inland following itt that order. They tire all considerably smaller
than Republic.

The American Iron & Steel Institute has recently anounced that wIth the
exception of the output of steel rail and certain types of pipe, new production
peaks were set it 1041 for practically aill major classes of steel products.

Tite great increase in profits it the steel manufacturing industry came in the
latter half of the year 1940. Since thetn tite industry hats been operating at nearly
full productive capacity and earnings have been more or less stabilized, pending
the completion of cnw productive capacity now under construction or a change In
the steel price structure. Nevertheless, the combined net income, after payment
of taxes and all other charges, for the seven chief companies, Increased from
$222,0100,000 it 1040 to $238,80.000 in 1041, or 7.3 percent. The 1041 figute is
2.2 tlties the aggregate $108,100,000 net earntigs of tile seven companies for 1939.

Amo g the smaller atad more specialized steel mantufacturitag cotpaties profits
for the year 1941 were also often spectacular.

In tile tables below net profits for the past 2 years are presented for combined
industrial groups and for specific steel, railroad, altcraft, oil, rubber, copper,
machinery, and other representative companies. In all cases tlte net earnings
shown are after allowatices have been made for the proper paynttnt of taxes.

Net profits of leading industries

Millions of dollars Net In-
tahlstrial grotp . -- crease,

1941 1940 tcrcent

Total net profts (12t large industrial corporations) ...... ........ .... 2,181 ,81 20. 0
Iron id stcel .................................... .............. ...... 322 27S 15. 8
Machinery --------------------------------...... . ----------- - -197 158 24 7
Autoaiob iles and other transportni Ion eqo it cnt ......................... 497 415 19.8
Nonterrous metals and prodtacts...--.. ...................-- -... -...... 155 133 1t.6
Other durable'goods --------.. ........................... -................ 112 88 277.3
Foods, bIevreges, and tobacco .................. -........................ tll IM 4 12,2
Oil production and refining ----. .........................-- -.......... 173 112 4.5
Industrial hem leal ............................. ........... ............ 205 194 5.7
Other nondurabli goods- ....... -...-..............-...--- - --.......... 12 1M 20.0
M isceltneolts services ................................................... i 132 18. 2
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Net profits of railroads

Not income, Net Income, INe
1941 1940 norease,

Atchison, Topeka & Santa Fo .... -O---------------------------- 0,236. 581 $12, 745, 371 137.2
Atlantic Coast Line ............................................... 11, 132,472 1,823,237 5101iBaltimore & Ohio-------------------21,691,883 36947 20Batmr ho................................................ 2109,8 0:49, 497 290,1I

Chesapeake & Ohio .............................................. 44,419,162 32,452,200 36. 9
Chicago, Burlington & Quincy .................................... 10,41(, 142 4,392,84 137.2
Delaware, Lackawanna & Western ............................... 3,671.698 205,277 1,688.7
Erie R. R. System ................................................ 7,930.528 14, 28 55,502.1
Illinois Central ................................................... 10,657,195 1,206, 619 714,2
Now Orleans & Northeastern ..................................... 1,108,099 311,05 2.l 2
Now York Central ................................................ 26.245,32 i1. 265,084 133 0
New York, Chicago & St. Louis .................................. 12, 598, 528 3.512,137 258.4
Pennsylvonia R, R ............................................... 52,383,98 40,775.830 28.5
Southern Pacific .................................................. 34,573,667 7,146, 349 103.8
Southern Railway ................................................ 19. 369,894 7,352.072 183.6
Union Pacific ..................................................... 28,857,420 19,445, 880 48.4

Net profits of tool and machine producers

1041 1040 Increase,
percent

American Machine & Metals Co .................................. $735990 $106, 76 691.9
Chicago Pneusatic Tool Co ...................................... 2,766,602 1,717,802 61. t
Clark Equipment Corporation ................................... 2,181,507 I,8 6 933 41 9
General M achinery Corporation ................................. 1,450.334 972.8.31 49 1
MesIa tachsno Corporation .................................... 3,07,738 3,083,032 17.0
Monarch Malno Tool Co ...................................... . 1,500,424 1, le3, 102 20. 8
National Acmo Co ............................................. 3,145,104 2,190, 04% 43.0
Sundlstrand M line Tool Co ................................... 1,171,893 953. 763 22.9
V, orthlngton Pump & Machincry Co ............................. 2,00,622 2,236,158 30.1

Net profits of major steel companies
I- indicates not decrease]

Millions of dollars Net Increaso-

Since Since
1941 1940 1939 1040, 1939,

percent percent

United States Steel .................................. 116.0 102.2 41.1 13,6 182.2
Bethlehem Steel ................................... 34.5 48.7 24.6 -29,2 40.3
Repsublil Steel ....................................... 24.0 21. 1 10.7 13.7 124.3
Jones & Laughlin .................................... 10.3 10.3 3.2 68 3 409.4
National Stol ....................................... 17.1 15.1 12.6 13.2 35.7
Youngstown Sheet & Tube ......................... ID, 1 10.8 6.0 48.3 222.2
Inland Steel ......................................... 14.8 14.4 10.9 2.8 35.8

Total net profits ............................... 238.8 222.6 108. 1 7.3 120.9

Net profits of aircraft production

1041 1940 Increase,
percent

Air Associates, Inc. .
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

$456,55 $469, 265 11.6
Aviation Corporation, The I ................................ 2, 44,142 88,360 2,677 7
Bell Aircraft Corporation ........................................ ,970,645 284,745 92. I
Dendix Aviation Corporation .................................... 13,40,995 9,310,074 45.9
Consolidated Aireraft ............................................. 8,024,882 1,400,645 .
Douglas Aircraft I ................................................ 18,176,690 10.831,971 67.8
Lockheed Aircraft Corporation ................................... 08,621 3,165,675 108.8
North American Aviation, Ino ....... .................... 2,738,543 2, 362. 7098 15.9
Vultee Aircraft, Inc.' ............................................. 3,100,735 374,457 728.1

I Data for years ending Sept, 30, 1943 and 1941.
I Data for years ending Nov, $0, 1940 and 1541.
8 Data for 11 months ending Nov. 30, 1941.
4 Data for quarter ending Dee. 31, 1940 and 1941.
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Net profits of oil companies

1041 1040 Increase
p , percent

Atlantic Refining Co .................................------------ 1$14,348,000 $6,217,453 1130.8
Barnsdall Oil Co ........................................... * ..... 5,026 202 2,103,471 129.1
Columbia Oil & Gasollne ................-....................... 2,091, 024 1, 411,234 48.2
Consolidated Oil Corporation I ................................... 3.471,041 2,080, 027 60. 9
Y7ouston Oil Co .................................................. 1,352,880 870. 657 05.4
Phillips Petroleum Co .......................................... 17, 430, 077 1, 590, 317 60.4
Pure Co ..................................................... 15,285,265 8,718,057 7,.3
Quaker State Oil Reflnl- ------ ............. ------------------------ 1,539, 127 P 347,832 342.5
Standard Oil Co. of California I.............................. 24,613.108 10, 730,170 47.1
Standard Oil Co. ot Indiana ..................................... 4,385, 907 33. 597, 342 44.0
Sun O11 Co. ...................................................... 0 ,632,040 7,060,068 107.8
Texas Co ........................................................ 01,874.681 31, 547,662 64. 4

a Estimate,
3 Dasa for 0 months ending June 30, 1040 and 194.,
a Data tor 0 nionths ending Sept. 30, 1040 and 1041.

Net profits of minor steel companies

141 1040 Increase,
percent

Continental Steel Corporation .................................... $1,225,674 8778,758 57.4Crucible Steel Co. ot America ........................... 7,349,480 6,083,257 20.8General Steel Castings Corporation .......................... 3, 2, ,429 1,100,160 105.3
National Malleable & Steel Castings Co .......................... 1,770, 740 1,475, 956 20. 6
Pittsburgh Steel Co . .................................... 3,169,597 1, 55, 000 103.7
Rustless Iron & Steel Corporation ................................ 2,234,627 1,275,093 83.0Sharon Steel Corporation .......................................... 1,633,364 1,330,822 22.2
Truseon Steel Co ................................................ 1,77,731 1,330,380 32.0
Wheeling Steel Corporation ..................................... 8, 00, 304 0,085,848 49. 6

Net profits of rubber industry

1941 1040 Increase,

percent

Firestone Tire & Rtbber Co., .................................... $11,262,428 $8,652. 08 30.2
General Tire & Rubber Co., ...................................... 1,218,509 95.017 104.8
B. F. Goodrich Co .............................................. 8.608,324 0,121,357 40.0
Goodyear Tire & Rubber Co .................................... 12,831,397 10, 309, 788 24.0
United States Rubber Co ........................................ 13,362,058 11,426,241 10.6

I Data for years ending Oct. 31, 1040, and 1041.
' Data tor years ending Nov. 30, 1940, ar 1941.

Net profits of copper producers

1041 1940 Ittrcont(percent)

American Smelttng & Rfing Co..........$................ $15,742,662 $12,735,204 23.6
Anaconda Copper Mining Co.' ............................... 1 43,400,000 35,052,609 '24.0
Calunct & Ileckla Consolidaled Copper Co ................... 1,20,068 713. 604 81.7
Consolilated Coppernlnes Corporation I ...................... a 1,127.000 812,194 1 38.0
Kenneolt Copper Corporation ................................. 49,251,857 43,837,329 12.4
Magzma Copper Co ........ ............................ ' 1, 4M, 000 , 132, W8 t30.0
Phelps Dodge Corporation I ................................... j 14,450,000 12,603,080 10.0

I Not income before allowance for depletion.
' Estimate.
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Net profits of miscellaneous companies

1041 1040 Increase,
Percent

Alpha Portland Cemnent Co ....................................... $1, 32,, 672 $918,084 44.4
American Airlines, In .............-................ ........ 2,473,160 1,858, 5o5 33. t
American Express Co-------------------.. 2,105,100 1,734,657 21.4
American W oolen Co., Inn - - -.......................... . ,043, 880 3,164,464 120. 1
Daldwin locomotivo works ....... .................- ............ 3,075,499 1,844,073 104.8
Climax Molybdeon Co ....... ---..............-......-...... 8, 954,104 6,039, 373 48.3
International larvester Corporation I ........................... 30,634, 088 23, 161, 110 32.3
Newport News Ship Blulig & Dry Dock Co- ............... 5, 201,373 4,383,170 20.7
Now York shipbuilding Corporation .............--.............. 3,074, 633 2, 334,201 38.7
Owells-llinois Glass Co .... ...---.............................. 9,040,148 7,223,034 25,2
Radio Corperatlon of America ...... ............................ 10,102,716 9, 113,186 11.8
HenIngtont Arms Co., In -..--- ................-............. ---- 3,058,830 1,045,063 57,2
savage Arms Co --------- -----------------------........ ...... 3, 126, 2 , 028,401 233.2
Western Union Telegraph Co.....-................ -............. 7,366,240 3,621,581 103.4
Westinghouse Eleciric & Ntoaoutfact i rlng Co ..................... 23,117,510 18, 085, 428 21.8

I Data for years ending Oct. 31, 1040 and 1941,

Mr. MARSH. In conclusion, I do not know whether the attention of
the committee has been called to this full-page ad in the Washington
Post of the Bethlehem Steel, what they have done, and so forth. Vell,
they have done it; they started rather late, about a year or so. Of
course, it is not quite so large in the Washington News, the reason being
the Washington News is not so large. There are two paid ads, one
from United States Steel and one from Bethlehem Steel, in the same
issue. While I don't know, I presume these corporations paid for
these advertisements. You. do not want me to read them in the record
probably, but I should like to put them before you here for the infor-
mation of the committee, and request this very sincerely, that you will
see to it that such advertising is not deducted in avoidance of taxes
as legitimate business.

Let me say this: I hope my suggestion will not result in cutting the
salaries of any of the boys or girls on the Post and News, because I
like them, but at the sane time, if corporations are going into this page
advertising, generally, it runs up in the hundreds of millions, ad the
Government is going to lave that much less to tax.

My final request is that you take this short article, based on Govern-
ment figures, Department of Commerce figures, entitled "War Increases
Property's Cut of National Income,"' and also the one about the
$600,000, ,000 of tax-free land. I took the reports, as far as I could
get them, from the assessors, of municipal land values, the assessed
valuation, and the Department of Agriculture issued figures showing
that from 1940 to 1941 the selling price of farm lands, exclusive of all
improvement, increased nearly $2,000,000,000. That is a big increase,
largely due to Government-guaranteed prices and high prices. If I
may read those two articles in, and you gentlemen will accept our
recommendations, I will feel we are a long way toward getting
essential democracy in taxation.

(The matter referred to is as follows:)

[From People's Lobby Bulletin, July 1042j

WAR INMEASES PROPERTY'S CuT OF NATIONAL INCOME

In 1941, recent figures of the Department of Commerce show, total colmpensation
of employees (salaries and wages) was only 68,6 percent of the national Ilncome,
compared with 76.7 percent In 1932.
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The national Income in 1941 was $94,540,000,000 compared with $39,912,000,000
In 1032.

The national Income, after 9 years of New Deal deficlteering, was 237 percent
of the national Income the year the New Deal was elected.

Total compensation of employees in 1941 was $64,801,000,000, compared with
$31,610,000,000 In 1932, but in 1932 "supplements to salaries and wages" (work-
relief wages, social-security contributions, railroad retirement, and iineniiloyment
compensation contributions, and private pension payments) were only $643,000,-
000 and In 1941 were $3,038,000,000, or nearly six times as much.

Salaries and wages alone were $30,067,000,000 in 1932 and $61,163,000,000 in
1941-an Increase of $30,196,000,000, or 97.4 percent, compared with the 137-percent
increase in the national income.

The record of profits, net Interest, dividends, net rents, and royalties during
the fateful 9 years from the birth of the New Deal to Pearl Harbor is different.

)ONOMIC I OYALISM GROWS
From 1932 to 1941:
Net Income of Incorporated business increased from a loss of $3,646,000,000 to

$7,206,000,000, by $10,752,000,000.
Blusiess. savings Increased from a loss of $6,373,000,000 to $2,557,000,000, by

$8,930,000,000.
Net income of unincorporated business increased from $4,840,000,000 to $14,-

042,000,000, by $9,793,000,000, or 202 percent.
Of unincorporated business net income:
1. Agricultural business Increased from $1,488,000,000 to $6,160,000,000, by $4,.

464,000,000, or 3014 percent.
2. Other business increased from $3,361,000,000 to $8,482,000,000, by $5,121,.
00,00, or 152.4 percent.
Net interest decreased from $5,628,000,000 In 1932 to $5,201,000,000 in 1941, by

$367,000,000, or 6.5 percent,
Net interest payments in 1941 were, however, $151,000,000, or 3 percent larger

than In 1933,
(Nom. -The reduction In net interest receipts since 1932 is due to the reduction

in Interest rates, debt moratoriums, etc. The current enormous increase in the
national debt, because Congress refuses to tax adequately, will, if nminntaied,
bring total Interest payments to between $6,500,000,000 and $6,750,000,000 in 2
or 3 years.)

Net rents and royalties increased from $1,471,000,000 in 1932 to $2,630,000,000
in 1941, by $1,159,000,000, or 78,8 percent.

The increase in net rents and royalties In the 9-year period was over three
times as much as time decrease in net interest payments.

This is a natural result of lower interest rates, designed to benefit America basic
ccononle royalists-speculators Ili land and other natural resources.

During this 9-year period coverig the rise and fall of the New )eal income
froni ownership and control of property, as rent, Interest, dividends, royalties,
business savings, and eiiireprenetiuril withldrawlils increased from $S,.i)4,OIXI,000
in 1932 to $33,375,000,0( in 1941, an increase of $24,430,000,000, or 273 percent.

PROOF OF PUDDING

Since It Is still tried that the proof of time economic pudding is in the eating, and
that tie depression was largely dne to the disproportionate share of tile national
income going to property owners, ile following showing of Government figures is
important :
From 1032 to 1941: Percent

The iatimonal Income Increased ------------------------------------ 137.0
Salaries and wages .mereased ------------------------------------- 97.4
Income from owiershmip or control of properly increased ------------ 273. 0

Al of these increases are chiefly due not to sound econoie and fiscal policies,
but to charging the major part of tile bill for pminnp-priming to thie next generation,
in accordance with current Iarvard hallucinations and hysteria.

Tim Natilon's present unsound economic condition, well known to time rulers of
every nation under the sun, point to a career of financial imperialism for America
exceeding tile world's past records,

Certain factors in the situation should be recorded:
1. At least 0,000,000 more people were employed In 1941 than in 1932,



2. There was only a small increase from 1932 to 1941 in the number of people
getting income from ownership or control of property.

8. About 20,000 people received approximately one-third of the $4,649,000,000
of net dividends paid in 1941, as of all dividends paid, amounting for the 9 years
since 1932 to $34,137,000,000.
4. Wage earners will have to pay a large part of the increase in their average

wage In taxes or in purchase of war bonds, with no assurance of employment when
the war program Is over.
5. The wealthy with incomes from property, although all incomes over $25,000

(with allowance for dependents) be taken in taxes, will, at the end of the war,
own sources of their unearned Income. The surpluses, reserves, and undivided
profits of corporations are now about $48,000,000,000.

0. Our experience during the past 3 years, since we started the defense and war
programs, shows the futility of increasing wages and prices for farm products to

provide higher dividends, rents, royalties, interest payments, and entrepreneurial
withdrawals-even though half or three-quarters of these property returns be
taken in taxes.

This policy Increases war costs, inflation dangers, and aggravates post-war
problems at home and abroad.

To solidify the cetnent which binds the United Nations, to loosen quickly the
cement which ties the Axis Natlons, to renssnre the peoples of neutral nations,
and to unite the United States, America must adopt policies which will give
producers the full value of what they produce.

[From People's Lobby Bulletin, July 1942]

$00,000,000,000 OF TAx-FREE LAND

The People's Lobby has asked Congress to tax the nearly $60,000,000,000 of
tax-free city and farm land, with a small exemption for little home and farm
owners.

The following are reasons for such a tax.
The full assessed value of taxable land in 32 American cities with a population

of over 3000, is about $19,500,000,000, and the total selling price of taxable
land in all incorporated cities, towns, and villages, Is about $35,000,000,000.

This assessed value is the net rent above taxes, that is the tax-free selling
price of land.

There is a marked concentration of ownership of valuable land in every major
American city, and most smaller ones, with tax-free selling prices up to a rate
of nearly $3,000.000 an acre, in New York, Washington, and Chicago.

The Census Bureau reports the value of farm lands, exclusive of all build-
ins, as $23.236,000.000 early in 1940.

With higher prices for farm products in 1941, and Government payments to
farmers of $766 000.000 that year, farm-land values in 1941 must have been at
least $23 500,000,000.
The Department of Agriculture reports "Farm real-estate values for the

country as a whole rose about 7 percent during the 12 months ended March 1,
1042."

FARM-LANDS VALUE JUMPS TWO BIrILtONS IN YEAR

The value of farm buildings decreased during 1941, with little new construe-
tion, so the Increase In the selling price of land from 1941 to 1942 was at
least 81/! percent, or $1,998000,COO. The Department of Agriculture reports total
farm re l-estnte values increanse 10 percent in 12 farm States.

This farm bonus of $2,000,900 000 did not go to the Okies and the Odell Wallers
of agriculture, but to econotaic royalist landowners, and their creditors.
In 1941 Government payments to farmers were $585,700,000, of which Texas

got $03,000000. 10.85 recent, or nearly one-ninth of the total, and six States-
Illinois. Iowa. North Dakota, Kansas, Arkansas, and Texas-got almost exactly
$2170 ').000, 37 percent, or close to two-fifths.

In 'i929 one-tenth of the farms got 41 percent of farm income; in 1939 they
got 48 percent; and in 141 nearly 50 percent-one-half.
The Department of Agreutre renoi-ts that in 1941 farm income, Including

Government payments, was $11,244,000,000, an increase in a year of $2,089.000,000,
or practiceply the same amount as the increase In the value of farm lands from
1941 to 1942.
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The Commerce Department reports that for 1941 the net Income of agricul-tural unincorporated business was $6,160,000,000, or $3,930,000,000, almost 180
percent niore than In 11,33.

Most of this went to a fraction of farmers.The Federal Government cannot (onstitutionally tax land values directly,though it can subsidize landowners directly, and lias done so to the tune of
many billions of dollars.

The Federal Government can, however, impose urn excise tax on the privilegeof holding land, based on tie value thereof-with or without an exemption.In view of general State and local siles taxes and olher consumption taxes,which fall most heavily on siall Income workers everywhere, anl exemption of$500 to $750 should be made, so no small city or farm home owner would betaxed o the occupancy or use of his own home or farni.A 1-percent excise tax should be lvied by the Federal Govermuent oii everylandowmer, based on the total value of his land holdings, with a small exemptilon.
Such an excise tax would check Inflation at its source, yield $300,000,000 to$350,000,000 in revenue, enable the Government to acquire land for housing, en-campments, proving grounds and other public purposes-at a much lower pricethan It Is now paying, rind stop speculation in land.The Federal Government last year acquired about 4,000,000 acres of landchiefly for miltitury pirrposcs; within 5 years it will probably have to acquire

several tires as much.
UNFRCZINO URBAN LAND

Thu recent discussion of the urban land problem by the National Resources
Plannring Board, under the caption "Unfreezing urbar land," recognizes the roleof taxation of land values.

"W) have not realized adequately the power of taxation as a toolfor therefashiloning of cities, apart from the raising of revenue.
"Competent estinities suggest present nonfirni housing needs of well over4,000,C0O units. * * * To come abreast of our needs by 1950, would call foran average annual production of over 1,100,000 dwelling units."We must make urban larid fluid again.
"This basic planning concept will reveal the importance of freezing urbanland from the burden of other fixed clis (mortgage burdens, etc.) against

It, which In effect sterilize it. * * *"A century of laissez faire has left us with clainas against the land, which, ifthey are to be recognized us valid, will keep the land frozen, because they arebased upon conceptions of tile value (selling price) of land which io longer
seem supportable."

Asserting "there is little hole that cities can recognize these claims and buyup thin land for rebuilding without aid," the Board comments that if the FederalGovernment alds, the question will be asked---'Should we bail out the owners?""Following its questions-Is the owner of al obsolete structure to be paidvalues which should long since have been amortized when the structure as itstands May violate half a dozen laws?", rind whether local or Federal taxpayersslouhil foot the bill-the Board quotes Winston Churchill-1"If we bring up the
past to qirarrel with the present, we ny lose tire future."A more realistic view Is-if we make exploitation in tile past a burden uponthe it'eseiit and the future, neither Is secure-even if we call it "private
enterprise" I

Mr. MAnsH. You realize I have not suggested any sales tax. I
know you have got to have a withholding tax, I realize that, and that
is part of the mneuliinism, it seems to me, of an income tax, but I be-lieve you will agre since 7 percent of our workers gets less than $10
and ariothrer' 7 jielcent gets between $10 and $20, that no kind of a sales
tax cali fall to lit those folks too hard. Do not put on the sales tax
just becniunse it is going to take courage to reduce the exemptions.

I thank you fir .your courtesy, and I am going to discuss this sub-
ject front 1ere to the coast starting in a few weeks. Let me repeat,
if you think that I am making any bizarre suggestions you can get
Gallup to make a poll of the boys in uniform, the drafiees and the
boys that are abliut to lie inducted. I am inclined to think they will

243



REVENUE ACT OF 1042

agree with the position I have taken. If there are any questions I
would be glad to answer them.

The CHIARMtAN. Are there any questions?
(No response.)
Mr. MAnsI. I appreciate this unanimous agreement.
(The ads referred to were filed with the clerk of the committee.)
The CHAIRMA'.N. Mr, Julian Goldman.

STATEMENT OF JULIAN GOLDMAN, PRESIDENT, GOLDMAN STORES
CORPORATION, NEW YORK, N. Y.

Mrh'. GOLDMAN. Mr. Chairman and members of the committee, about
a year ago I recognized that inflation could become as formidable an
enemy to the interests of our Nation as Hitler and his colleagues, and
since then I have devoted myself to a relentless campaign to arouse
the public as well as the Government to the need of using every possible
means to curb inflation. As a result, I was responsible last fall for
the formation of the National Committee to Keep Prices Down, a
nonprofit organization, and on whose advisory board were some very
eminent cenomists teaching at important eastern universities.

We asked for membership of manufacturers, distributors, and
retailers, all pledged to do their utmost to help keep prices down. Our
statement of principles included most of the program that was out-
lined by the President on April 27, except that we also stressed the
importance of compulsory saving.

It has been my firm belief from the very outset that unless com-
pulsory saving is adopted, all that is being done to stem inflation
will prove to be futile. I stated so in a message that I sent to the
President a few days before lie made his announcement on April 27.
I spent 2 weeks during the early part of April visiting important
and small cities throughout the'Midwest, speaking to local groups
anld over local radio stations, urging their coo rationn to stein in-
flation and asking especially for the adoption of compulsory saving,
and explaining just what it would mean to them.

It was most amazing to me how quickly the people grasped the
importance of siphoning off the surplus purchasing power of the
consumers through the means of compulsory saving, and how many
of them indicated a readiness and eagerness for the adoption of
this planl.

So much has already been said about the dangers of inflation and
how necessary it is for us to fight this war on the economic front
as well as on the battle front, that I will refrain from any further
comments on that score.

You gentlemen of the Finance Committee of the Senate are now
faced with as great a responsibility as any group of men ever faced
in the history of our Nation.

It was only 25 years ago that we fought a war to end all wars,
and today we are engaged in a bloodier, more titanic struggle to
prevent the enslavement-of mankind and to preserve what we know
as the American way of life. We are all agreed that given in suffi-
cient quantity the tools of war, the men to use them and the brains
to guide thema, and a spirit dedicated to the Nation rather than to
the individual, that we shall win this war.
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The people, however, are also interested in learning that when the
conqueror has been smashed and when free people everywhere have
been liberated, will we then still have the privilege of living accord-
ing to what we now know as tie American way of life?

The Secretary of the Treasury in a statement made to this com-
mittee on July 23, stated:

Inflation has been well described as "tile ruthless process whereby sacrifice
Is imposed Inequita bly 1io0 a it pcoilje who have lacked the unity, the courage,
ttd intelligence to Impose that sacrifice equitably upon themselves." It Is for
its to show that we have the ntity, the courage, arid tie Intelligence to check
Inflation now.

If that is true, and I heartily agree with him, why does not the
Secretary of the Treasury, and why should not this committee face
the issue of inflation by recognizing that this present tax bill will
not serve the purpose of stemming inflation, nor either does it outline
any sound plan for financing the war.

Gathering from the figures as presented by the Secretary of the
Treasury, ]ie will have to borrow in excess of '$50,000,000,000 for this
fiscal year. The present program for the voluntary purchase of
bonds, if successful, can only amount to about $12,000,000,000. In
order to sell these bonds we practically have to go around with h'at
in hand, begging and imploring people to buy them, and there still
remains a deficit in excess of $35,000,000,000. The Treasury con-
templates solving this problern by selling this staggering amount
of bonds to tire banks.

Inasmuch as we frill short of the $12,000,000,000 that the Treasury
claims will be sold to the public through the voluntary plan, so much
greater will be the sunr that the banks will .have to take care of.

All indications point now to the fact that the vohrntary carnpaign
will not be fully successful. and that therefore much more than the
$35,000,000,000 of bonds will in consequence be taken by the banks, who,
of course, do not have to Day for them, but have only to write up a
deposit on their books.

fhis is a positive step toward inflation. All that the Office of Price
Administration will do, plus all of tie efforts of the President, will not
be able to stop inflation if you. permit tie Treasury Department to
continue to sell this tremendous amount of bonds to ire banks.

There is not nuch difference in tire primary effect of selling such a
vohume of securities to the barrks than in an outright printing of tire
money.

Notwithstanding the fact, that with al i the restrictions that have been
placed, and the price ceilings that have been invoked, inflationary trends
are appearing everywhere. "Rack markets" are being created. It is
only a matter of a short time when we will bave the lawlessness in
this country, unless sometlinrg is done inmediate to siplion off this
extra purchasing power, that will be similar to what we experienced
during the days of prohibition.

The American people love their country. I doubt if any group of
people would fiiht more to preserve what Anrerica stands for than our
people will. However, I am moved to wonder where selfishness stops
and where patriotism begins. I am prompted to make that statement
because of the hoarding that was done, not only by consumers but by
manufacturers, distributors, and retailers throulighout the past year in
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order to serve their own selfish interests. War always produces human
vultures. This war has proven to be no exception. Given the oppor-
tunity, there are always some people who trade on patriotism, on misery,
even on death, to make a dollar. I am fearful that only when some
huge catastrophe rocks their very foundations will these selfish people
realize how serious the situation is, and how little, if anything, they
are contributing toward saving our American way of life and preserv-
ing the freedom we so deeply love and cherish.

Therefore, I respectfully state it is your responsibility, as important
members of our Government, to siphon off this extra purchasing power
that the consumers have so they will not be tempted to hoard and they
will be in no position to patron'ize "black markets."

Mr. -enderson states that lie believes that sum should be about
$17,000,000,000. I think his estimate is too conservative. The amount
that should be siphoned off is about 25 to 30 billion dollars, and it can
only be done through compulsory saving.

T1[he I)resent bill has a withholding tax providing for the impound-
ing of 5 percent of all salaries commencing next January 1 as advance
payment on income tax due in 1944.

r1There are certain facts that you gentlemen must seriously consider.
Knowing how closely you are observing the industrial situation, you
will recognize how true are the facts that I now present.

Millions of men have been thrown out of regular employment be-
cause of priorities. Some men who used to earn $100 it week are now
compelled to take other jobs where their salaries are half of what they
were formerly. On the other hand, men and women who were for-
merly out of work are now making large salaries, entirely out of pro-
portion to their normal earning ability. I know of specific cases whl ere
men who earned $100 a week regularly find it difficult to obtain em-
ployment, while third- and fourth-class mechanics who never could
find work are earning $100 per week and more.

In my opinion it is not equitable to increase the tax on this former
group of employees and then to burden them additionally by with-
holding payment for advance taxes, while on the other hand the tax
upon tte workers who are now getting fat pay envelopes is not at all
sufficient.

It is important in order to win this war to build up the morale of the
people. I have encountered hundreds of men whose salaries have not
been increased during the last few years, and who have had to meet the
soaring cost of living with their same salaries, and now you want to
tax them in the same manner that you tax the people who are bene-
fiting by the extraordinary wages that tire being earned in defense
industries. I have been in towns where there are no defense plants;
where there are vacant apartnients; where a great percentage of the
population have wandered off to defense towns; where many people are
still out of work or earning as much or less than they did formerly.

Is it equitable to ask the people in these towns to pay the same tax
created because of the war as you would those who have tremendously
increased their earning power'because of the war? We can straighten
out these inequities through the means of compulsory saving. I
strongly urge the withdrawal of the withholding tax from the present
bill. Instead, let us use compulsory saving to siphon off more from
those who are earning more and little or nothing at all from those who
are earning less or not any more than they did previously.
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If a person is earning $100 a week now and formerly earned only
$30 and that increase was due only to defense work why should not
such all individual be compelled to apply $35 out of his weekly salary
for the purchase of war bonds? It is not fair to add burdens to sueh
families who are now living on a below-minimum standard, while
others are on a spending orgy due to the fact that they are earning more
money now than they ever did in their entire lives, and relatively will
not feel the effects of the new proposed taxes.

Young lads and young girls are earning $40, $50, and $60 a week
in defense plants, while married men in nondefense towns are earning
$20 to $30 per week. I propose a plan of compulsory saving tlhat
will especially affect those people whose salaries have been increased
because of the war, and also a plan for those whose salaries are
sufficiently large to enable them to purchase bonds.

I would meet this sitaution by having a board of appeals set up the
same as ration boards are now, to which persons could appeal to be
given relief where compulsory saving would create a below-minimum
standard of living for them. I would suggest that the individual be
paid in scrip for that percentage of the salary and other income that
should be utilized for compulsory saving, and then the scrip can be
traded for the purchase of bonds which could not be cashed or liqui-
dated until after the var.

By this plan we would be able to withdraw about 25 to 30 billion
dollars of the national income for immediate use by civilians. We
would, therefore, be postponing the sending of this huge sun until
the war is over, at which time this buying power will be very helpful
and most necessary to keep the wheels of industry turning during that
difficult period of readjustment. When the war is over, the Govern-
ment could then decide in what manner these bonds could be cashed
and thus control their redemption and in that way properly guide
the movement to build up industry again.

The use of compulsory saving is not only a great defense measure for
controlling inflation, but it will give us adaed faith to look to the
future, knowing that its use wilT be a cushion to absorb the shock
during the uncertain post-war period.

I am in the retail business and have been all my life. My efforts to
curb inflation have painfully hurt my own interests. The adoption
of compulsory saving, withidrawing so much additional spending
power from the consumer means that my own interests will be further
affected. I have been told that it is unbelievable that a man would
campaign against his own personal interests. Nevertheless, I am hurt
because I am so strong in my conviction that there is nothing that
I can do that will so much protect the interests of our people during
this great crisis than to fight for the prevention of inflAtion, and the
adoption of compulsory saving which can make that possible.

I conclude by reminding you that we give comfort to the enemy
when we take complacent action in warding off the perils of inflation.
Inflation is as insidious as saboteurs, spies, and fifth columnists. Once
its poison has spread throughout our economic system, its ravages are
hard to cure. Inflation causes national (isunity and it lowers morale.
Moreover, we owe it to our youth to maintain at home the very stand-
ards they are fighting for'on battlefields the world over. Whoever
of us seeks now to advance his own selfish interests, will be responsible
for the senseless slaughter of our soldiers. Can we with any decency
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ask the soldier to give the last full measure of devotion to the freedom,
safety, and comfort of those of us who are not ready, nay eager, to
make every sacrifice for the common cause?

It is with these words that I ask you gentlemen to meet the issues
that confront you courageously and boldly.

I am informed that the Secretary of the Treasury stated before you
gentlemen the other day that sales of War bonds must be left for the
present on a voluntary basis certainly until the end of the year, adding
that if he would change his mind lie would come back to the committee
and admit his error.

There are more than 5 months between now and the first of the year.
Tremendous damage can be done during that period of time. The
seeds of inflation will have sprouted during those 5 months. Gentle-
men, this is no time for temporizing or pussyfooting. I doubt whether
there is any competent econontist, of whatever political attitude, who
will not favor compulsory saving as requisite in this situation. It is
not undemocratic to conscript the lives and the services of our young
men for the Army, the Navy, and the Air Force. Why should it be
undemocratic to conscript the dollars, or merely a loan of them, from
the people, particularly those who are benefiting from this terrible
catastrophe?

Thank you.
Senator VANDNBEnRo. Mr. Goldman, in dealing with that phase of

your discussion, which I think very correctly emphasizes the disparity
in earnings between different groups of our people, would not it par-
tially meet your objective if we were to apply the principle of the
excess-profits tax to individual incomes?

Mr. GoLiMrAx. I think it would serve the purpose of removing that
inequity, but that would not stem inflation.

Senator VANIENBrno. No, no.
Mr. GOLDMAN. I mean that would serve that purpose; yes. I am only

submitting facts that are in my mind, or have been for the past year.
There are these inequities that you gentlemen must consider, because
I have been face to face with them. I have talked to men, men even
in Federal service. I am a distributing agent for the Federal Govern-
ment-I mean in selling bonds. In the General Electric at Schenectady
they have a checking system whereby every check is stamped "Not
over $100." You know 'they have to pay two checks to thousands of
their employees because they are getting salaries over $100 a week,
men who never made, over -$25 formerly. Such people have ample
money today, and they are the people who could help us finance the
war. It is through using the means that I suggest that you would help
to stein inflation. Before the President made the statement on April
27th I sent him a message stating we would not stein inflation unless
compulsory saving is adopted, even if you stopped the raising of wages,
because you still will have a surplus of twenty-five to thirty billion
dollars every year as long as time war lasts.

Senator Ttrr. Mr. Goldman, I agree that the compulsory savings
is better than taxes to take up this increase in wages from what a man
had last year to this year, but what bothers ie is how you are going
to determine that increase, how difficult it is going to be to go back to
last year's income. Of course, where a person has filed an income tax
return last year and this year, it is fairly easy, but many of these people
have come from the country where there wvas no record at all. Also,
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of course, their expenses have in some cases increased. When they
lived in the country, they had no expenses. Now, they go to town
and they have fairly heavy living expenses. It is the machinery.- I
thoroughly agree with the principle of tile thing. The thing that
worries me is the machinery by which you will work that out. That,,
I think, is what worries the Treasury, as I got it the other day when
the question was raised about a tax on this basis.

Mr. GOLDMAN. Senator Taft, I read in the papers lie other clay that
you were in agreement on that plan, and I have given considerable
thought to that very question. We seem to be able to solve the prob-
lems of gas rationing in the East which is a rather complicated proh-
lem.

The CiArWRMAN. I wouldn't say they were solved.
Mr. GOLDMAN. We are trying to solve them, anyway, and they are

being solved.
The CIAitMAN. You are a great optimist if you thitik they have

been solved at all.
Mr. GOLDMAN. You would be amazed as to how many people are

reconciled to the fact that if it has got to be clone, they are going to
do it. It isn't simple to do these things. They are rather revolution-
ary. he, phase that Senator Taft brings up 'is important from that
angle. When a man earns $35 a week and lie now makes $100, and if'
you only siphon off $35, you are giving him enough nion'ey to take care'
of the extra expenses lie has. If you are going to go into the with-,
holding tax process, which is one of the most burdensome things that.
you have to encounter, and you also go into the income tax situation,.
you put people on their honor, where if you write the right kind of
bill, they will try or they have got to be made to try to tell the truth
and tell'the facts. They know how much they mad'e last year. and I
believe there are hundreds of thonsamd of Patriotic people in this
country who would like to be on boards to supervise this work-just
the same as you have draft boards and ration boards-who would love
to have an op)oi'tlmnity to do some of that worc in this country and
which I think would meet the situation. I am sure, gentlemen, if we
sat down around the table and gave this matter the thought and at-
tention it needs, that we can solve this problem. I pledge my word
to you now-and I have given this matter a year's thought-that un-
less you have compulsory savings, you will iiot stem inflation. T pro-
dict 'that. There is no man who loves his country any move than I do,
and as I told you in the statement, it is preju(licial to my own inter-
ests and destructive to them, hut I prefer to be destroyed because of a
principle that I know means so much to our country. I went through
1921 and I saw what happened, and that is what we will go
through again after this war is over. After we have fought and won,
then what? At least we can try to salvage tile situation such nll
extent that when the war is over we will have some : to look
forward to.

Think of all the bonds accumulated because of compulsory saving
that will 1)e available in the future. Do you know what is going to
happen, Senator George? If you don't have compulsory savings,
]ere is what is going to happen to the $90,000,000,000 that is available
for spending today. The people will use the $90,000,000,000 to buy
$60,000,000,000 worth of goods and throw the $30.000,000,000 out of
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the window. Why not use the $30,000,000,000 to beat the Axis? Why
not save it for future buying power when the war is over?

You are not going to stop black markets; you know you can't. If
people want things and their pockets are bulging with money, they
are going to buy them.

I wonder where selfishness stops and where patriotism begins. You
saw the hoarding that went on during the last year. You even saw
manufacturers and distributors doing it, each one trying to serve
their own selfish interests. I mean it may sound harsh for me to say
that, but do you know that the newspapers refused to print that part
of my statement as I went around the country, and the Milwaukee
Journal was the first that had the courage to print that phase of it.
lThey are facts, and we must meet them. You will not stop inflation,
gentlemen, unless you siphon off that purchasing power, and you are
not going to tax the people an additional $30,000,000,000 unless you
do it as Senator Vandenberg says, by excess-profits taxes and take all
their money back from them who have made this extra money, and
then you will destroy initiative. Under compulsory saving the Gov.
ernment can decide when they should cash the bonds. They should
control the cashing or liquidating of them and then let it help turn the
wheels of industry when the war is over.

How many people are alarmed today, worrying about what is going
to happen when the war is over, from the economic and industrial
standpoint? This is the contribution we can make now, and the
people who are benefiting from this catastrophe must do their share.

If I never doanother thing in my life, I am glad of the opportunity
to present these facts to you because I know how keenly interested you
are in this particular subject.

The CHAIRMAN. Thank you very much, Mr. Goldman.
(Mr. Goldman submitted the following supplemental statement:)

SUPPLEMENTAL STATEMENT BY JULIAN, GOLDMAN, PRESIDENT, GOLDM-AN STORES
CORPORATION, NEw YORK, N. Y.

Mr. Chairman and members of the Senate Finance Committee: I make this
supplemental statement in addition to the one I made before you gentlemen on
July 28 because I promised Senator George that I would make some specific
recommendations in connection with my suggestion for the adoption of compul-
sory saving.

I have been reading with great Interest the reports of the testimony that has
been presented to the Senate Finance Committee during the past few weeks.
Though everyone who has appeared before you seems to feel that the suggestions
lie presents Is of utmost Importance, I have no hesitancy In saying that there are
really only two outstanding problems that confront you.

One is how to finance this war and the other is how to finance It so that it
will prevent a run-away Inflation. One depends upon the other, they are so
correlated. If you have a run-away Inflation, then the cost of the war will In-
crease to the extent of the inflation. There is one fact that Is certain. You can-
not hope to finance this war without a specific plan. I am reluctant to make the
following statement, but nevertheless It seems true, The Secretary of the Treas-
ury has no specific plan for financing the war, or as yet has not presented one.
1 could almost characterize his attitude as one of "trusting to luck" that It will
all come out all right.

The Office of War Information announced that $205,000,000,000 has been
appropriated thus far for lhe war program" but although they have been long
on appropriations, they have been perilously short on planning. There has
been tremendous plant expansion and now we have too many factories for
the moment, but not a sufficient amount of raw materials is available to
operate these factories, on a full schedule. There may be an excuse for such
unfortunate planning because it was all done hurriedly ahd under great
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pressure, but there is no excuse for our not planning properly for the financing
of the war, which is as important a task as supplying the tools of war. We
may not be able to control our destiny on the high seas or on far-flung battle-
fields at the moment, although we have no doubt that eventually we will
prevail, but we do have the opportunity of controlling the financing of this
war, and, gentlemen, that is the responsibility that is confronting you now.

Never in the pages of history can we find where a Senate Finance Com-
mittee was confronted with such a titanic responsibility as is presented to
you at the present time: $77,000,000,000 is the Federal Budget for this fiscal
year. Whether this present revenue bill will raise six or eight billion dollars
in tax is relatively unimportant, as compared to the main issue.

The Secretary of the Treasury has to borrow approximately $50,000,000,000
for the fiscal year. Presupposing that he does raise the $12,000,000,000 by
the voluntary purchase of bonds, there is still in excess of $35,000,000,000
worth of bonds to be sold. Here are some important figures as they present
themselves to me,

The net national income, after all taxes have been paid, available for spend-
Ing purposes, will be about $00000,000,000. The public will only be able to
spend about $60,000,000,000 because the Government is taking the rest for war
purposes. The public will thus have an excess buying power of approximately
$30,00,000,000.

The task tMt confronts you, gentlemen, is to find the means to siphon off
into the Treasury that share of private income which will take up this slack
and reduce the buying power of the public to the amount of goods that is
available to be bought. If this is done, the recipients of income will then have
for expenditure no more and no less money than will cover the purchase of
the goods available to them without any Increase in prices. If this is not
done (and the public must be acquainted with that fact) they will get no
more goods, but instead they will "pay through the nose" for them.

Instead of saving the $30,000,000,000 and helping to finance the war, they
will be squandering this sum, bidding against each other to purchase the goods
that is available, Remember that although you have fixed prices neverthe-
less the people will squander this $30,OCO,000,000 by supporting black markets
or because the price level will be forced upward. In other words, my plan
is to postpone the consumption of $30,000,000,000 worth of commodities until
after the war. The more we reduce the present consumption in this way, the
larger will be the backlog of available purchasing power with which we can
meet a post-war slump, and help start properly the wheels of industry at that
time.

To meet this situation I recommend the following amendment to this pro-
posed revenue act. That we tax, "as an emergency measure," 15 percent of
every Individual's taxable income of 1942, and permit the payment of that
tax by the purchase of nonnegotiable War bonds which cannot be cashed or
be used as collateral for loans during the duration of the war. They shall
be subject to call by the Government after the war at such time as the
Government would d6em it advisable to do so. They shall carry the same
rate of interest as regular War bonds.

In view of the fact that the tax return for 1942 will not be made until
March 15 of next year, I therefore would incorporate in that amendment that
in order to liquidate that tax, these special War bonds must be purchased
before the end of this current year. In that manner we will Immediately
start to syphon off this surplus purchasing power, and awaken the people
to the fact that they must, in a greater measure, help finance the cost of
this war.

If we really had the courage, Congress should Immediately legislate that
30 percent of all taxable income should be utilized for the purchase of these
special bonds. There should be no let-down in the effort to sell the present
War bonds Ibecause there will still be a substantial sum that will have to be
sold to time banks.

Notwithstanding the adoption of this recommendation, we will still have a
moderate form of inflation because this special tax will amount to about ten
to fifteen billion dollars. Thus the Secretary of the Treasury will have to sell
many billions of dollars of bonds to the banks, and the public will still be
supplied with a surplus buying power. The !ntent is to get the people accus-
toined to the compulsory saving now, and the objective is that within the next
year, the amount deducted from taxable income will be increased to such an
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extent that eventually the entire surplus buying power will be syphoned off,
and all of it will be utilized for financing the war, thus reducing to a very
small amount the bonds that wil be sold on the voluntary plan.

I urge the withdrawal of the present withholding tax from the bill and
Instead suggest that we depend more upon the Increased amount of compulsory
saving to finance the war than to further increase the tax burden for the
present.

When I first appeared before you, I outlined the Inequities that were existent
In the earning power of the American people because of the war. I noted that
Senator Taft was very sympathetic with the proposal for compulsory saving,
and for the removal of such inequalities, if the machinery could be developed
to accomplish that purpose. Senator George, you also indicated an interest
ln that direction. I believe that Senator Vandenberg feels likewise. I have
been struggling with that problem since I have seen you, gentlemen, but miiy
efforts have been futile.

The machinery to accomplish that purpose is too complicated, and I am con-
vinced it would be unwise to invoke any regulations that require such com-
plicated machinery at the present time. However, my conscience seens to io
more at ease since I have gone deeply into that subject. I do not stim to be
so much disturbed over the fact that some people are making so much more
money because of the war, and others have had their Income reduced. Pos-
sibly they are entitled to It. We cannot all have It sweet and to our liking
all the tine. Others who have been working part time and who have been
out of work, are now enjoying prosperity, but they previously endured a long
stretch of tough sledding.

I have also become convinced, and I am frank enough to say to you gentle-
men present, that we must not indulge In frustration because of too high a re-
gard for equity. There Is, in any event, no equity It war, and it ill behooves
any of us to complain of any taxes or of compulsory saving, when great num-
bers of us will be called upon to make the supreme sacrifice.

There Is one fact hat must be borne soundly 1in our minds. The human
being has not reached the height where lie can Impose upon himself the
sacrifices that are vitally essential for winning this war. To lie utterly frank,
I know that you, too, have met very few who really recognize how much of a
sacrifice they should and must make im order to Insure the winning of the vnr.
Thei hoarding that was practiced during the past year most convincingly con-
'firms that fact. It is therefore your responsibility, gentlemen, to impose those
hardships upin the people that they will not Impose upon themselves, and to
do it in such a practical and sound manner 1, insure the proper fininclng of
this war, and to prevent simultaneously nny substantial rising tid of Inflation,

The recommendation that I make Is a mild one It comparison with what Is
really needed. The people throughout the land arc beginning to recognize
that compulsory saving Is the only proper medium for financing the war. If
the people have a better understanding of what part they must play in financing
this war, you would be agreeably surprised at the splendid cooperation that
you will receive from them.

I lack words to Impress upon you the urgency of your recognizing that com-
pulsory saving Is the only sound medium for financing this war. I realize
that the Secretary of the Treasury Is not enthused about It but, lie too, will
soon see the light.

It has been my great privilege to enjoy the friendship of our illustrious Presi-
dent for almost 20 years. I sent to himu a copy of the first statement that I
made to you gentlemen and I am also sending him a copy of this supplement.
Knowing his unusual ability to read the people's minds, and li most instances
to do the right thing, I am positive that lie, too, will recognize the advisability
of tlie adoption of compulsory saving for the financing of this war.

I noted in the newspapers the other day that Senator Connolly stated that
preferred to sell $12,000,000,0X) worth of bonds on a voluitary plan, than
$12,000,000,000 worth on a coinpulsoly plan. Senator, this Is not a matter of
preference or choice any longer. It is not what we would like to do, but
whalt we must do. Tie Treasury is finding It difficult enough to sell $12,000,-
000,000 worth of bonds on a voluntary plan, but even if It succeeds, It does not
solve our problem.

A festering wound needs radical treatment at the hands of a competent surgeon.
To poultice such a wound is a dangerous treatment. A competent physician will
advocate lancing It, no matter how painful the process may be. Inflation Is a
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dangerous festering wound, menacing the welfare of our entire economy, as well
as our people, and needs radical treatment at the hands of competent men like
yourselves.

I conclude by reminding you that we are fighting for our security. On battle-
fields and waters the world over, our men and boys, In company with sons of
other free nations, are facing and meeting death so that our security will not be
taken away from us.

What do we mean by "security"? Beyond those sacred principles inscribed in
our Bill of Rights and the essence of the Four Freedoms affirmed not so long
ago by our President, security means a job, a home, food, clothing, our enter-
tainment, our savings accounts, our life insurance. In other words, to us security
means peace of mind.

Will we have peace of mind-security'--after we have made armless and
harmless the Nizi, the Fascist, and the Jap?

Unless we curtail inflation now, there will be no security and there will be no
peace of mind after we have won the war. Unless we battle with determination
against it now, wve shall be reduced to economic slavery when inflation engulfs
the United States. Remember, above all, that our savings accounts and our life
insurance, which every American family struggles to accumulate and protect,
will practically become valued 'ss unless we stop the runaway inflation that is
confronting us. The adoption of compulsory saving is the solution I

The CHAIRMAN. Mr. Nixon.
(No response.)
The CHAIRMAN. Mr. Maurice Safley.

STATEMENT OF MAURICE SAFLEY, WILTON JUNCTION, IOWA

Mr. SAFLEY. Mr. Chairman, I wish to incorporate this in the record.
The CxrAINxAw. Is it a general statement, or is it dealing specifically

with something?
Mr. SAFLEY. It is a banking bill turning the revenue over to the

Government.
'1Te CHAI.r x~. All right, sir, you may put it in the record.
(The following statement was submitted by Mr. Safley.)
Within the last decade there has been an increasing number of public-

spirited citizens who have detaided a reversal of form in our monetary system.
We ctinnot question the patriotism and sincerity of these good people. They
fire to be highly coninenl(d, not for what they may propose, but for the great
int rest shown I t problem that today Is of utiost himortance to everyone.

Practically all of these monetary reformers are strongly opposed to that type of
iiedhnit of exelinge that consists of credit based upon debt-or Just plain bank
credit. Evideilly these monetary reformers failed to realize that the only
kind of niediunm of exchange tHit can be 1ept under control when Issued in
suflfieint lloullts to cary Onl iorinal trade Is hallk credit. Fttilure to keep
our niedtint of exchange under control would cause this Nation to suffer its
worst disaster in history. Not only is bank credit convenient and capable of
being controlled, but it also possesses that essential characteristic of being
elastic. Society would, no doubt, greatly benefit if this control could be made
still stronger and tile l medium of exchange be made more elastic.

Practically everyone realizes by now that there is something radleally wrong
with our economic system. People are tit a complete loss to understand why
we lve wantli in a land of plenty. It Is highly Impossible to solve our econole
problems without first solving the problem of finan,-.

These monetary reformers, radical its they may be, are no more dangerous
than the conservatives who mIerely murmur laissez-faire. Failure to solve our
economic problems will in time have the same effect upon the Nation as an
uncontrolled currency inflation. National bankruptcy may not be eminent, but
It Is very possible where there is a tremendous national debt combined with un-
employment ott a vast scale and exorbitant taxes on all earned incomes,

It has bein repeatedly said that here are only about four or five people
thi'oughouit the world who understand moneys and credits. I feel that I am
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safe in saying there is no one. I have made a careful study of moneys and
credits for the pst 15 years, and I frankly admit there Is a lot I doi not know.
The more one studies this subject the more complicated tire whole affair becomes.
Perhaps the reason why we know so little about this all-important problem
Is because we have riot only failed to inform our youth, but we have discouraged
them as well. If one desires to discuss monetary reforms today, ie is called
a radical. It appears to he a rather poor policy on our part to deliberately
keep our youth In the dark on this all-important issue when we know It is the
young generation who has to face tire mounting problenis of tomorrow.

If we feel that the problem of moneys and credits Is beyond our intelligence,
then we are forced to admit a great weakness. The Amnerican ieolde have per-
fornied almost riracles in most branches of learning. Whenever we encourage
our youth to make ni all-out study of finance, no doubt some great Improvement
will be performed along that line as well.

Before onre contemplates niiking drastic changes in our financial structure it
Is highly essential that one Is thoroughly familiar with varlous proven economic
laws. Economics is a subject that Is closely associated with rioneys and credits.
It is just as necessary for the financial adviser to abide by proven econoriic laws
as it Is for the engineer to abide by proven mathematical laws. Utter disregard
for these fundamental laws will not only keep the Nation, but lhe whole world,
in constant turoli.

The oldest, simplest, and perhaps the rrost Important economic law Is tile law
of production, This law is so sinple that one may gain the impression that
it Is riot imniortait. According to tiils law of production here cannot be a
direct Increase froni a source that either cannot or does riot produce directly.
For Instance, if one does not or Cannot produce any service, he is inot ernitled
to any direct Increase lit the form of wages. The foaur material elements of
value that make lip the universe are land, wealth, man's service, and irionieys
and credits. Rent Is the direct Increase front inird. Profits are the direct
increase fromN wealth. Salaries, wages, and comirissions are the direct Iicrense
front man's service. Interest Is the direct Increase from moneys and credits.

Aristotle gave to the world a famous diletui that was law for aimst 2,000
years. It was: "Money is barren and cannot Increase at interest." Modieri
economics, Iowever, contends that Money Is produitive iid iear increase at
interest. Aristotle based his law on the fact that one call neither eat ior wear
irorrey, and money possesses neither sex or seed, Tire economists rldvam'e the
theory thint with money one can purchase lainid and from land ore (n receive
rent. Since one is justlifled ir receiving rent, they are of the opinion th t one is
justified lrr receiving interest. Here we find we have two entirely different
schools of thought. The former, however, Is based upon fact white tire latter
Is based on theory. We know that If ar source is riot barren It Is etier proniuc-
tive or Indirectly productive. Money is not biairreir nor is it productive; therefore,
it must be indirectly productive. So rrot only did Aristotle err by saying mrroney
Is barren, but economists erred as well ry saiylng lhat Money Is Irhrtive.
Tire economists, 1reing naturally quick to detect Aristotle's error, were able to
set u) their own theory contrary to a great law. Rent can be onsidertd either
tile direct Increase froi land that Is capale of producing directly or tile
indirect increase from money that it took to pnrcilrise the land, Money, being
only capable of prodding Indireetly, call only enjoy n Indirect Increise lit
tire form of rent or profit and no direct Increase ill tire forin of interest. Interest
is fundamnentally unsound as it In tihe direet Increase firmin a sorirce that Cinnot
produce directly. By placing a direct Increase unii a source that arraot produce
directly, we are forced to deny certain rireibers of society something that right-
fully belongs to them.

I wish to quote Francis Bacon, a noted English economist, who said: "Interest
Is tire means whereby tire treasury of the reain soon congregates lin tile imaids
of a few." Anyone who has madie a careful Investigation of tire flnaneal ratings
of some of our large insiranico companies and credit Institutions Nvill hrve to
agree with tis great man's philosophy. Selden, a noted Englisl stnitesanir in
tire House of Parliament, made tlIs famous statement : "If ir stranger should
conie to this universe and find that the court upheld interest taking, and tire
pulpit denounced it, lie would be at a great loss to understand." TIhe early
Romianis looked upon interest taking to be is bad its murder, During the Middle
Ages Interest taking was absolutely forbidden.

We find that both tile Old and tire New Testaments bitterly denounce usury,
According to the historians, tire aiclent word "usury" has within recent years
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been changed to tile modern Iord "interest," and nil excessive interest is called
"usury." There is no appreciative difference between the rate of interest of today
over the rate of usury of ancient times, We cannot right nil evil practice by
merely changing the name. If this were possible, we could render the world a
great service by changing the name of nazi-ism.

I have never condemned interest because of the direct effect it may have on the
producer who operates on borrowed capital, but rather from tile indirect effect
it has on tie consumer. Interest is considered a legitimate expense in the cost of
production. This major expense ill the cost of production greatly increases the
cost of a finished product. The high cost of living can be credited to the high
productive cost. By Increasing tile cost of living we, Ill turn, lower tile standard
of living. Interest is mierely shifted oil to tile consumer by tile margilnl I odlucer.
It Is to be remembered that interest does not grow oil trees, nor does it droll from
tite heavens above. It originates from one source only-the iard-earied savings
of tIle consumer. Tis hidden expense or indirect interest on all collslltlablg
goods accounts for the reason why the cost of living is out of line vith the average
family income.

Interest also comes in direct competition with labor, as interest lliust be paid
before labor can be employed, or the products of labor consumed.

However, the main objection to interest Is that capital prefers to invest its
savings in interest-bearing bods and mortgages rather than into productive
enterprise where there is iuch competition, risk, toll, and taxes. By havlug
capital refrain from engaging Ill productive enterprise, we prodnice less con-
sumable goods iltl enpioy less labor. If capital collh 10 longer receive interest,
they wotll, if they desired all increase, have to invest their savings Into productive
enterprise, By having capital engage lit productive enterprise, we would have
more consumable goods to enjoy, and more employment,

Unemlployneit oil a lvast scale will prove lisastrous for tile marginal producer
Ililess tile Government, of course, intervenes. Tflls costly Intervention oil the
Ilart of the Government ean onl tcioporarily serve to prolong the inevitable
crsh. If we are to retllin our ('lorlsiled cnpitalistic system, niuny private tillins.
tries iust spring flrth to take care of tile unenlpioyilent situation.

Let tts consider Interest front fll International angle. Our high protective tariff
aIls never been welcoitledl by the foreign 111ilons, NIl lltioll of limited resources

cIll 11iali1ill it high standard of living for its people when another nation, rich
ill resources, Is il a lliltilon to impose a high tariff, Unfair trade relations is
perhilps one of til best contributions we call make to tile wluld-be dictators, as
it gives thet inl ill oplirlnnity to co1e Ilnto Iwer. Many of our diploilns and
econoillits favot' tile repeal of the tartIT for tile purpose of gaining tie good will
of our foreign ileighbors. Ve tlist look upo1n tile tariff 11s 11 result of a cause.
The proper locdure Is to elihiale the case. Practically all of our prloducers
who are protected by the tariff operate on botrlowed nloney. Oil this borrowed
i1oney Ilucl interest is paid. We fiid tlt tile cost of labor in this country Is
high because of the high cost of living, This interest-colpled with the ligh
cost of labilr-inakes tie tariff essential. To aboli h the tariff without first
abolishing til cause would be a greal oral wrong coiunittel against our honest
producers, 'hlot we eliminate tinlrest we call thein eliinlte tile tariff without
causting ropercussions here at home,

Tile question arises as to why tierest is paid to clpitli l'erhaps tile best
known reason Is given by Riclhard 141 EIy, if noted Engllsl ecollolllist, Mr. Ely
states that capital will not depart with their savings unless they receive some
colliensatlon it the forit of interest, due to risk anl delay. Mr. Ely, we note,
wits very careful to stress tile word "savings," but colilelhly faiedil to mentioll
manufactured blnk credit. Certainly Mr. Ely wits aware of Mti fact that tile
ballk of interest that goes to capital (toes not cone froal Individual savIhlgs, but
ratiler from manufactured batik credit. No doubt, Mr. Ely was of tile optililon
that only a few select nlelllbers of society cld enjoy tlt!s special privilege of
mannfaetured bank credit. Mr, Ely evidently did not realize that society as a
whole could install It banking system of Its own, callable of completely elimilatlng
capital from Imaking loans. If capital were tit longer called upoil to depart with
its savings and its iank credit that It has been allowed io lnailuflletltre, capital
would no longer suffer from either risk or delay iii making loans, thus Interest to
capital would no longer exist,

The economists of the school of Locke, lIllie, anid Adam Smith asserted that
nioney Is the fruit of labor, find that the possessors are entitled to compensation
for Its use. It is to be conceded that iotley Is the fruit of labor, but that does not



256 REVENUE ACT OF 1942

necessarily mean that this fruit Is productive. In fact, it is so easy to prove that
money Is not productive. These economists, like Mr. Ely, stress savings, but
neglected to mention manufactured batk credit. Are we to consider lnatufac-
tured bank credit a fruit of labor or a fruit of power? If we are to consider It
to be a fruit of power, that fruit should no longer exist. It all simmers down to
whether society as a whole or a few privileged members are to exercise the power
of manufactured bank credit. If this power is vented In the hands of a few, then
naturally society must compensate dearly for the use of this credit,

The general consensus of opinion among tie modern economists is that Interest
Is a Just reward for saving. The only people who benefit from saving are those
who do the actual saving. As a general rule, we receive a reward for services
rendered to others and not to ourselves. Frot the htie of the last depression
to the present war the economists have gone all-out pleadinug with the people and
the Government to spend. They were sincere in the belief lint spending would
serve as a means of recovery, Yet these same economists argue that interest
Is a Just reward for not spending. Utider no consideration should society atid the
Government allow Itself to be dependent upon the savings and the created batik
credit of a few financiers, for depending upon them means that we must amply
reward theta. What would one naturally think of a group of fartners heavily
In debt, but highly capable, who make a praetice of hiring some ambitious farmers
to do all heAt work? Society heavily In debt, but highly capable, hires capital
to manufacture all bank credit. There is Just as tnch logic in the former as iW
the latter.

Today we bave what Is known as capitalistic banking, noneooperative and
nonrepresentative, under Govertinment insurance for calpitallstic profit only. I
see no special reason why society cannot enjoy what Is known u;s people's
operative a nid relireentiatlve banking uider Goveriment endorsetnent free of
nil interest to capital.

Before ati individual catl grant a loan ie must have witlil his possession
cash to tile full extent of the l1. An Ihdividual has no power of matiifoctilrig
a form of credit thit call be used lit making a loan. It Is true that ati individual
can nmiintiufietuir credit, hit oily banks tiat iifalctlre negotiibl

0 
credit. The

type of credit that the Individual manufctures Is the open charge account, and
this type of credit, of course, is not transferable. Under our present bianking

y'temnnI nliy v gur ii nnl t 9 of elait 1 uiq t(o il t m rung 9 lonn Te bnliinep
that Is used in imikitg the loan is the credit that these commercil banks are
capable of malnufacturing. The law. however, reqnires thtt these commercial
banks leeop a considerable amount of cash oti hl]nd for the purpose of redeeming
a certilin percent of this credit that they are allowed to tanitfacture. Under
people's tianking there would not necessarily have to be any cash on lind it
tanking a loan as the entire lo tie Ituohe made from the credit that these co-
operative hanks are cnlhablu of manufactnring. Nor would there necessarily
have to lie any cash on reserve for th lltUrpos of redeeming this Govermnent
endorsed batik credit that these cooperntive titiks are capile of uiiiufacturitig.

There a w Ivo deflltitte reason l why ille et racial links ennliot Operate
entirely oti tlir itimainfactured credt. The first reason Is that there Is not
complete unity a iong the various Iatiks. Each bank is a1 sepuIrate Itusti tttt inl
working Inudeenently of other bmitks, None of these tanks 'n complled to
honor cc:tl otlcr's pniper. l)r in1, a depresIon the Inarger tlln ks iti riany eisos
refirso tie eretit of smaller und weaker hutnilus. Tie second renso Is tha t
there is a vilst diffrect, between the ' ieeptulitty of cash i-nd htlnk credit,
('ash is a t)r)llliso of the tlovertiierit to pay, while ink credit Is a promiso of
a parietllr bank to pity. The venotle, isiteial I' dun'rig a tlepres1i,, lirefer
the promso of the Governuent to pay over tile ptronmise if paIrleullar bank
to pay. Iowvever, under people's bminkhltig. we find thlt there will lio entalpte
tti ty among tle varlottq banks. Emel batnk will serve as a setmrtte link in tile
same enless chain. Each member bmtn will b compelled to ionor the amper
of other member intiks. ''hiere also will te tno liffrence ietweeti tle accept-
ability of crish and Govermnrnt enuors ed think eredit, Bothi cash and floveri-
men etloled tank credit will le t promise of the Govermetit tt tiay. The
only ifferetice re caii find between these two types of t110edittt1 of exchnttge is
tht the credit Is mich easier controlled. It is to be remembered that cash Is
only acceptable as long ns It is controtlatle. Shortly after World War No. I the
Genant Goverinment fa tled to keep their cash under control. Failure of the
German Government in this respect led to the repudiation of the mark through-
out the world. So we find that Government endorsed bank credit will not only
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be as acceptable its cash, but much easier controlled, more convenient, and
more elastic.

A careful summary shows that an Individual in making a loan must use
cash entirely. The commercial banks mut use part cash in connection with
the credit that they are allowed to manufacture while the cooperative banks
could use credit entirely,

Since tile commercial banks find it necessary to operate on considerable
cash for tire purpose of markiig tll- loan and redeeming tire credit, the use of
cash for this purpose is in demand. Since the use of cash is In demand for
this purpose, interest must be paid for its use. Interest on time deposits
under our present banking system is absolutely essential. If it were not es-
sential I (1o not believe that banks would hesitate in the least In refusing
to pay interest on deposits.

However, under peo-ies banking, we find that cash would not be used either
in making a loan or in redeeming a credit, Since cash would not be used
for this purpose, the uise of cash for this purpose would not be In demand.
Since cash would not be in rimilld for this purpose, interest on deposits woult
be unnecessary. For these cooperative banks to pay interest on tiae deposits,
where tle loan completely creates the deposit, it would be sheer folly.

Now, we find that Interest on btoth ell ant I)riank deposits is rot only funda-
mentally unsound, but under a revised banking system, absolutely unnecessary.
Interest on bank loans is a different proposition entirely.

To eliminate interest on bank loutus or even to reduce it to it mere handling
charge would be too revoluntionary. This highly revoluntionacy act would
cause the Government to make more adjustments than would be advisable.
A normal rate of interest must be paid on all bank loans. 'The question
therefore arises as to who should receive the interest. It would not be neces-
sary or advisable to pay airy of this interest to hank depositors. No part
of tins interest would he paid to tire stockholders for the simple reason that
there would be no stockholders under this type of himuliug. These cooperative
banks would have no special use for this interest, so the logical Ihing to do Is
to turn ill this Inierest over to the Government In tile forar of it revenue for
the desired purpose of balancing tire Budget.

All Government bonds arnd other irlhteiluess could lie liquidated In favor
of non-literest-litariirg G(iiveri'iniont endorsed bank credit. The saving of in-
terest on tile national debt plus the tit income fruitii bakirs wuuild beCflt
the Government to th extent of approximately $7,000,000,000 a year. One
can see that the Uoverrnnuenrt could also finance ilie war through these coopera-
tive banks without selling bonds or stanips to the public,

By liquidating till bonds, defense slanps, mortgages, preferred stocks, and
hank credit In favor of Goverrrlent-elrlorsed baik credit, there could be a
serious effect upon at nation rrt wll, unless proper leglshtion Is Immediately
Iistailed. Due to tire fact that all lits credit will be placed at tire people's
immediate disposal, tire people voulrl readily lie enticed to slind freely. Need-
less spending is mite of the thilga that tir G(vrrm('rt desires to hold I h check
dutiring the war.
There are three gind reasons for this: First, to conserve or Nital material

ilt could be used for the war effort, second, to hlt1 ilitlou; anid third, to
build nip a nest egg for the individual following tire wrir.

ttiice (lie ottllck on P'earil Iarbor, tre Govcrmniicrt has done it remarkable job
informing tire people of tire necessity of buying bonds ani stanips. Would it
not ie a good policy for tire Goverrment to go lil out inforuning the people of
the nrecvsliy of saving or of tire danger of spending? There will be i large
class of people who, uipon finding they call no longer irerease through interest,
will spenl iss for the purpose of preserving their prireipal. We iuhave a class of
people who are spending their comes urs first its they are earning them
simply because they sense a collapse of our financial system following this war.
When rlirse people learn that thr 'l'rersury car be amply reimbursed, they will
I.o hrrgir ha.;huor tills fear. Itr rase tirt mrajorily of the people do not heed the
sound advice of saving, the Government could resort to either rationing or
freezing a percent of the credit and Incomes. Selling bonds md defense stamps
to the public Is a means that tire Government is usimrg today in freezing credits
and incomes. Under the people's banking, tire Goverment would nio longer
have to bribe the people with interest omi bonds ,,nd stunrps irr order to freeze
credits and Incomes.
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Some people have been recently preaching the false doctrine that no mat-
ter how large our debt is, or how much interest is liald on that debt, society
would not necessarily have to suffer any evil effects. These people pulit out
that we do not owe this debt to any foreign nation but only to ourselves,
To these people I wish to ask the question: "Would it be less dilicult to pay
organized capital iard-earned dollaIrs, or pay sonie foreign nation with our
surplus goods?"

(These people have overlooked another important fact, and that is-a nation
cannot exist half slave and half free. The bulk of this great debt will have
to be paid by children yet unborn to the heirs of the rich, The greatest contribu-
tion that we can make to posterity Is to pay off this debt as quickly anid legitl-
nmtely as possible. If we feel that we are Justilled In enslaving our own people,
part of which ire yet unborn, by interest on lie national debt, what Is to keep
us from feeling justified li ensliving tile people of foreign lands? United States,
the richest and tile most huliale nation In the world, can no longer tolerate
either enslavement here at home or abroad,

Even after reading this treatise, soni people may be at a loss to nderstand
where these (oolnrative bnks will get the purclinsing power to fiiine both
the Government and tile ieole. Perhaps tile best way to answer this Is to ask
this questtor: "Where (lid ill tho money and credit (!01110 from in tile ilrst
place?" lutli mmoey amid credit were originally niiffactured---casli by the
Governmnt tll(] credit by the bankers. These cooperative banks could alniost
overnight manufacture el1ou1gh credit to replace all credit now in existence.
'They could, if llecessa ry, mantiufacture enough credit to replace till cash. So
we find that it Is not a problem for these cooperative banks to have purchasing
lower ; it Is purely a problem of being aile to manufacture a purchnsig power
capable of replacing a purchasing power ti existence.

Some people 1 may have the olil Oln that lielple's biking is merely Govern-
lilet banking. Tills Is far from being the case. Tile reason wiy this writer
so strongly advocates liCuple's banking is luiluse lIe fears that our present
bank ing system is slowly but surely giving way to either overnment banking or
colalillism.

Under Government banking there would lie red tape, graft, corruption, polities,
unfair' partililIty slown, and \ieli interest to capitIll 'mold iredolminate. Gov-
ernment banking would be operated directly from Washington, D. C., while
pole's opliIlug wol Ile opertie] liy i Iiboard of dilreetors leutd h li e iolile
from teh county. People's banking would le far more (lemiieratle than ou'
lieselit ballhng sysiei as aill till' people would be given 1111 eqll I vole. People's
luaiikiing vould fiiiicl toll similar to or public schools, with ti exception that till
ha Ilk employees would Ihi' 1ud1r clvil service.

Ultriconservntihes otff-liIt will skimli this type of inking us being coma-
ministle. Under coimmilunis the producers and nonproducers practically share
alike, while under people's banking t prelmn is paid only to those who produce,
Or those who possess productive assets. Under our present form of banking,
the prodiers are penailized so heavily through Interest find taxes that their
ireullillii is reduced to a mere pittance, while we find that the nonproducers,
such its tile liianciers, are highly rewarded. No, people's banding Is not com-
munistic. It Is purely capitalilstic with teeth in It. Peolile's banking Is designed
to perfect the capitalistic system for tie purpose of promoting essential social
reforms.

This writer leais no malice toward capital. In fact, 11e rather admires
capital. Furtlernilor, we have no rlght to conden cipl1til, We can 03ly
conleni the fiieial system we have fallen helr to. Ciipltnl is only commer-
cializirng off of a financial system tint they themselves never installed. Capital,
In financing the Nation, is merely performing a duty that society has need-
lssly neglected to dio. If Interest tokirng Is considered a (rime against society,
T feel that capital Is wholly tinwa're of It. Within t'e pa-s

t 
ycii many snall

business concerns gave up thellr 'arnold Incuomes willingly whoen tile Government
so deiminld it. I have every reason to believe that the friantliters will just
as willingly give up thiir uniernled inomes when the Goverument so desires.
There Is no (illestion tht capital, unless curbed, will destroy itself, but only
after tle great Imiiasses ha'e suffered iineessary alrdshils. 'he time is rot
far off when capital must decide whether to give up this unearned income or
wait atid as.-ulie the risk of losing tie entire principal. This Nation, our any
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other intton, can expect its people to pay approximately $4,000,000,000 of Interest
annully oir a iinattonl debt.

Some people with a small accumulated savings may feel that they should
have this interest to live on during their old age. If any interest is paid to
these people under this type of banking, we would have to look upon this interest
its charity. As a rule, we give cintrity not to those with principal, but to those
without. There is not a law that prohibits these people from engaging in a
productive enterprise and thus receive an earned Income, If these people do
not desire to engage in productive enterprise they calr, upon depleting their
sniviligs ipply for lil ol(i-ilge pension. The Government, by receiving this
interest, will be I2 a position to grant old-age pensions to those who ore
iliserving. Blt iInterest aid ol:l-ge pensions are foris of ctarity-the
only difference being that old-age pensions are paid to those in distress, while
interest, of course, is paid to those who are not, Therefore it would be more
logical to give olil-ige pensions to the iedy than Interest to those who have
no want.

Naturally, Insurance companies will have to make various adjustments under
lts type of banking. There is no reason wity an insurance company should

not be allowed to engage int productive enterprise tine same as arty other corn-
patty. If ant Insurance company feels that it cannot operate without interest
it will have to liquidate its holdings, No insurance company can expect society
to practice a system that Is fundamentally unsound just itt order for them to
operate. Since these insurance companies can no longer receive interest the
person wire is fortiunte enough to own an insurance policy may find his premium
somewhat higher. I do not believe that the average polieyholder would object
it living the (Government rcelve this inerned Income itt order to lance the
BIdget. I actually believe that tiey feel tlint they are no more entitled to this
111ei1 'l( Intille till they tire 1o tile tixes tlit Ile Oovernrlttnt Is tov levying
oer the public.

This writer's sympatities have always been with the unther dog. I Io not believe
that tih urindr (log would ohject to pay tll tliis reilrect interest ort cortsumablel
gooils as long as the Government received the entire revenue. To ask the under
ilog to pay all this intlirect Interest on contsurrtabl goods for tire sole puriaose of
benefiting it large group of financiers appears to Ite neither fitt ng nor proper.

The iiain reason for people's banking is not merely to force capital to engage
Ito pi-echletivo onterp'i-so mid thus erente more cotsunmtlile goods and employ-
rient, nor Is it to take away all this uneared income from capital and give it
to tie Gnvorniunt for the purpose of balancing the Budget and promoting social
forrt1s, hut to set Ip In this country strong, sound credit Institutions that will
forever serve mrs a check to future inflations and depressions.

The loani vlhte more or less determines the selling value. When tite loal
vIlne Is increased tire sellhig Valie is also Ihen ,ii- ainrt whlen the loan vitille
is decreased tire selling value Is likewise decreased. Moneys; anti credit, besides
serving as a tnietlirnir of exchange, also serve its a measiring stick. All values
tic rre nrsmreld In mneys and ero(lits. By itrrOr-llsing tire tinOtints of nioney-s
nid credits In cireilmtilon values rise, and by deerensirng the amounts of moneys
tirl cr-edits Il cirerlrattor values drop. All credits Increase or decrease Ill direct
ratio to the oarrount of loans Itn existence. In Other words, the more tire loans
tit more th credit, and Vice versa.

During World WiVlr No. 1 prices advanced ott raw mterhtts (le to nir increased,
qleilrir(. The itnirkers betrig of lie ilression int values wnutll rein hi igh,
felt fht tihy Nvre secure in conrirrerill'ing on the credit that they were allowed
to rinlifirctire. Banhcers netufly fell over themselves in nirring exorbitant
torns Ito tie public. ''hese loans aused prcs to skyr-ocket to such anr extent
tiat it flitefedI great hardships oil a great rnrirber of people. Now it Is erisy (tt
iitderstin(n how tMe noncooperative banks calr, by making exorbitant loans, turi
it iild rirnr Iito it wild credit Iinflation.

During tie late 1V)20's Values griilmtrly (leilne bi ecairse of a lack of con-
(innliritt. ulret. Orf tMlr.'. to Va l'itirs ertrSes. 'l'hTe hallrs ihlng (if tie timprosslot
tint vitures wotild even seek to lower levels. became pallt-ky. The tinikers not
oily refoised to mnace new loans to carry or normal business but actually erilleit
Il rnty perfectly good loans. This errtalilnent ind liqilration of loans caused
prices to slunip to all-thne lows. The finarrclab coniltlon of tire Nation hrecar,,
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so acute that the Government found it necessary to declare moratorium, which
led to the Insuring of bank deposits. Here we find how easy It is for our banks
to turn a slight recession into a severe depression by tire curtailment and liquIda-
tion of loans.

Under people's banking, we find that only the Government will share in the
profits and losses. Since only the Government will share in these profits and
losses, there will be no excuse for greed shown during a boom or panic shown
,during a recession. During a boom, these cooperative banks will, of course, refuse
to make exorbitant loans ; and during a recession, these cooperative banks would
under no consideration curtail and liquidate loans. I have every reason to be-
lieve that untler a strong cooperative banking system we can attain stabilization
of both prices and wages.

Perhaps over a long period of years the interest on loans could be gradually
reduced to a mere handling charge. Whether this would be advisable or not I
till) in io position to say. By reducing interest to a mere handling charge It
would be highly capitalistic; while allowing interest to remain on loans for the
purpose of promoting social reforms would, of course, be socialistic. Perhaps by
inixing a little socialism into our capitalistic system, our capitalistic system will'
be ronde 1aunune to total socialism,

My purpose in writing tins treatise is not just to sell the people on tire type of
banking that I advocate, but to impress them with the necessity of 11vestigating
our present financial systeMi. I feel that after the people have once rirade a
thorough Investigation of oui obsolete banking system, they will demand a change.

Whoever it was hat originated banking may not have been a genius, but per-
imps he did us much for civilization' as any roan who ever lived. I do not believe
that it was this good man's intention for any prominent and ambitious people to
receive a royalty. If it were Iris intention, how much longer will it be before
this royalty expires?

I realize that people's banking Is somewhat revolutionary, hut If our Gov-
erniment Is to balance lhe Budget, help war-torn Euroie, antd at tire ;nine time
promote essential social refornis here at iole, we must enact some legislation
of a revolutionary ia ture.

A careful analysis of tis plan will show that the Governnint will receive
a treendois revenue: yet we find that the burden will be so light upon tile
people that Congress might see fit to temporarily freeze a certain amnouint,.of
credits to regulate spending during this emergency.

Within the pat dpeafle it ntinears that worll vt'ntq have bon elbnging faster
than the human min. Our duty is to concentrate, sacrifice, anid perhaps even
to die if necessary to win this war. However, we inist not overlook the fact that
our Government is dangerously in debt. If we ire to keep) outr Government
solvent during the period of reconstruction following the war, we iust net while
our democracy is still Intact-so help us God.

(Signed) MAuRIcE, JAME SAFIEY,Authur.
(Signed) HEnunrr W. OvsSvN,

Consultant.
The CHAIRMAN, Mr. Martin Popper.
(No response.)
The CHAIMAX. Are there any other witnesses here who have come

down to appear before the committee?
We have 25 minutes that we could very well use. If there are any

witnesses in the room whose naraes do not appear on the list this
morning, if you have a statement to make to the committee or wish
to appear on any question, we would be glad to hear from you now.

Mr. O'NEAr. I would be glad to appear before you, sir.
The CHAIRMAN. Yes, sir. Come right up. Arle you listed on any

other date?
Mr. O'NEAL. No, sir. I just went into the committee room but the

secretary was out. I have no papers but my statement.
The C HAIRMAN. Give us your name.
Mr. O'NAL. John R. O'Neal, 4420 Fourteenth Street NW. I am

a retired farmer.
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STATEMENT OF JOHN R. O'NEAL, WASHINGTON, D. C.

Mr. O'NEAL. Mr. Chairman and gentlemen of the committee, I am
here to represent the poor people of this country. There are plenty
of thm here to represent the rich.

I was born on a rented farm in 1870. My father died when I was
12 years old. I worked on the farm for 25 cents a day for 2 years.
When I was 14 years old I went into industry, and I worked in indus-
try for 10 years, and I know what a man is up against in industry if
he hasn't such men as Bill Green and Jolhn Lewis and Mr. Murray to
back him. I didn't have them. I knew what I was up against.

After 10 years I rented a larm for a few years and then bought a
farm, and I know what a farmer is up against when he has nothing to
say about selling his crops, and I want to talk about that today.

This Mr. Gold man I heard talking said more here than I have heard
said in months. What is to be done? I mean for compulsory savings.
I couldn't hear him so well, so I don't know when lie left ofA to make
a man pay compulsory savings. If lie wants to make a man pay com-
pulsory savings when he is getting $40 or $50 a month or less, I can't
agree io that; but if a man getting enough to pay, I believe in making
him pay compulsory savings.

A few years back in New York they investigated men up to 65 years,
at the end of 65 years-what they were 1i iiig on and what condition-
and they found there was such a big percent of them had no income at
all. They were living on charity or their children, and it is necessary,
gentlemen, to have compulsory savings.

You made the best illustration of that yourself a few years ago.
The greatest bill you ever passed in Congress-you passed the Social
Security Act. That made compulsory savings. The one mistake that
you ma e, gen t mpn, w hen vnu grave the manufacturer or the employer
all the credit of putting up that money for people to retire on. You
gave them the credit for it, when the man that is earning it got credit
only for a small part of it; ,ind the greatest mistake you ever made,
gentlemen, was when you didn't do your duty and follow it lip to give
social security to the farm employees, and that is what I want to talk
about today.

You have never followed it lip and given the -farm hands social
security, because the farm leaders have never asked it of you. Ed
O'Neal and Tabor and Evers have never asked it. We have now a new
man in the Farmers Union. I don't know what lie has done, but if
he has asked it, I never knew of it, and you Congressmen, as Congress-
men, have fallen down flat on doing your duty to the farm hands.
The reason you have not done it, gentlemen, is because the farmer
didn't have Bill Green or John Lewis or Phil Murray to organize him
and be back of him and make you gentlemen afraid of the farm-hand
vote.

The President and Secretary Wickard have both advocated social
security for farmers and their employees.

I am against a sales tax and, gentlemen, you will find the men that
have coni before this committee wid men in Congress who are for
this sales tax are the very men, gentlemen, when you had 10,000,000 to
15,000,000 men unemployed, were here fighting against the farmer or
anybody else, getting anything. They talked against it. They get up
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here and talk about when we had a debt of $40,000,000,000 in the United
States; talk about balancing the Budget, economy, ecoiioiiy, balance
the Budget. We are on the edge of bankruptcy, but now you have
men to vote a ludred billion or two liu1idred billion or three bun-
dred billion to lick Hitler and Mussolini tid Japan, and I give them
credit for it. I believe in licking them.

I was before the committee in 1040 and told yoO then, when the first
war tax bill was passed, that I believe in taxing this country to lick
Hitler. Ie has declared war on America and all democracy, and I
accel)ted his challenge and I believe in going after him It was in
September 1940 1 said, gentlemen, if I had my way I would go over
and whip him on his own ground. That was before Pearl Harbor,
gentlemen. I would o over and lick him on his own ground.

The CHAIRMAN. W e will have to ask you to confine yourself to the
question. If you iave said all you vant to say on tht-

Mi . O)'NLAL Just a few (lays ago you saw in'the paler that a bunch
of milk dealers here and their employees agreed to a week's wage
raise. They were getting $41 and they raised it $2.50 a week. I have
no objection to it, and 1 am not complaining about the boys getting
too much. They get $30 a week commission. That runs then to about
$220 a month. Now, there are 1,350 men handling these 12 creameries.

Out on the farms between seven and eight thousand luen are pro.
ducing that milk, and the men on the farm, the hands, are drawing
about 25 cents on a dollar of what these milk deliveries get the boys,
and a man here in town making $220 a month can buy a $10,000 house
and take I week's wages and pay for it in 20 years.

The man on the farm lives in a furnished house, but a man in
town can pay for his home in 20 years and still have three times as
mucht left as the farm hand, and if you pass a sales tax, Mr. Chairman,
id mi nt a gals tax on th filn ) f mi'm ! wh,,e ir ieN. with tl wfgl
he gets? Where is he? Ie is sunk. The farmer'is sunk if you pass
a sales tax, and I am against a sales tax of any form-retail or whole-
sale sales tax. It is not democratic, gentlemen, to tax a man that is
getting little.

ThP CHAIRMAN. All right, Mr. O'Neal. Thank you, sir.
We have no witnesses scheduled for the afternoon, and so the com-

mittee will be in access until tomorrow morning at 10 o'clock. We
have full days beginning tomorrow and oi all the other days of the
week while the hearing is going on.

(Whereupon an adjournment was taken until Wednesday, July 9,
1942, at 10 a, in.)

262
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WEDNESDAY, JULY 29, 1942

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

lVashington, D. 0.
The committee meL at 10 a. in., pursuant to adjournment, in room

312, Senate Office Building, Senator Walter F. George (chairman)
presiding.

lhe CHAI imN. The committee will come to order, l)lease. Mri.
Davidson.

STATEMENT OF CLINTON DAVIDSON, REPRESENTING FIDUCIARY
COUNSEL, INC., JERSEY CITY, N. 3.

Mfr. DVImsON. Mr. Chairman, my nlame is Clinton Davidson. I
represent tile FIiduciary Counsel of Jersey City, N. J, a financial re-
search organization. 'Our company represents approx imately 40
me(lillIn-size corporations, the Johlnson Wax Co. being typical", but
this morning, I have a personal, even selfish reason in appearing be-
fore you. I believe that neither capitalism, nor the American system
of free enterl)rise can survive another long period of mass unemploy-
ment such as we hund from 19301 to 1934. 1 was l)rought up in real
poverty, probably greater than that experienced by any Member of
this committee, ian1 the American system gave me an opportunity
which I would not have had in any other country. I want to preserve
it for my grandchildren. I wishito discuss a tax program which will
avoid ulemuloynient after the war an(d yield the largest possible
revenue during the war.

Now, il'. Chairman, I expect to use quite a miber of figures, I
have some charts here and if you lIlease, I should like permission to use
these charts.

Tile CHIRiM.N. Yes, sir; you.1 may use them.
Mr. IhAVISoN. Thank you, sir.
As I said, we have a tax program which will stimulate postwar

reemployment and recovery, ald which will also, we believe, give the
largest possible revenue during the war.

I wold like first to present the problem of agriculture after the war
as 0111' organization sees it. I think most of youl remember that during
the last war the farm prices were raise d and the farmers bought more
land, mortgaging their property to do so, and then after the war
farm prices were lower and the farmers were not able to pay the inter-
est on their loais, and not able to ineet the mortgages. We believe
tie same thing will happen again unless we plan otherwise, and one
method, as I shall show, of planning otiler'wise, is Lor' hloLle ii t

"
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country to be employed and to be paid sufficient wages so that they
can buy the farm products, and for industry to operate at full force
so it will be able to use the industrial farm products.

As an example, in 1937 the farmers produced 13,000,000,000 gallons
of milk, and this year they are producing 15,000,000,000 gallons of
milk. When the war is over and we return to peacetime, unless there
are some definite plans made, the farmers will have a surplus of
2,000,000,000 gallons of milk which, with reduced prices, will be very
hard on them.

One method of preparing to eliminate that difficulty is that if the
laborers of this country are all employed at sufficient ways, they
will be able to use quite a bit of that 2,000,000,000 gallons of milk. In
addition to that, as you know, we use milk, skimmed milk, that is
casein, in a great many industrial products, and if industry is operat-
ing at full force we will use a good deal of milk in casein products.

Senator VANDENBERG. We can use all the milk if Vice President
Wallace achieves his ambition of giving everybody all over the earth
a quart.

Senator DAvIs. We would have sufficient to go around to all of
them.

Mr. DAvIDsoN. The next illustration-I am using only a few of
many that could be used-is soybeans. In 1937"tie farmers pro-
duced $38,000,000 worth of soybeans, and this year $350,000,000, al-
most 10 times as much.

The farmers cannot keep up that production of soybeans, they
will not be able to sell soybeans to that extent, unless industry is
operating at full force.

I shall not go into detail on the next chart very much, but I thipk
that a great many people are interested in the. cotton problem after
the war.

We have estimated that our pre-war normal export was about
6,000,000 bales. At the present time it is less than 21000,000 bales.

The former importing countries are now producing satisfactory
substitutes, and after the war the export will probably be the same
as the present, that is 2,000,000 bales.

Our probable production will be 14,000,000 bales, domestic con-
sumption 6,000,000 bales, export, 2,000,000 bales, making 8,000,000
bales, and unless some plan be made there will probably be an annual
carry-over of 6,000,000 bales of cotton after the war.

So we have to plan something for that.
Now, a great many people think the answer will be the export

markets. Before we prepared these charts we discussed this subject
with economists in practically every department of the Government,
and I think, with only one exception, they agreed that unless we plan
now, we would have tremendous difficulties after the war and there
would be mass unemployment. One man, and only one said that we
would have boom years for at least 10 years after the war, and maybe
20 years.

I said, "How could that be brought about?" He said that there
would be a pent-up demand for our products from all over the world
and that the supplying of this demand would result in a tremendous
boom.
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Well, we agreed with that, but we said, "How can those products
be purchased? Where will the rest of the world get the money to buy
the products?"
Th, reply was, "We will lend them the money on the lease-lend

basis," and that is the only way they can be purchased.
Now, very few people realize that our products are sold largely ill

countries having a high standard of living. The things that we manu-
facture are not sold in darkest Africa and they are not sold in the
jungles of South America; I really should have looked this up, but
I believe that the little country o?'Belgium prior to the war, bought
as much of our products as nearly all of South A\merica. I do know,
and I believe you know that the large, friendly country of China
bought from us before the war only a fraction of whtt was pur-
chased by the smaller, unfriendly Japanese. Forty percent of our
export went to Europe and 15 to Canada, more than half of our export
going to those two places.

Iwe believe that Europe will not be in a position to buy anything
like that much after the war, for these reasons: Prior to the war,
Europe had billions invested in this country, in American invest-
ments, and the income from that, amounting to several hundred mil-
lions a year, was used by Europe to 1)urchase our products, but we
know that those investments have been sold and are being sold, and
when the war is over they will not have the investment income to
purchase our products.

We also know that most of the shipping was done in European
ships, but they are being sunk very rapidly, and we are building ships
so fast-we are building a much greater merchant marine than Britain
ever had-that after the war Europe will not have that shipping
income.

In addition, we purchased from the European colonies rubber and
various other products to the extent of about $900,000,000, and at least
that much money went from these colonies back to Europe and Europe
had approximately $900,000,000 a year to use in buying our products,
which they will not have after the war.

So, I shall say, instead of that being the answer to the problem, it
is really one of our greatest problems. Our export markets will then
be ex-mnarkets.

I have discussed very briefly and most incompletely the effect on
agriculture. Next I want to show the effect upon labor.

In the shipyards in 1937, our largest peacetime year, we had 62,000
workers. This year we will have 1,250,000 workers, and it was esti-
mated, I believe, that next year there will be 1,500,000 workers.

When the war is over there is one thing that we will not need to do,
and that is to build ships, and there will be practically no workers in
the shipyards; so we will have more than a million men trained for
the building of ships whom we will not be able to employ.

In 1937, our largest peacetime year, I believe, in the automobile
industry we employed 562,000 workers. Next year, in that industry,
we Will have 1,500,000 workers-not building automobiles, of course,
but building tanks and various weapons of war.

After the war is over it has been estimated that we will not be able
to employ more then we had in our largest peacetime year, which
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means that we will have at least a million idle men trained for the
production of war machinery in the automobile industry for whom
there will be no work.

I shall not take the time 1o discuss the various metals, but these
columns will give you an illustration of the distribution for war
purposes of our various metals.

Senator BRowN,. Mr. l)avidson, I agree with you up to the automo-
bile business there, but don't you think the fact there will be a great
shortage of new automobiles, at least for some time, will require a
pretty heavy production in the automobile business?

Mr. DAVm)soN. We got the figures from, I believe the name is, the
Automobile Chamber of Commerce, and we found, when we got
figures from such organizations, if there was any fault they were too
optimistic. They do not believe that there will be, counting the
change-over in machinery, and till that sort of thing, they do not
believe there will be a greater employment of labor there, the first
year or two after the war than there was before.

Senator BnowN. There are, roughly, from 28 to 30 million auto-
mobiles in use in the United States in average times. If for a period
of 3 or 4 years you stop producing 4 to 5 million automobiles per year,
it does seem to ie that there will be a pretty heavy latent demand
for automobiles.

Mr. imtSmoN. No doubt you are right, sir; but the industry seemed
to think the actual number of employees would not be higher than
in the previous petcetime years.

Senator BAIKLEY. If anyone has money enough left to buy one.
o Mr. D.\vmso.x. Perhaps so.

Senator IBuo\vN. You, l)erhaps, did not see the swell model he had.
Mr. l)AVnSON. In regard to the metals, we were talking last week

to an executive of one of the largest drop-forge plants in the country,
drop-forging steel for various airplane parts, and Ite stated that
when the war is over their whole pltnt will have to be changed over,
because there is going to be a demand not for the steel, bit for the
light metals.

We have had various l)Oi ile tell us that the increased use of magy-
nesiul and alulinutin, in tie ighteri metals, will find new employ-
ment, but what it will to is merely take laborers who were formerly
working in the heavy metals, andI have them working in the light
metals.

Here is the most unusual chart, I think. The largest peacetinle year
for the aviation indulistry resulted in 24,000 employees. By next year
there will be 1,700,000 employees in the aviationindustry, a greater
number than we had in peacetime in steel, in atiutomobiles, in textiles,
or in tiny industry in existence.

Within just 2 or 3 years, the aviation in. ry jumps from one of
the smallest, event lower than the shipy:. to larger thata any
industry we had in peacetime.

It has been estimated that when the war is over, if all first-class
mail is carried by plane, if all Pullman passengers ride on planes, and
if all ocean-going cabin passengers use iilanes, we will then be able
to have 200,000 workers in the aviation industry, which will leave
1,500,000 looking for work.

Without taking your time to go into detail regarding aill of the
various industries, we secured, from tie Ulhce of Fatas au tIgut'e ,
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this figure, that when the war is over, there will be coming out of the
war industries 20,000,000 workers, and according to General Hershey,
10,000,000 coming from the armed forces of this country, leaving
80,000,000 looking for work.

Some of those will be women, and they will go back home-we
hope-and some of them will go back to the farms, and some of them
will find employment readily, but we estimated that there would be
at least 18,00,000 who will have great difficulty in finding work.

So we say that unemployment plus demobilization may equal de-
moralization.

As I said at the beginning, we discussed the subject with econo-
mists in the Government and with economists outside. I think we
discussed it with some fifty-odd economists and alleged economists,
and in every case we were told that capitalism, or the American sys-
tem of free enterprise, cannot possibly survive another long period
of mass unemployment such as we had in 1930 to 1934.

We mean by that that unless we plan to avoid unemployment and
if we have those 18,000,000 people looking for work, there are going
to be mobs, and we mean that the system to which we are accustomed
will simply not survive.

So we say that it is extremely important, while we are fighting the
war, to plan to put this sign in the various industrial plants when the
war is over. The sign reads "Men at work."

Senator VANDENERO. Your chart shows that sign up in Canada.
I wish you would bring it down into the United States.

Mr. DAVIDSON. We will have to change that one.
Senator BnowN. I notice it ends up in a Republic State.
Mr. I)AvmsoN. Occasionally we have been criticized for spending

time and effort on the subject'of pott-war planning, but we.believe
that business should spend time. and effort i1 post-var planning in
order to work hand in hand with Government, which is spending a
tremendous amount of time in post-war planning.

Almost every department of the ,Government has a post-war plan-
ning division. I think-at this time I do not know the exact num-
ber-there were as many as 300 men engaged in post-war planning in
the Department of Agriculture.

The department of Labor has a post-war planning department. I
think they were granted an appropriation of $90,000 not long ago
just to mtke one survey for their post-war planning purposes.

So, even in the Delartment of State, in every department of the
Government practically, there is a post-war planning department.
Of course, those plans'are based upon what the Government will do
after the war, and they are based upon money to be spent by the
Government.

The President established the National Resources Planning Board,
and the main job of that Board has been post-war planning, and this
is the plan which they published, that when the war is over we will
have to have several billion dollars spent each year for armed forces
to police the world. I believe Mr. Sumner Welles made a speech iiot
long aigo and alluded to that subject. That it will be necessary to use
several billion dollars for foreign loans 1o revive the markets for
American goods.

AMy personal idea is that those loans will be paid just like the lend-
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Then, in addition to that, there has to be several billion dollars
used in public works, such as W. P. A., C. C. C., and N. Y. A.

The pilan stated that the total of these items would amount to $15,-
000,000,000 a year, and that that amount should be spent by the
Government.

We think that if business will do its part it will not be necessary for
the Government to spend so much.

We then say that Congress might hesitate to add $15,000,000,000 a
year to this leaning tower of debt, when the war ends. I do not know
what the total debt will be because 1 do not know when the war will
end.

The Tax Foundation estimated that the indebtedness would be $266,-
000,000,000. I believe over $200.000,000,000 has L-en al)propriated for
war, but, to be conservative, just suppose that this debt totals $200,-
000,000,000 when the war is over, the interest on that at 21/2 percent
will be $5,000,000,000 and will equal the total 1939 tax bill, which
means that to pay that interest we would have to have one tax bill as
large as.the one in 1939 for that purpose alone, and then we will have
to have another bill to pay your salaries and pay for the other expenses
of running the (overmneut, and we question w ,hether Congress would
pass a bill of $15,000,000,000 a year to help avoid unemployment after
the war.

Now, here is the problem: We have to change from war economy
over here [indicating] to normal peacetime economy, and the bridge
that crosses is national income and national emp)loymnent. The column
that supports that bridge is investments.

We produce two kinds of goods-consumer goods and investment
goods. WIien these goods are produced i nvoines are paid out to those
who produce them. that part of ineomes spent for consumption takes
consitier goods off the market and enables their production to be
continued. That part of incomes which people .ave must be spent for
investment goods if full production is to be maintained, The more
we save the more has to be spemi-t on investlent goods, to absorb
these savings and kee ) mien at work producing things that will be
bought. If we save 10 percent of our incomes, then 10 percent of
our total production must he in the form of investment goods. If
we save 20 percent, then investment goods must account for one-fifth
of total production. If we save 33 percent, investment goods must
account for one-third of production. Once people get in the habit
of saving a certain percentage of their income, they do not change
their rate of savings substantially or quickly, but the amount invested
in factories, machinery, public 'utilities, housing, and public works
does cliange substantiallyv a1d quickly regardless of what percentage
of income people save.' For this reason the amount of investment
usually determines the size of the national income and the amount of
elloyloelnt.

In 937 individuals saved 10 percent of their ineone. This meant
that investment goods had to account for one-tenth of total produc-
tion. Opportunities could he found to make investment outlays of
only $7,000,000,000. As a result, the national income was only $70,000,-
000,000, and there was considerable unemployment, because $7,000,-
000.000 is one-tenth of $70,000,000,000. If $10,000,000,000 of invest-
;.-..t oppcni,..tiq onld hnva been found the national income would
have risen to $100,000,000000, and there would have been very iittie
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unemployment. If, after the war, people again save oihy 10 percent
of their income, $10,000,000,000 of investment opportuni ics will en-
able us toproduce near capacity with almost full employmi nt. Under
such conditions, the investment column would have to be orly $10,000,-
000,000 high to support the bridge of prosperity above tlh chasm of
depression.

In wartime the demand for investment goods is abnormally large,
as we have demonstrated with the charts showing the abnormal
exI)ansion of metal production which provides the raw materials for
investment goods. We are therefore forced by the war to save
enough of our income to pay for this abnormally large production
of investment goods. In 1943 we will have to save at least 30 per-
cent of our income because of the war. If the habit of saving 30
l)ercent should continue after the war, we would need $30,000,000,000
of investment opportunities to enable us to produce a national in-
come of $100,000,000.000, because $30,000,000,000 is 30 percent of
$100,000,000,000. We do not think the savings habit will continue
as high as 30 percent, nor do we think it will fall to the pre-war rate
of 10 percent. It is likely to be somewhere in between these two
extremes, possibly 20 percent, in which case the investment column
will have to be $20,000,000,000 high. It is interesting to note that
the investment column was about $20,000,000,000 high in 1941, that
the national income was $95,000,000,000 in that year, and that ill-
employmelt was relatively small but still larger than the irreducible
mjnim mii. Foirtihermore. $10,000,000,t)000 of investment ila 1940 pro-
vided a national income of oly $77,000,000,000, and unemployment
in that year was about 7,000,006.

Somie Peo)le thi,,k that we amy save less after the war, because
consumers will spend more of their income to buy automobiles and
refrigerators which they could not buy during the war. In 1941
consumers did buy more of these dural;le goods than they normally
would, because the, knew they would not be able to buy them later.
In spite of spendlilg $10,000,000,000 for this l)urpose, olne-tenth more
than was silent in 1929, there still remained savings of $20,000,000,-
000 to be absorbed by investment outlays. For the,.;e reasons, we
thiik the investment colhmm after the war will have to be about
$20,000,000,000 high to maintain full l)roduction and employment.
If the post-war savings rate is 2 percent and we find investment
opportimities of only $10,000,000,000, about the same as in 1940 and
in 19)29, our national income will im only $50,000,000,000, for $10.-
000,000,000 is oiie-tiftli of $50,000,000,000. - When adjustment is made
for changes ill the price level, this would be the same level of pro-
duction and emlploymient as in 1932.

The stones in the investment column represelnt the various uses
to which investimment goods can be put. In constructing the post-war
investment column we have made the most optimistic estimates pos-
sil)le of the size of the various stones. It is our opinion that, unless
speltial plans are miiade to stimulate various types of investment,
thesestones will be much smaller than they are iown in the chart.

The bottom stone represents miet-capital exiealditiir'es, after delreci-
ation, for all public utilities, including g electric, telephone, an(1 rail-
roads. The figure $1,800,000,000 is the amount of net investment in
1929. In that year there was considerable gambling in the securities
n-f -11,n-Ars 111-1 oPnvnlh, Plo,,fio.-inwor ,Arl lirvht eoro ,oipq Aq n
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consequence, these companies raised mch i ore ca 1)ital and spent
much more for expansion than was normal. For some years thereafter
this excessive expansion was balanced by a very low level of invest-
ment. A repetition of speculative investment in public utilities is not
likely after the war, and it is probably more reasonable to assume that
this stone will be only one-third as large, comparable to the $500,000,000
of investment in 193.

The second stone ,e)resents commercial and miscellaneous construc-
tion, such as office buildings, stores, etc. Ti figure "$1,500,000,000"
represents the amount of net investment ill 1929 when we had a sky-
scraper-building spice. In view of the fact that many of the bonds sold
to the )ublic to provide the funds for constructing these office buildings
in 1929 are now selling in the market at only 50 cents on the dollar, we
are not likely to have another office-building spree after the var. This
stone is nore likely to approximate in size the $700,000,000 so invested
in 1937.

The third stone represents net investment iin new houses. By net
investment we mean the amount spent for residential construction after
silhtracting time amount of depreciation on houses standing each year.
This depreciation was $2,1500,000,000 in 1929, and( in recent years it has
run about $1,800,000,000. The figure $4,000,000,000 shown in the chart
is the most optimistic estimate that can be made and is almost four
times as large as time $1,000,000,000 invested in 1929 and the $900,000,-
000 of net investment in 1041. The stone can be this large only if spe-
cial steps are taken to reduce building costs or to subsidize house builll-
ing. The developmentt of prefabricated housing is the most hopeful
step that could be taken along these lines.

Another stone that mioht be in the investment eohnun would repre-
sent the capital expenlflitures of farmers for buildings and farm
machinery. The reason why it is not shown in time chart is that
annual depreciation of farm plant and equipment is about as large as
gross investment in most years. It is true that such expenditures
exceeded depreciation by $100,000,000 in 1929 and in 1937. That
aight happen again after the war if we take steps to achieve full
employment at home, to feed Europe, and to maintain farm prices.

The three lowest stones shown in the chart add up to $7,300,000,000
if we make the most ol)timistic assumptions possible. This is not
enomigh to build a column $10,000,000.000 high, which is the minimum
that under any Sa retch of the imagination could sustain business activ.
ity at a prosperous level. To build a column that high at least
$2,700,000,000 of other investment stones must lie found. To build a
column $20,000,000,000 high, which we think will be necessary, addi-
tional investment stones aggregatinig $12,700,000,000 must be found.
Possible stores that we can use to construct this column high enough
to support the prosperity bridge are (1) investment in manufacturing
and mining plant and equipment; (2) Government deficit spending for
public works and relief; (3) lending abroad to pay for a favorable
balance of trade; anld (4) additions to business inventories.

The fourth stone, investment in manufactming and mining plant
and equipment. is the one that everyone wants to be the largest. stone
in time column, because it represents expansion in our capacity to pro-
(111ce mnanufacttired goods. Time larger this stone is the smaller will
the other stones have to be. Everyone wants tie stones representing
Government spending, lending abroad, and additions to inventories to
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be as small as possible. The only people who advocate putting Gov-
ermuent spending and lending abroad into the investment column
are those who fear the column will not be high enough to sustain
prosperous business activity if these stones are left out. I am sure
they would want to discontinue Government spending if investment
in manufacturing plant and equipment could become a large enough
stone to take its place. Flow large could this stone possibly be if we
do not take any special steps to make it grow? In 1929, wlen a stock
market boom brought about more manufacturing expansion than most
economists considered to be necessary at the time, net manufacturing
investment was only $1,500,000,000. In 1937 we had another tem-
porary boom in manufacturing expansion with a net investment of
$1_000,000,000.

Let us assume that after the war businessmen will have as much
confidence as they had in 1929 and that investment in manufacturing
will again amount to $1,500,000,000. A stone of this size added to the
three lowest stones, amounting to $7,300,000,000, would nake a total
column $8,800,000,000 high. This would not be high enough to sup-
port a.t bridge over the most shal low chasm I lhat we a (an possibly con-
ceive of. Kwllch an investment column would be less than half as high
as the $20,000,000,000 which we think will be necessary to support the
post-war l)rOslerity bridge. Yet we have made the'most optimistic
estimates possible 'in building Ill) these four stones. More realistic
estimates of the probable post-war size of these four stones would
build a column only half as high as the one shown in the chart. It is
difficult to see how we can maintain a high level of business activity
and employment after the war unless Government deficit spending
is tremen(lously large, perhaps $10,000,000.000 to $15.000.000.000, or
unless we make specific plans now to stimulate the growth of the other
stones in the post-war investment column.

Two of the stones haw been placed at the side of the investment
column in the chart and are called faulty stones. The reason is that
they represent types of investment exlpenditures which cannot be con-
tinued year after, year andi which sometimes represent negative figures
which reduce the size of the investment column. Everybody remem-
bers that in the 1920's we were able to export more than we iml)orted
because we lent money abroad in order to provide foreigners with
the dollars to pay for our excess of exports. We have been told by
economists that foreigners could repay these loans only by exporting
more goods to us than we exported to them. We were not. willing to
have our markets flooded with foreign goods, and (onsequently these
loans have not been repaid. It is doubtful that private American
citizens will throw good money after bad by making additional loans
and investments abroad after this wiar. For this reason we do not
see how we can have a favorable balance of trade after the war unless
our Federal Government lends money abroad, We also fail to see
how these loans could ever be repaid, amd so they should be considered
as a gift out of our generosity to needy foreigners. Obviously we
are not likely to make such gifis year after year.

Additions to inventory are considered a faulty stone, because whein
inventories are built imp above normal in 1 year they must be brought
down to normal in a subsequent year by inveintorv liquidation. In
1929 ve added $2,700,000,000 to bumsiness inventories. Im the next 3
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years inventories declined $5,500,000,000, tin average of $1,800,000,-
COO per year. What goes up must come down. If we achieve pros-
perity by adding to inventories in 1 year, we thereby bring about de-
pression in a subsequent year as these inventories are reduced to
normal.

Mr. DAvIDsoN. This is quite evident: If Uncle Sam after the war,
has to carry the Federal debts, the foreign loans, and public works, it
is only fair to say the billions required in industrial conversion and
readjustment will be quite a burden if you are going to pass it along
to those others.

Ever since the days that Joseph stored up grain in Egypt during
the reign of Pharaoh, I believe business has endeavored, (daring the
fat years, to build up reserves to take care of it during the lean years,
and that wais not difficult to do.

For instance, in 1929 the Federal taxes were only 11 percent. Of
course, they did not say "only" in those days. That left 89 percent for
expansion, for increased inventory, for the reserves for the lean years,
and for dividends, and so it was perfectly possible to set aside reserves
for lean years.

Under the proposed tax bill which you have before you, the rate for
different corporations will be different according to what their excess-
profits tax base is, but we figure in quite a number of cases the total
tax rate will run as high as 87 percent.. That will leave 13 percent for
expansion, for increased inventory, for reserves for lean years, and
for dividends.

Senator BAniLmY. Let me ask you something in regard to that fig-
ure in the left-hand corner. I understand you to say it was 11 percent
of the total national income that was rel)resented in' taxes. - -

Mr. DAVIDSON. No, sir. This is the tax rate of the corporation. The
corporation paid 11 percent on its income. This figure of 87 percent, of
course, is theoretical. As a matter of fact, when you have an 87 percent
thioretical general tax rate you have a much higher rate than that for
many companies, and it has been proven that in some companies you
have a rate of 107 percent, making it absolutely impossible for the
corporations to lay aside the reserves for this readjustment after the
va, such as the clanging of machinery and working on new products,
less those reserves can be free from tax.

SeMtor TA . How does that 107 percent wvork? What is it that
makes that possible?

Mr. D,%vmsoN. Well, there are quite a number of items in that, Sena-
tor. There is a little booklet of about 6 or 8 pages written on the
subject by Mr. Stain, that was printed and given to the Ways and
Means Conmittee and to the press during their executive sessions, that
is I)y far the best thing on the subject.

Mr. Stann, in his booklet, takes about eight pages to explain it.
Lie shows why in England, for example, they found from actual ex-
perience that a theoretical rate of 80 percent in some cases meant a
much higher rate.

I slhall try to explain that very poorly. I should think, Mr. Chair-
man, it would be a good ilea to have Mr. Stain's report on that subject
included in the record here, if you are interested.

The CIAInMAN. We will have it before us, Mr. Davidson.
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Mr. DAVIDSON. If Mr. Henderson, Senator Taft, is successful in
keeping the price rise down to only 10 percent-and I will certainly
compliment him if lie does that-

Senator BARtLEY. You mean from now on?
Mr. DAVIDSON. Yes.
Senator BARKLEY. It has already been 15 percent, since World War

II began.
Mr. DAVIDSON. I mean from now on.
Senator BARKLEY. Yes.
Mr. DAvIDsoN. Let Ius take the 90-percent rate; here is a corporation

whose inventory prices are increasing at the rate of 10 1)erceiit a year.
If its wages are increasing, it can deduct them from its taxable income
but its inventory increase cannot be deducted. Its replacement of
machinery cost is also increasing 10 percent a year.

That goes along for several years an(I the'war ends and we have
deflation and prices come back to normal. Remember that ht the
close of each year when the corporation figures its profit, it does not
figure profits on the basis of how nuich cash is left in the bank, but
that the increase in inventory prices has resulted in a paper profit, and
the corporation has to pay 90 percent of that paper profit out in
taxes.

When the war is over and we come back to normal and the corpora-
tion needs that 10 percent, because prices went up and came down, they
do not have it; 90 percent of this unrealized profit was paid out in
cash, in taxes.

Also, many expenses, on an accounting basis, may not be deducted
for tax purposes. This partially explains why the actual tax rate in
many cases is higher than the rate stated in the law.

I believe that after the last war there was a commission or com-
mittee of Congress appointed to study the effects of the last war so we
might be better prepared for the next time, and Mr. Arthur Ballantine
testified before the committee that they had found 80 percent was
the 'maximum rate that could be safely assessed against corporations,
and gave reasons similar to those that I have just mentioned.

Here is how England solved the problem. The British Government
admitted that when the exccss-profits tax rate, or any rate exceeded
80 percent, it resulted in waste, inefficiency, extravagance, in reducing
war h)rocldtion, and in losses for many corporations, and yet public
opinion forced upon them a rate of 100 percent. So when they put
the rate of 100 percent in effect, to satisfy public opinion, they at the
saie time, put into effect a )ost-war ref and of 20 percent, because they
knew that the corporations could not stand a higher rate than 80
percent (that was the way that they solved it) ; flat 20 percent to
come back after the war, believing that it, will be used in stimulating
business and resulting in avoiding unemployment.

Fop this purpose. the Trea.iury, when it. first appeared before the
Ways trnd Means Committee, suggested a credit to come back after
the war equal to the excess over 80 percent, and, as they expressed it
at that time, that whenever any dollar is taxed more th an 80 percent
that excess should be refunded after the war. Others who have studied
the problem have recommended including not merely the excess profits
over 80 percent, but also refundinga part of the income that is subject
to normal tax of corporations, and also extending the post-war refund
to individual inconie taxes,
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Senator BARKLEY. Is not the net result of that, if the Government
taxes 80 percent and then borrows all over that, if it is going to refundit, it is js on

fr. I),AVIsos. That is the net result. It is the same as if they paid
80 percent and then had bought non-interest-bearing bonds with the
balance.

Yet it was the only solution that Great Britain could find, and, as
you know, in England they have had about four times as much experi.
ence with excess-profits taxes as we have had. They have had quite a
number of years of real experience.

Senator VANDENiwio. And experience with the war, also,
Mr. DAVmSON. That is right.
Senator BnowN. Those bonds would not be payable or convertible

until after the war?
Mr. DAVInsoN. Those bonds would not be payable or convertible

until after the war.
As Senator Barkley said, it is the same as borrowing money until

after the war, without interest.
In England, at the same time that they put into effect the 20-percent

refund oir corporations, that is 20 percent of the income subject to
excess-profits tax, they also gave a similar provision to individuals,
which meant borrowing money from individuals without interest, to
be paid after the war.

We beli ve this; we believe that the memorandum prepared by Mr.
Stain should be studied carefully. We believe the experience in Great
Britain will indicate that if you have 90-percent taxes, such as in this
present bill, without an adequate post-war reserve, that when the war
is over and we have the deflation l)eriod, that corporations will-die
just like flies do at the end of summer.

Now, in endeavoring to find some automatic yardstick for deter-
minin, which corporations would need most a reconversion fund,
which corporations would have the greatest conversion problem, we
found this interesting fact: The larger the percentage of a corpora-
tion's earnings that were subject to excess-profits tax, the greater that
corl)oration's need for conversion after the war. That is not abso-
lii tely correct. Notice the aircraft industry, approximately 82
lpercelit of its earnings are subject to excess-profits tax, more than any
other industry, and we know that when the war is over the aircraft
industry will have the greatest conversion problem.

As you come down here to the food, soft drink, and cigarette indus-
tries, those industries, when the war is over, will not halve to throw
out machinery, and put in new machinery, they will not have to
change their plants, thev will have an entirely different problem, and
we find likewise that with them te percentage of income that is sub-
ject to excess-])rofits tax is much smaller.

So we found this, that oi the English plan of having the refund
based upon a percentage of fhe income that is subject to excess-profits
tax, that that auttonmtically provided-to a g ret extent-the, la rest
fund for the ior)pormitions having the greatest cooversion 1mroIlem.

Gentlemen, it is not oni' desiree or purpose to recommnend any ar-
ticular plan, We would like to point out some fundaiiientals which
we believe are essential, and they are these:

First, we believe that thIe size of the fund should he at least a
billion dollars a year. There are several ways of reaching that. 'Tlie
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14 percent, which was at one time in the House bill was sufficient,
according to the Treasury, to produce $1,000,000,000 a year.

But that is not the only basis. A similar' percentage, subject to
excess-profits tax with a portion of the income-subject to normal tax
will also raise the same amount, and we think that $1,000,000,000 per
year is the minimum if we really want to try to avoid unemployment
when the war is over.

Tle second principle is that of certainty. Let me give you an ex-
ample. The aviation companies will have the tirgest percentage of
lay-off of labor of any industry, unless something is done about it.-
Some of these companies have blueprints on hand already for the"
production of flivver planes, and I think that when the war ends
others will have similar blueprints. They will not have, however,
the risk capital or venture capital required, and they will not have
any l)lace to get such risk or venture capital. They will be forced
to let a large percentage of their men go; then they will probably
produce a few samples and put the samples out and try to get orders,
and when they get orders then they can borrow the money on those
orders to pr(;duce the planes, probably a year or more after the
hostilities cease.

If those companies have this post-war fund of risk capital or vemi-
ture capital, then instead of letting their men go they can start pro-
ducing those planes immediately and take a chance of their being able
to sell them, and the chance is pretty good. They will have the
capital that they could not get from banks or other places, and they
can put their men to work immediately.

The point I am getting at is this: This certainly does not have any
value if the corporations receive some kind of post-war certificate
that they believe they can get money on after they have gone through
about three courts. lnder such conditions the plan would fail to
carry out its purpose. That was why we suggested at the start, that
at the time a corporation' pays its tax, instead of after the wiar, at
the time tme corporation l )ays its tax, it should be given bonds, which
are the same is any other United States bond, except that they are
nonnegotiable and noninterest bearing.

By being nonnegotiable, you do not have to worry about the cor-
l)oration speiidimr the bonds before the war is over. They cannot
spend them. By being noninterest bearing, the Government'does not
have to pay out any money during the war.

But if those bonds, when the war is over, automatically become
negotiable or "assignable," as stated in the House bill, then they Clan
be turned into cash. We think that they must have that element of
certainty or else the plan is of no value whatsoever.

Now tile next one is simplicity.
Senator TAr. What about the end of the war? Iow do you know

when that happens?
Mr. DAVIDSON. How do I know when the war ends?
Senator TAnT. Yes.
Mr. DAVIDSON. Senato-, I was very much in hope. that that ques.

tion would not be asked. There was an attempt, and I think a pretty
good attempt made to draft such an explanation in the Ways and
Means Committee bill when this provision was put in that measure.

Anyhow when that event as described in the bill happens then we
vant, from then on, the thing to be certain.

275



276 REVENUE ACT OF 1942

Senator VANDENBERG. When you talk about the end of the war,
you mean when the armistice arises, you do not mean the ultimate
peace that may come 3 years later?

Mr. DAvIDSoN. Yes, sir; I think the wording given by the expert
was "cessation of hostilities."

Senator VANDENBEiG. That is quite different from the "end of the
war" technically?

Mr. DAVIDSON. Yes; on this fundamental called "simplicity" I
might mention that during the last var, when 'you had the excess-
profits tax for the fist time, we had a provision about invested capi-
tal. We have accounting rules that define "invested capital"; but,
nevertheless, as you know, the courts have been trying ever since
then to determine just what the invested capital of certain companies
was.

Now, if we put a lot of restrictions around the use of these funds by
the corporations, so that they have to go into court to find out
whether the purposes they intend using them for will finally be
upheld and they cannot use the funds as soon as the war is over, that
would destroy the purpose.

Senator RADCLTEE. Over on B, on the left-hand page, where you
state, "Make bonds nonnegotiable until end of war," you suggest no
limit on nonnegotiability.

Mr. DAviDsoN. None whatsoever. The idea being not only ours but
of everybody in the various Government departments that after
hostilities cease the sooner corporations start using these funds the
better.

On this subject over here, in regard to the use of the funds after
the war, the British Government decided there should be only gne
restriction, namely, they should not be paid out in dividends.
The American Federation of Labor-their official tax committee-

wrote a letter to the various members of the Ways and Means
Comnlittee-and I have a copy of it here'-and in this letter they
suggested that with the exception of the money not being used for
the payment of dividends, there should be no further restrictions,
and in every case, it should be left to the discretion of the board
of directors of each corporation. With your permission, I should
like to have that letter inserted here.

The C AIM,AN. Very well. It will be inserted.
(The letter referred to is as follows:)

AMERIbCAN FFoFRMifON OF LAIOR,

Mion. A. WILs ROBER.TSON, Washbigtor, D. V-, May 19, 1942.
!ember, Ways and Means Co mmittee,

United States House of Ieprescntatives, lWashI tgton, D. C.
Mvy D.u Co.oGR.ssNAN: We, the members of the committee on taxation of

the AureNlcan l,'evliratLon of Labor, urge 11110n you and the other areiahers
of the Wrrys and Means Committee, that you include in the taxation program
that you now have slider corisileration lplaus whilh will aid In alleviating
suffering frorn mass irernployment at the close of tie war. We believe that
mreveitiorn aind 1llviatioti of mass uremploymnent is fundamental to tile preser-
vtiorl of our denmocratie political institutions as well' as to individual initila-
tive In tire economic field.

Because of our well-known interest in promoting full employment at all
times and In the preservation of democracy, we are vitally Interested in
phmiirg now for post-war recovery and reemployment.

As a muans toward tis enIl in England, the British Government hits agreed
to refunl to corporations after the war, 20 percent of the income of these
corporations that Is now subject to excess-profits tax. Unless this 20 percent
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used in expanding business, the effect is merely to postpone the effective
date of taxation. This will create a pump-priming fuad which can be used
for any business purpose except the payment of dividends and Is intended to
provide employment for those who are no longer engaged in war activities.

When this war ends there will be millions of laborers in this country who
will need to change from war to peacetime employment and the American
Federation of Labor would like to moe something similar to the above-
mentioned plan included In the tax bill which you are now preparing.

While we are primarily Interested In principles, rather than details, we
would suggest that the income be taxed to the corporations at the time received
or used and be taxed at the rates then In effect. The British inoosal that
the use of the funds be not restricted except that they may not be used to
pay dividends, seems advisable to us.
We respectfully urge that your committee make every effort to provide in-

sofar as it is possible, against the need of future Federal appropriations for
(lie sole purpose of providing "make work" for the future inevitable conversion
unemployment.

Respectfully yours, (Signed) MATrrimEW WoTA,
Chairman, Committee on Taxation, Americas. Federation of Labor.

Mr. DIDSO, In the Ways and Means Committee, when the post-
war provisions were put into the bill, these restrictions [pointing to
chart] were also entered, and I myself see no particular objection to
them, that is, that the funds may not be used after the war for the
payment of cash or stock dividends; for the payment of taxes or salary
increases of executives; increases to reserves unless employed in busi-
ness, and increases of securities.

The next element we suggest as being essential is immediate action;
that is, if you start this now and you find later that your fund is
growing too large you can easily stop it, but if you wait to start it, it
IIa I not be large enough.

r should like to insert, along with that letter, also a letter that is on
this next chart, from the national legislative committee of the Amer-
ican Legion on the same subject.

The CHAInMAN. Very well; it will be inserted.
(The letter referred to follows:)

TuE AMERICAN LEoioN,

Washington, D. 0., Jane 41, 1912,
lion. ItOlElT L. DOUuHTON,

Chair-man, Walys an d Means Committee,
House Offee Building, Washington, D. C.

MY DEA CON.imq S AN DoucnITON: As you know, for more than 20 years the
American Legion has advocated a universal service plnn, the purpose' of this, of
course, Is to dcprofitize war and it is our understanding the Ways and Means
Conimttee is giving serious and studious consideration to this subject for In-
clusion In the forthcoming tax bill.

At the last meeting of our national executive committee an allied subject was
consIdered-it is that some thought should be given to possible unemployment
In the post-war years. It Is our thought that prevention and alleviation of mass
unemployment Is fundamental to the preservation of our democratic political
Institutions.

It is our understanding that England, in planning now for post-war recovery
and reemployment, has adopted a system of refunding to corporations, after tie
war, 20 percent of Income of corporations, which income Is subject to excess-
profits tax. Unless this 20 percent Is used in expanding business the effect is
merely to postpone the effective date of taxation. This will create a pump-priming
fund which can be used for any business purpose except the payment of divi-
dends and is Intended to provide employment for those who become unemployed
in tle transition from wartlime to peacetime.

We respeclmully urge that your committee give serious consideration to some
plan whereby Industry many be encouraged to prevent and alleviate mass unem-
ployment in the post-war yeors.

Sincerely yours, (Signed) F. M1. SULLJVAN;
Acting Director, National Legi8lative Committee,



REVENUE ACT OF 1042

Mr. DAVISON. I-ere is an unusual thing (pointing to chart). I
was surprised when someone sent me this reprint from the Buffalo
Federation of Labor Herald on June, 19, because that re)rint con-
tains the chart which I have shown you, which was in a booklet we
published and the written material was taken from that booklet.

I investigated and found, as stated in 'itis advertisement that 20
local labor unions were enough interested in post-war recovery and
reemployment to pay for a full-page advertisement in the news-
pap~ers.

Before this subject was discussed in any committee, Mr. I)onald
Nelson was speaking before the Naval Affairs Committee as a wit-
ness, and Mr. Nelson, being asked a question by Mr. Mais, said:

I do think there is going to be a treinendous cost of converting back
firoim wax-rtline to peaceoti e, and thut ,ootewitre there should be t reserve
ihat will take Cre0 of that-perhaps in the shalie of non-interesi-bearing bonds
of soni kind which will mature when this thiwg is over.

Mr. Maas said:
Do you believe tint industry would b, perfectly willing to sactrifie any profit,

especially if It was deferred until tie3' needed it?

Mr. Nelson said: "I an sure of that, sir."
Now, I would like to explain right he-c that when I first discussed

this subject in the Treasury. quite a long time ago, I said I did not
believe that it would be possible to raise, through the tax bill, any-
thing like the amount of revenue that this couut-y needed during tLie
war'.

I (to not believe that the tax bill. the tax provisions as recom-
mended by the Treasury are anyvhere near large enough. We also
do not believe that this year the combination of revenue from your
tax bill (when it is completed) plus the bonds that will be sold to
individuals, will produce suilicient revenue.

In other words, we are afraid that the Government is going to be
forced to sell more bonds to commercial banks than should be sold,
if we wish to prevent inflation. Therefore we suggested about 6
moms ago, that every effort should be made to secure, in revenue
from corporations and from individuals, the largest possible amount.

Now we believe this, just as the, did in England; if you have an
excess-profit tax rate that is higher than corporations can stand and
remain solvent and then you havei a refund after the war through
the means of these bonds, you can prevent that insolvency; you can
prevent the difficulties anti you (an collect more revenue now.

Back in 1931 we were advisors to several banks and we said to
those banks, "From now on until this tiing is over just, forget about
Iimaking money. The question of makig money is not important,
le important thing for you is to remain solvent wlen this trouble

is over, so that you can continue operating for many years there-
after."

And we have been saying recently to our client corporations, "For.
got about, making profits during ihe war. Thac is not important.
The important thing to you, from a solvency standpoint, is to be in
a solvent condition when this war is over, and be in a condition to
continue to operate for many years thereafter."

Senator WLsn. Have some of them accepted your advice?
MI. Dvi)SmN. Yes, Senator. You might think I am joking or

exaggerating, but we have also advised several of our clients to go
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to the purchasing departments of the Government and voluntarily
make refunds, and they have accepted that advice.

Senator WALSu. I have in mind the Du Pont Co. They have cut
their dividends for that purpose.

Mr. DAvDsoN. I do not know about what the Du Pont Co. has done.
Our corporations are the medium-size corporations. They are not
listed on the stock exchange. They are corporations about i:±c size
of the Johnson Wax Co.-medium-sized corporations.

Senator WALSH. The same advice would apply to industrial com-
panies that you recommended to the banks?

Mr. DAVIDSON. Yes, sir. We think while the war is on, corpora-
tions should not put first the making of profits. You may take away
all of its war profits during the war, provided the corporation can
have some reasonable assurance that when the war is over it will not
be insolvent and that it cain operate for many years thereafter.

Senator VANDENBEiR. Does your advice regarding the elimina-
tion of profits go to the extent of eliminating normal dividends?

Mr. DAVIDSON. That would apply differently to different types of
companies. Where the companies are owned by a family, such as
most of the companies we represent are, and, as I say, we are advis-
ing the smaller, medium-size companies, we think even that could
very well be done. If the company is owned by a family, the question
of its dividends, we think, is not so important, while this country's
like is at stake.

Regarding utility companies-and we do not have any connection
with any utility conipanies-where such companies sold preferred
stock to the widows and to trusts, and to all types of investment clients
in their cities, sold them at 4 or 6 percent, and those people had
reason to believe when they bought that preferred stock, that they
were buying a sound investment security that would pay them divi-dends, that, presents a different situation.

I lived in touisville, Ky., for 30 years.
Senator BAIIKLEY. Why did you leave and come down he :e?
Mr. DAvIDsoN. Well, Senator, I go back two or three times a year.

I remember quite well when the Louisville Gas & Electric Co. sold
its preferred stock-I think it was 6 percent-my mother was a widow,
working for a living, and at that time she bought a little of that,
about $200, I believe. I know other people of the same type all over
the city who bought that class of security. They thought, as long as
the people in Louisville used electricity or gas, either one or both,
the stock, being preferred, was going to be good and would pay
dividends.

Now, I should certainly hate to recommend that those companies
should discontinue paying dividends at this time, but I think there
are many closely held companies that could.

Senator TAFT. That ought to relate more to tax on normal profits
than tax on excess profits.

Mr. DAvIDSON. That was the question that Senator Vandenberg
asked.

Senator VANDENBERG. Yes.
Mr. DAVIDSON. Of course, every once in a while when we are told

about some hardships in the tai laws, we are told that it is much
worse over in England.

16093-42-vol. 1-10
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Well, you know, of course, that in Great Britain when the corpora-
tion pays out a dollar in dividends, it is relieved from paying normal
tax on that amount and the war has not changed that at alL

Corporations in England are still able to pay out dividends on
which they have paid no normal tax. We are not that fortunate.

Senator GERRY. That was true in the last wvar legislation, too:
The normal tax was paid by the corporation.

Mr. DAVIDSON. In Great Britain?
Senator GERY. Here.
Mr. DAVIDSON. Yes, sir.
Senator TAFr. You mean, in other words, we have a double tax on

ordinary earnings, first on the corporation when it earns, and then
when the common stockholder gets it?

Mr. DAVIDSON. That is right.
Senator TAr. Whereas, in England there is at least some attempt

to eliminate that duplication, to a limited extent, and we used to have
such a plan, although it was different from the English, of course.

Mr. I)AvISoN. That is right.
Senator VANDENBERG. I just want to be sure I understood your

statement.
You mean in forgetting excess profits you would not destroy the

personal economy of this country by striking down the entire divi-
dend policy in the normal operation of business on which millions
of our people depend for their living?

Mr. DAVIDSON. You are certainly right, Senator.
I was thinking, when I answered, more of our problem.
When you get into publicly held corporations, let us say, those

listed on the New York Stock Exchange, with their securities held
widely when you destroy the payment of those dividends, then you
break down the economy of the country.

Although I am not iny expert on that, in trying to answer your
question I should say this: In taxing corporations we should take
first, every dollar of the war profit. There is not any reason I know
of why any corporation should say, "We are entitled to war profits,"
so I think'you should first take all of the war profits before you make
the normal tax so high that it places a real burden upon the exist,
ence of the corporation, after the payment of reasonable dividends.

But that is just my personal opinion.
Senator BARKLEY. Did you state, before I came in, the nature of

the Fiduciary Counsel, Inc.? Is it a law firm that is incorporated?
Mr. DAvIDsoN. I stated that, Senator, but I always love to tell

what our business is. It is a financial research organization, Sen-
ator, furnishing financial and business advice to approximately 40
medium-sized corporations.

Mr. Ganson Pursell, Chairman of the S. E. C. last fall, before
Pearl Harbor, along about September, made a speech a which lie
said:

We cannot walt until all actual fighting is ended to take steps necessary to
protect us from its after effects. The transition-from war production to
peace production-will not Just happen automatically.

That was several months before Pearl Harbor.
Now, we think that the problem is something like that of a snow.

ball. There is a great difference between investment capital and
risk capital. For example, the Johns-Manville Co., I understand,
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during the last depression, spent all of its reserves plus $10,000,000
additional capital in risk ventures, in new products with the result
that when the depression was over 85 percent of their sales came
from products which were not in existence before the depression.

Now, as you men know, you cannot go to the banks and you can-
not go to the investment houses and get that kind of capital. But
we believe this, that any corporation that has these bonds when the
war is over and uses th{s fund to increase its production, that means
more jobs that means more pay rolls, that means more purchasing
power and that, in turn, means, of course increased production with
more jobs, more pay rolls, more purchasing power.

So the snowball just rolls around and around. Just as soon as
some of the new products becopo ,,sqcqssful, the corporation will
then be able to get all thu. invdstnient diqlftLtihat it needs for that
operation.

Therefore, if we hhive over $5,000,000,000 in such 'A fund when the
war is over to be used in new ventures, in risk propositions, that
would magnify itself many, many times through investment capital,
just as fast as those ventures bcomesuccessful. T

I have jut two more Tharts and: I will take only a minute on
them. I want particularly 66 urge the importance of doipg this
new. In one department, of thke Government, when I talked on this
.subject, about 6 months ago, they 'sild, "We Agree with you that it
has to be done, but there are so many things to be done this, year
that this does not have to be done this year." .- .

This idea, of course, has been.one pf the great difficulties and one
of the causes for the failuri&,of the Upited iNations and this phrase
describes it, "too little and to, late," %Non, remember what havened
in Dunkirqye, what happened in Greee what happened in Cret, what
happened in YngoslaJas what hap ned in_ Singapore, Hoagkong,
and Manila. We remember thosqtUngs, , we want to urge the
importance of this thing being. dohie this Year' and being done in this
bill, so that we can get ready now to make the last shotlpf the war
the starting gin for a post-war program. <9

I want to thank you very kindly lor letting me have this time and
attention.

The ChAIRMAN. Thank you very much, Mr, Davidson.
Senator TAr. Mr. Davidson, may -I-sk one question about the

reserves for inventory losses? Is there something in the bill now
providing to take care of that situation, the profits that were not
really profits because they represented inventory losses?

Mr. DAvIDsoN. Senator, that is a very important subject. The Treas-
ury made some recommendations on it and they can probably answer
your question. I do not believe they had time to draft it and get it
in the bill. Ian not certain about that. I do not remember seeing
it in the bill, but the Treasury can answer that, they have probably
some representative here.

Senator T.Fr. Some particular fund for refunding the 20 percent
would not have any relation to that inventory question because some
companies might have a big inventory and some companies have
none at all.

Mr. DAvIDSON. That is a separate problem. There is another re-
serve which is essential, that is the wage-severance reserve, when er-
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ployees are laid off. There are various reserves that are open for
discussion, but I have discussed just one.

Senator DAVIS. Machines working 8 hours a day do not wear out as
much as machines working 24 hours a day. Should not the amount of
usage be considered in the determination of depreciation? Should
this not be written into the law?

Mr. DAVWION. I am not an expert on the subject of depreciation
but I think that consideration in the preparation of this tax bill could
very profitably be given to the subject of increasing the rate of de-
preciation under the circumstances you mentioned. A similar problem
exists where machinery formerly used for the production of civilian
goods has been stored away in the hopes that it can be used for the
same purpose after the war. Much of this machinery will then be
obsolete.

Senator DAVIS. Many firms will be completely idle for the duration.
Do we propose to tax them on their machines while they are idle and
becoming obsolete?

Mr. DAvsoN. I do not know that I understand your question com-
pletely. If the corporations are idle and not earning any profit, the
only Federal tax which they will pay will be the capital-stock tax.

Senator DAVIS. If excess profits are to be taxed 100 percent with a
refund of 20 percent after the war is ovei, what is the base line for
excess profits ?

Mr. DAVIDSO. I assume that you are referring to the base which
separates a so-called normal profit from excess profits. It is ex-
tremely important that the section of the law which controls this base
shall not include in excess profits, profits which would have been made
without any assistance from the war economy. The higher the excess-
profits tax rate, the more important this is and and if Congress enacts
a rate of 100 percent, the necessity for a fair and proper base is more
essential than it would be under a 90-percent rate.

Senator DAVIS. Will each company be permitted to hold its re-
employment reserves? Under what conditions ?

Mr. DAvmsoN. It is absolutely essential that each corporation be
permitted to hold its own reemployment reserves. When the war ends,
the aviation industry, the machine-tool industry, and many other in-
dustries will without such reserves, begin operating in the red im-
mediateiy. it is essential, therefore, that these companies make plans
in advance for production which will result in continuing the jobs for
their employees immediately after the cessation of hostilities. The
plans will be of no value unless they also have at the same time the
capital to enable them to carry out the plans.

We suggested that this could be accomplished best by giving the cor-
porations bonds now which are nonnegotiable but which would auto-
matically become negotiable, and in every other respect the same as all
other UnLited States bonds, immediately upon the cessation of hostili-
ties.

Senator I had some questions and answers which I gave the stenog-
rapher, which are the usual questions we are asked, and if I may,
I would like to have them inserted in the record.

The CHAnMAN. Yes, sir; they will be inserted in the record.
(The charts and the questions and answers referred to are as

follows:)
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TO! ITEADTOLT ple swl0ps a ln

A TAX PROGRAM

NOW
to stimulate post -war

RE-EMPLOYMENT
and

RECOVERY
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T~ ITTL AND 1DUE"ple swllt 05- ln

Over" Production
THE FARM TRAGEDY
OF POST-WAR U.S.

Untes we find newoutlets, and maintain
employment in our home market.,



REVENUE ACT OF 1942

All:

TWO MILLION GAILO.O
OF SURPLUS MILK...

~WAR~

a

~
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lENt *41L OV[RPUOIOUtION

Of SOY BEANS.. aneAof
many crops, peanuts, lino
seed, and others that wat is
expanding far beyond normal
peacetime demand

V
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i

'5 MILLIONDALE COTTON SURPLUS
OVERHANGING ROME MARKET
Duch ~oss of pre-war export markehs



2S8I 1E 'E NTUE ACT' 01" 10,12

Our axprt' "kt.1

.. . urope 049~vtvi~sr be6t
to buy 40%xof, Us

AMERI CAN t$ 'JPN
SU~T$FN

~ORMIJITIN~ No ~RWHT CHRQ.

FOREIGN REP
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Stagnation in our
Shipyards

POST-WAR
PIMOBALY LESS
THAN PRE-WAI

TOO LITTLE AND TOO LATE "applies as well.. to post-war plans
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* S~ow~ do n n he

AtN p i me
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TO ITM A. TO LAT "apisat eltos-apln

Slump in
nonferrous

Y11
PEACE WARPEAK

19.o000 IONS 4,SO2 TONSMAIN..j I1*
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Aircraft Indlustry
ini a"Stall"

IIA'CE-

24,000 WN00M

TOO LITTLE AND TOO LATE'applies -as well to past-wal PIC-1--is
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THIS V WONT STAND FOR
VICTORY

unless we plan now for post-war jobs

MILLION MILLION
OUT OF WAR JOBS DEMOBILIZED

18 million may find no work
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IJNEMPWOYMEM1t DEMOBILIZArIDI
MAY EQUAL DEMORALIZATION

pract~c1aily all economisls agrpe that

'AMER ,IAN -FREE ENTERPRISE I tANNOTr
SiIRYVWANO0THER PER100 OF MASS
UNEMPLOYMENT'LIKE 19~3

294



REVENUE ACTr OF 1942 9

TOO'LITT LEADTOAtelt

WHAT CAN BE DONE,

'NOW..~

70ID-42-,ol. 1-20
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TIf ±LIAN TOO L±fap a.1 Well to'ps-wrpln

Economists ir many Federal
Departments are drafting Post-War Plans

such as - YEARLY COST

\4 ARMED FORCES $ SEVERAL BILLIONS
TO POLICE WORLD

~ FOREIGN LOANS
to revive markets for American
goods- and be repaid in some SEVERAL BILLIONS
manner as previous war loans
and post-war Ioons.

s.,P UdCWORN. - $ SEVERAL BILLIONS

YEARLY TOTAL $15 BILLION

BUT-
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Wat lein ii o d* ?

$30 billionurn~
toungoeufet

l250 billon

Postwar debt may over-
shadow the needfirFirm

42 bR19 Pef and Publcrks4
billion
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Smhow ~we',j~ blgo the
chasmtween wr and peace
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TOO LITL AN O 4AE"ple s oplt ps-nl 1,1

Here.'re lhe stoneswltb-"
whichwe mst bufld

Ifvestmen autvn
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In what position is industry, today,
fo set up postwar Recovery Reserves?

Here is the typical division ofan eam
ings dollar of large corporations...

UNDER PROPOSED
IN 1929 1942 TAX SCHEDULE

89% for expansion, cruod mkfwy
Incresed inventory, mk .

reserves for lean Years, lw

and dividends

87%

T AM TAXES
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HOW
ENGLAND SOLVES THE PROBLEM
TAXES ABOVE 80%.

.interfere with
war production lw ~s

.cause corporate
casualties

SO BRITAIN BALANCES HIGH WAR TAXES
WITH POST-WAR REFUND

PUSLtC OPINION ALL ABOVE 60n WILL SE
O MANOS 1O% REFUNOED TO CORPORATIONS

EXCESS PROFITS TAX FOR POST-WAR RECOVERY

MRSTAMS printed memorandum demonstrated the logic of Britain's course,

I . A- ,
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OTHER SUGGESTIONS:

Treasury recommended Post-War Recovery
and Re-employment reserve for corporations,
consisting of all Excess Profits Taxes they
paid above 80%.

Others recommend including part of corporate
normal tax in reserve -and extending the
post-war refund to individual income taxes.

A 90% Tax without adequate reserve will
cause corporations to die like flies in
post-war period-spreading depression and
unemployment.
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THE EXCESS PROFITS TAX IS TO SOME EXTENT
A YARDSTICK OF POST-WAR CONVERSION NEEDS

E. P. T YARDSTICK 1 PERCENTAGEOF EAINING3
INDUSTRY ......._I_-,_......_____..... ______E

AIrTrft Mfg. 82%
Eletricel quip. 67%
Indufotrel Mochl 64 %
Chlnical 62%
Railrad [jp, 57%
steel , 54%
Shipbuilding 42%
Motor veles - 26%
Paw & Pulp 64%
Hardware & T s 68 %
=rt & Publishing 48%
Reta1 Trade 43%
Dminer( 1 ,&6us) 42%
Petroleum 89%
Liquor - 80%
Food -29%
Cigarette Mfg. 2%

Med~n~So~19 %
Tel.& &Tel. 18%
Eleo, Pr. & Lt. - 12%

Isn't this also the approximete order in which these industry s are being
forced into wartime overexpansion?

ln it a reasonable index of the relative need of these industries for
post-war plant converslon to keep up employment P
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WE WILL BA(K ANY P0sTWAR PLAN
1.SIZE. At least$ 1 billion a year should go into

Post-War Reserve.. .14% of E.P.T.will do it.

2. CERTAINTY. The moment war ends, Post-War
Reserve should be In hands of corporations
-ready tu go into action.

A. Issue corporation Special U.S. Bonds
now- based on revenue subject to
E.P.T.*

B. Make Bonds non-negotiable until
end of war-thus keeping Reserve
intact for Post-War job.

C. Make Bonds non-interest-bearing
until after War, so that Government
will not pay out one cent now needed
for Victory.

* Same Fih can be extindd to tn nornol taxincou
at ceorpntion o d to tuxl f niome of Individuals
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WITH THESE ESSENTIALS IN IT
3.SIMPICI1Y. Avoid all technicalities and
uncertainties that might delay putting
man to work after the war. Reserve
should be available for all purposes
except -

A. Payment of cash or stock dividends.

B. Payment of bonuses or salary increases
to executives.

C. Increasing cash reserves,unless employed
in the business.

0. Purchase of securities.

4. IMMEDIATE ACTION. A go. program o will

achieve far more than a perfect pLan begun

tLa.
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A tETTR TO, C0GRS FI 00Tf"., TH
COMMITTEE. ON TAXAT$ON .:

, 4"
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POST WAR REcovERY,, RESERV Plt
t,

MAhEUFFAt1tY
I4WUMATtNO
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Ar~ I re

Wits M olNsen saciabou

*?nt, i 1dhk, eh going tobe anm n W#oto te
nnanufinurr ad to tht eMployee ofhunwrnng mk
from mme t peacetm and thai'somemiere tm
should Woa resen ftt will foks core to M.pas"OP

theshpe f onnt~stbeinghodsof some kW

l Mda 00v vyi beie thof lodustry.. *oid be W7 fnty
ts acfiea 0rnf-?.speciall If It Wee

Md~eh I amsuref t*at, sir

:The :Ar r ga lion
ues Pian for Pot4Wr
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MR.EANlSEN PIURIEll Chairmn of JLsaid:
"WE CANNOT WAffunti all actual fighting is ended to take

steps necessary to protect us from Its after effects.,* AThe transition (from war production to peace
production) will not just happenauiacl
BUT post-war recoveryonce begunom go forward
and grow automatic jflly - like a snowball rolling
down hill. The job is to start the nucleus of our
snowball -the Post War Reserve, Get it over the
brink of the hill. Start it rolling I Start it grwlingt
start It NOW!

* '¥+i ': ; , ! ! ; A ..

309



310 REVENUE ACT OF 1942

TOO LITTLE AND TOO LATE "applies as well to post-war plans

LETS GET READY NOW TO MAKE
THE LAST SHOT OF THE WAR THE
STARTING GUN FOR A POST-WAR
RECOVERY PROGRAM
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QUESTION ANt) ANSWraS

1. Will bniks be able to lend on recovery bonlds't
Yes; exactly its tiy would on any other Governnent bonds. When a bank

Ititik's such ii loti, It simply sets up a deposit oii its books for thu borrower. The
only limit on bank deissits is the law stating whilt prop(rtion f cash banks iust
keep olt itand in relation to deposits. Since 1936, this percentage has biten
exceedingly high. It would only be necessary, after the war, to return to the
1930; limitation lit order to perniit a $50,000,000,0MK Increase in bank lending
liower-many tintes more than the recovery bond total.

2. Will hanks be able to buy the recovery htnds?
Yes. here again, when a bank buys i bond, It simply enters a deposit tn its

books for the seller. In 1941. with business booming, and plenty of calls for
hlnk funds, United States banks had Ito diftlculty absorbing $2,00J0,000,0 ill
bonds. They should have even less diffletilty after the war. However, Itt vase
of leed we at instantly explid the avalahtile hNink credits Ity $50l,000,0.000
sintly by returnIig to the eash requirement law of 1<936. tritherniore, Federal
itesevie baiks call expand their boild plirchases almost flidi ihtely.

3. Woolil ivaeC Iivestors buy recovery btls?
Yes. PrI'vate aIvee's and Investors provide a ready market for these hInds.

We shall it'tillre very lhrifly hails before this var is over; atitl we sliall
probably earry over a great deal o that lhriftiries., into tit, post-war period,
E'vei it 1932, stivers tiniassed ' , ),Oll. In 19-11 they saved $15jX)0,-
0t),00. It is rnsoilile to aIsslim' tlie [est-awtir saiviigs 'tille ity iei sole-
where ii',tw'eti tile two. 'lhe profiilnt will be to ild eiugl inveslttts able
to iIll ett ll'se ,.avtllgs. hi suth]l a1 lorid of lteol' tllty, liill Itivestors
ilght hiesltite to buy utrivati bend. Butl htils wili lahe Nlxing power of the

l'eilerl Gove'nticlit hidiltilI them always 'ommtnndltnt it ready inarket among the
mutist Coliservative. Recovery bItuils shoul be especially ltl raetive, sillte tile
litoley Votld be tliscl slii ltltfi ri'llnte bls'liie's.

4. lHw an 81Si,10,00 Joless he ftureensl?
Acirdlig to War h'rilnlodihllt board ilgitret, haie, will til the Jobs of

20,(il0,0O winr workers. Aecordilg to tile OJile' of Fuels i i, :glli's, we sl l
live to diioilillze it least 7.0OO,0t00 meiv frnitt our atitad forces. It is inpossile
(l Saty IIow how tlitly of these will fiii proilit e'iltiylti'ntt. iow ntii3y will go
m it Itt flit f'ill, I low mnty if the wvotatIi will rel,'r to t heir t 1tt m, hw ttitlly

of the oldsters will return to the retirement from which war wages or itrlotista
drew tilem.

Illt thti'e Is another iethol of roiig a eoisa'rvatlvt estti ate of potst-\war
ntietihttlynetnt. All lite ecotiOtitle instls iticlleate that, if ititalitess takes Its pie-
vious "dho Iothilg" allitu1de, priluotllnth onut i fler the war will drop toi olow
li 11:32 level. Ili 1932, we hadi Jos for 28.001,0'0 In busiti ss utnd Ihdustry,
aid for 11,0lll0,}0( more ot the ftris,. Total, 39,l0l0000.
Now, itstinthe tlwi wti. eids [Itl 915. Itiy that time, otir growhlig plmltation

will give 1s it ltihor supply (if 57 million. Say the jot Sulply Is tho stmie its In
1912, or li' tilliot. (An optiltlc fori'i'st, uilss we liltin timor effectively
than ever hieftre.) We shall llit'i iavo 1 million idtle---50 ierent more than
In tipe tlii'lo'st (ity' of selt wi' have hitheto ialii "(ite Great l)epression."
5. Why wot't this tI'iice l'lng it iuying ticiut, as itl 11119?
W'Ve tilay hitate t 'tllitrty buyIiig bio111. But building pll) our war-depleted

nvetItoty of (tttisiinr gtoottds wottlh ottly Ility dietresslom. 'Moreover, coisuei'rs
itity alct the tlr('iisling power for lrge sctle itIyltig. Aud they are also alit
to ie litor'o wary of ovir-spi'ndtlttg than li 1919. Pot' example, the late 1930i's
hl'iiight Ini bilyltig iotlnl, evei after detpressitn litd deltti'd our stock of cotitiler
goods.
i6. If the hands; lire tseld soon nfter pence, won't they lie wasted tturIng tllie pos-

sible past-war hllyhig toont? When lt ,4 boom ends iti ty not tie lItnts te gione?
It Is litrd to intlgtne it post-war itylas bltn of more than 18 itnthts. By

(lhte, Iho pi lt tnvestilloltt ant the nii w rOditts titadi possitli hy retoery iiolds
wIll Ia' tlroduclg their teail effect. They nity extettil the mylng hoot Into a long-
tria iteswling, nid thus irIg frte prosperity to tho Nathllo.
7. WIll t(, recovery bonds bIe enough to reverse the post-war downtrend?

iholl(Iit witr ettu it 1945, thies' bolltIs will Inttttelltnlely llliee In he hitlils or
nanagiment some $1.01,fll00.t)l (hues~lh norttl dlpreelatthcm reserves) to con-
verl or war proiielo n itllehilie 4111t1 nitni'li new plrtuts. iusne-'s hittd 1to
ueh fut iili thi v:tlly 1)2i)'s. Yt't, hleise itushtoss wits bolt and ingenlou, it

760113- 4, 2--val, 1-21
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created I)rosiperiiy. Who would have supposed in the war boom year of 1015,
that the rate of Industrial Investlinet would dotible by 1923, or triple a few
years later? With recov ry bonds to encourage management after Its long
experipnce of depression and war, we may yet see economile history repated-
with prosperity anl full employment in post-war America.

The CHAIRMAN. Mr. Cowan.

STATEMENT OF NATHANq E. COWAN, REPRESENTING THE CON-
GRESS OF INDUSTRIAL ORGANIZATIONS

Mr. COWAN. Mr. Chairman and members of the committee: I just
want to state I am appearing here this morning on behalf of Mr.
Murray. He had originally intended to come. He asked me to read
this statement.

The CHAIRMAN. Yes, sir.
Mr. COWAN. The tax bill now before your committee is the most

important tax measure in our Nation's history. Our country is at
war with a desperate and powerful enemy, whose offensive against
ourselves and our Allies increases hourly the danger to everything
our people cherish.

To meet this offensive, and to open offensive action of our own, we
must mobilize every resource our Nation possesses; our economic and
financial strength no lss than our manpower and our industrial pro-
duction. At the same time, we must see that the home front remains
strong and secure, unweakened by inflation or other economic disasters.

The tax bill is a central part of this economic front for victory. It
must be a tax bill that raises the ainount of revenue our country needs.
It niust be a tax bill that strengthens the economic and financial fabric
of the Nation. It must be a tax bill that draws revvimle from those
sources that can pay it without weakening their own war effort. It
must be a tax bill written with one thought in mind-how best it can
contribute to victory.

The President of the United States, in his seven-point message to
the Nation, asked for such a tax bill as a keystone in gearing the
country's economy to war. The United States Treasury laid down in
detail the kind of tax bill that would meet those specifications. The
5,000,000 American nien and women of the C. I. 0. gave their full
approval and support to the President and to the Treasury in their
taxation proposals.

The United States Treasury called for taxes based on ability to
pay, for an end to certain scandalous loopholes that permit the
wealthy to evade their fair sluire of taxes, for certain increases in
taxes on war profits and incomes, and for strict avoidance of the sale's
tax as a danger to the war effort.

The C. I. 0. fully agreed with these proposals, adding only its
opinion that the tax bill should seek to raise $10,000,000,000 rather
than the 8.5 billion asked by the Treasury. In testimony before the
House Ways and Means Committee and in repeated public statements,
leaders and members of the C. I. 0. have warned of the dangers to
workers' health and living standards, and consequent cuts in war
production, if the sales tax is adopted. I do not wish to present a
detailed analysis of our opposition to the sales tax today. Briefly,
it is this:
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1. The sales tax is a menace to war production, since it cuts already
meager living standards, increases the already steep cost of living,
thus forcing production workers to reduce the amount of food and
other basic necessities they consume and thereby reducing their health
and efficiency.

2. It is the most unfair and undemocratic tax system that could be
devised, since it takes the same tax from the budget of the poor as it
takes from the budget of the rich.

3. It is invariably the result of a refusal on the part of those who
draw tax legislation to do their duty in placing the tax burden where
it belongs--on the shoulders of those best able to bear it.

The working men and women of America are willing to pay thleir
fail, share of the cost of victory through added taxes. They know
how terrible would be the cost of 4aLeat. They are already paying
a large portion of thei4,enrnings in tax, .either (lirect or hidden.
On al income of $JO a year, a married worker already pays $250
in taxes, the e(luiv~lent of 8 weeks' wages. Single workers pay more.
Tho working men and women of this country are&not trying to
eva(lie taxation, Tihy are not skeking to perpetuate the shame of
special privileges, of 'tax-ex eipt securities, of separate returns, an1d
similar mea s ol avoiding their patriotic duty. They have no special
privileges'to dei'o(1 1, and'they ask for none. --j

When i lis workers appear 'before a congressional coiniriittee to
urge support of the Treasuryls p)oposals and to urge that the tax
plank of the President's message be carried out, they co1h with
.lean hands and with sincere conviction.' Their, interest is il only
mIo direction; to see that the 1942 tix i1l1 become s an instru ient of
\ vtory for our cause. Q ..,

Your Committee h it a great resiosibility before it. It btas also
:a grat opportnmity--t3 opportunity and the dnty to repair the
damage done to the Nation's ecofiomic front by theHouse Ways and
Means Cormnittee's version of the bill. "\

The bill as written by the Ways and Means Committee And )assed
by the Iou under gag rule, fails miserably to car,' out either
tie President'stax program or the reasonable and fkessary pro-
1)osals of the Treaury.

It is short close to 2.5 billions of the amount the Treasury asked
for. .

It fails to place taxes onl the bari4 of, ability to pay, following a
solk-the-poor line throughout.

It fils to close the loopholes of tax-exempt securities, of separate
returns.

It resolutely ignores the President's call for a $25,000 limit oil iiet
income, treating it as something that should not be mentioned in
polite society, as though it were slightly indecent.
It utterly' fails to carry out the pr'mnciple of equality of sacrifice

for victory, thus striking a serious blow at natiomil unity d
national morale. itf

It paves the way for a second tax bill this year, leaving tile propa-
garlhlsts of the siles tax an excellent opening for renewing this anti-
]lnor. nilt i-viclOry a gitilti(oi.
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It furnishes excellent material for subversive agents and other
enemies of the war effort to use in divisive propaganda and anti-war
agitation.

It does nothing to prevent inflation. Indeed, it helps promote in-
flation by leaving huge sums of money in the hands of the wealthy,
who will thus be able to bid up prices on necessities and other goods.

In addition to its positive faults, the bill as passed by the 1huse is
a serious reflection upoll the democratic 1trocess we are lighting to
preserve. It does not represent the views of the House, since it was
pnissed under it gag rule that prevented anendhnenit and effective
debate. It represents the views and personal interests of a handful
of Congressmen dominating the Ways and Means Committee and their
allies in the Rules Committee.

It this way, the voice of the people--who want an effective tax
bill-was gag,,ed, just as the 415 Congressmen outside the Ways and
Means Committee were galged.

Speaking for the C. 1. (., whose 5,000,000 members I represent. I
can assure you that I he pelCle Of this country want a tax bill that will
raise all the added revenue we neel for victory, that will raise it in the
quickest, most eliiientt way, and that will strengthen rather than
wea ken the economic front.

I urge your colint ittee, therefore, to report out Lnd to do its utmost
to sen'ure tie adopf ion of a i9 12 tax hill based oit these principhs:

1. linising at least the aiouint of Lidel revenue asked by the United
States Treasury.

2. Ability to pay.
3. An nl to loopholes that allow the wealthy to evade their (lilt ies

to the Nat ion, lirticularly the looptoles of tax-exeltl)t securities and
sepnIrate income-tax returns.
4. Stiff taxes on war profits and high incomes, to t level at least of

that proltlsed by the United States Treasury.
5. A limit of $25,000 oi l''sonal incomnes.
6. No sales taxes of tiny kind.
Such a bill can be drawn up by this committee. In doing so, yOU

will have made a major contribution to the victory that all our people
desire above everything else.

The CIAIMMAN. ThankC you very much, Mr. Cowan.
(The following statement was submitted by Mr. Murray:)

STATEMENT OF Plt it' MURR.Y, PRSIIENT OF TIE ('oOiRESS OF INI)USIIAL OROAN-
.TrIONS, W\rrii Rts, cr'r TO TIlE RE:VENUt BI. OF 1942 (II. R. 7378)

''he President's sevellpolnt zliti-rlInfltion trogrtt Is In danger. Tie IIouse
tax bilt has distorted alnd twisted beynaod recogltiot phiak No. 1, tie lax plhnk,
of he' hsivin-lolit progrln. The tlax hill endaiigeis lie entire 11ttl-iinliitlon
frout, for, as 1'esdenit ltmse'elt mils stted, "E: eh ta, of these points Is deelend-
eat on thL others If the whole program Is to work."

Lnlior has necepled wage sahiblixatlon. LTil- h.9s cfflvll for all-out ratlollg
ini price (eilings. Lah ' hls Iotught iinil Is buying illinli is 1iip10 I I0 n tlo is of

dotllirs iln wilt iunls. We accepted this progiL'a oi the woira of tlhe President
that It ws necessary on Ihe home front, 01( that it wts '"idivsible."

We now renew that nicepltnce. Woe challenge nil who hve not accepted It
to follow our coarse. We propose Ilit Congress enact plank No. 1 In tie Piesl-
den's an ti-iLnli tlton program.
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To tlo so ieqtlies sulslant ial modiclb-atiou In tile lax bill adopted by tile Iouse,
for that bill does riot llasire ujt to the standards of taxation enunciated by tite
Presittnt itt his -even-polit miti-hillaltion program. It does rot "make tie tax
program iun las rtument of victory." Itistetd of forging It tiax bill which woOld
spread tie bllurden with fairness and equally, tiv house has lmlosed1 a dispro-
port iontilely large portiot of the tax burden upon11 the lowest lilcone groups In
tile country, while at thle ste Ilile perpetuating loopholes and lax exceptions.
The Iousi' bill constitutes a grave threat to the morale filld physical well-being
of the cvilhi soldiers producing the arsenal of democracy.

SUMMARY OF PRINCIPAtL DEFECTS OF THE BILL

The iHouse bill falls to meet the basic requirements of a revenue acL for Amer-
lea nit war:

(1) Tire Ihousve bill falls to provide adequate revenue. It falls nearly $2,500,.
0(X),(00) short of the $8,r09,0'0,(00 aitiotl revenue e souglht ity the 'l'rctasr'y.

(2) The Iose bill fail to fo,!low the dtenteratlc principle of taxation accord.
Ing to abilityy to pay. It reflects t sokl-the-poot--sjttre-tle-rIlch policy.

(3) '11w HItttse bill falls to carry (it tite iopostl made by I'rcsident Roosevelt
I his seveti-polllt atlti-Ilttllton prograit tlt "No Airican itizen ought Ito have
a tl't Iutcoeti, after lie has mid his laxes, of more thalt $25.f0 yetr." It thereby
allows 1,010 favored Inldividttal: anil colples to retain $184,000,003 a year after
taxes autdi after their $25,000 t' $50.000 exemptlns.

(41 'te IlHouse bill fails to adotW tie Treasiry proposals for elimintlng glaring
lotilitls and Special privileges. It rejects secretary Mocgeutlat's position
Iltat these luoophtles a-e "Bad enough Itt time of pete" btit they tre "intolerable
Inl tita1 of war."

(5) Tit Ilitn.e bill falls to adotl Ilhe eotItat'iitively mild iticrettes In estate-
ailld gift-tax rates rcottllileiled hy the 'rl't'sltry., It thlus allows ititheritaces
and gIfts to remain taxable at pr--Pearl Harbor rate.q,

COIxtiESS FOt INtItj5 TFlIAc. 0tto ANIZATIONS' TAXA'IiN FOrt viCTOty i'tiOIthA

Ott Jun 3, 19t12, tite Ctgross for Indtsltrlil Orgttzitlons exectilve itoard
t(lolted it restlitlout itlllig fur a Federal tax progroit litsed upon ability to pay,
to colhitt fit lest $10.000,N0.04)0 addittial revenne, frtm tle filowitg sources:

(1) $3:.500,00,000 from coriorat e taxes by raising eorlitrite lncottte-t ax it'es to
50 percent, ixcess-profits rates to 9,1 percent, and by reduclg excess-prtdlts-ttx
credits.

(2) $4,500,00,00 fromtn I 'eased hinoea-ttx rates, especially Ii the mildle
and higher rickets, atd Itased on 1941 extm'tions, wit 1a o 25,000 eiling on
Incomes after taxes, the pltggitng of loopiol's, andtI It : ltlitil ott of tax exotilp-
titns as recomitiende t Ily the Treastry. by the tdiptlii of nmdatory Jotint
returns, the taxatilout of Income froln Strte attd local sectlrltles, antd the elollilia-
tits of ureatsonatlo depletion allowances.

(3) Te lilatce of te In'eitsed reveitnes from higher estate and gift taxes
and from excises oit selected loopholes.
The Ilu'e bill fills ftt t-horl of (ie Trastry's uroOStals. the Congress for

Itidutstrilt Orgtinllittts' l)rolitits. and M l ftndalttentail slatldarils which sholld
govern American warttime taxatloti, as follows:

INDIVIDUAL INCOME TAXES

In itis appearance before th Iotse Ways and Means Committee, the Secretary
of Ihe T''east'y recomtn ded idditioltal Individtal incotte taxes designed to
ralo tliltlOxI ittl aly $2,250 010,000 Itt iiew taxes. Surtax rates would lbt, zirply
Increased and oxistliig exoipttiotts of $750 for slagl' persons aind $1,5!'0 for
tiariod ptrsotit iii failyl lte'adts wotild lit' retained. Tite Secretary oppots(e1 a
furter lowering of w'rsonial owitnlll tos, titng te posittlu tliat it N.otuld i
ttimproltor to tax single oestnts wi llicotttes of less tin $15 a week atiti ttaidl
Persons witlh tncottes of loss tlin $10 a week, who "already pay a d.slrotortfon-
ate ptart of thei little Incl no it Ittiirect itxo of all lnds'" Siiiseqtuently,
Socritry MlorgotIllit itodifled tllIs jtosliiot ant proposed that potsolial Itcote

ix oxoitttlitns hte reduced to $1,00 for- tiareld pesotts atid heads of falmilles
and to $i00 for stighi' lersons, iid tht the credit for dplodents lie reduced
from $400 to $300.
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The coltll1 o tO 'j'J't' t ilet l'e'tsitiy'i seltetlle of proposed rates, substitlt-d
a schedule which hits the lowest Itttile groups htrder thnn the upper brackets
(in comparison to the 'ih-ettsury irotposals), 111(! lowered it-soial ('xelpt ions to
$1,200 for tnr:l'tIed ptrso-l S WiX 1t fil ily hetlds and t $501 for single i11-sons.
llder the cotiul Itee's bill, adopted iiy the House, a single ix-rsoun eati-nhl1g more
than $10 a week would be sulject to income tax. A tntarried nin with no children
would Iio .X.lj'J(-I to Iticotme Iix if lie ettls $2.1 a weelk, ind ;i ma ir d itan with
two children would be subject to Invne tax at $40 a week.

In cotpatl-soti with the ''roasu ry'8 0igitlill itoposals, tite o101se I octeases
tht11 tax pa d by all ItMIL-l ed plcsons \vilh itoties tup to approximtely $4,(0 a
3ie11, billt dt'tt'eti1stes le ttxes ltayablet' 1y itarrled p)orsoils with Inoles in excess
tf ajproxitately $4,t:0. For etXIlIIph', the Tretsit'y origittlly proposed that a
mirid nman with two children who earns $2,400 piy in Incretsed tax of $10.
The ' otuse Itel'ased lh a In xyer's levy by till additional $4i, whitIto at the
saute tone cuttIng $17 off the T'realsiy pitoitsal with reslpct to sllh it tax-
ltayer with an Ihctomne of $5,000) iil $77 off tte ''reasury irtopt.so for su-ih n tax-
payer with an income of $6,000.

The t'followlng 1111o slio,' st'ikinigly how (lit- ilo)ttI' (by 'olim rttso with Ilto-lramy's original litollosilk ) liglhlened Ihle I1ttl'thql (0f Ilho higher, itcolli gr'ollp'.

at the expense of the ltwtr Iteome gt'rttp.

Increases and derases in tax reiiting bn? the lhtitr chrt vgrs itt (he Teastry'n
oriqinal proposals

-Ou mh Mitt.rri, c 2 Net -IIn(mit| hftrre Married, t

I,00 . . .. -$I I . . . iL i -II I -It $

52,.00 .. . . .. .. 1 .... it. $2t5,t1IsI . . . . ... -7 ii"i! - 'I
12,50 --. 5 -t $S2uiissi . . ... --,50 -79i$1.500 -+F I1 0_tN -9$3,000 ... . ....... P-3't %SIilo J . -. , H.. . - l, ilt;

$4,000_ -- : +i 2 5 ,j i . . . - , t , 5 - -14,9 1)0
5100l1 0 . -.-:ili -I $} it5t . 1, 935 p -2 , itO
fiow- - lS - 77 S5ct0u. . i0t~c -. t9t5 219.J

pl,01S201 -cii -IMu

StVLh h~IV'lh10n IS 1101 Ilt.-Siglmtc to ll111111ldaill thro high lllorHio ofIlle( Alliortiialllpeop le 'iliiitipistleivo to t ictolltls conisolt of ilt twtt'ill'. tlht low itimloi

talxpa yer hals ahltdy bornol ;I hirge pnilL' if' the' 1lnauc(hil sticril,dic fill-\\'war, Two
ittilon new Ia vltItyveS tv're added to it' tax rolls though the ltwerng if 'trsoiail
txenpltions by tt' I)efens, T x Act of 190, froin $2,500 to $2,i100 for imirried
persols atll fiiamtily It1ts ttdttl fitoit 1I,fM) ito ,$S00 for single liersolts, All i(ild-.
tionl two Illit ttl'-foill'tlh initilli tnixlmyers wvte stulujec't to itttcot et lax lhroutgh
hist ytar's r'eVIoe 'it , wheui ie'i-,sottil exeltltloltt wver fitiher lowered to $1,500
anld $7,530. Ihi mldti on, Ilh( hin-gv itlert'l'lse ill saqles'- lndl( eonll ier l t llXe,*, (telv'ttied
by the ttx laws slitn tte litegitititg of tltt defense piog'iltt, a1111 the slttrp I ltit'eitsei
It surttx rates fin th lowest Itettekels ltihve required stlulsttttittl sitetilices of the
tvte'-gi' A ni-rican.

As. i result, lhe tax lod iorit hy low-htoimo gl'tllls it thils etttmitry is fat'
heavltr l1m1 Is cttmn ly realizedd. '1'vilstr'y silidles hin' shoiwI lInt i single
person earning $750 ii yeii- nol subect t eril tnme tax, lilId (irett and
indirect Fideral, Stlalt', tiitl ital taxes of $130, 'Tiis cotistltited 17,3 lervelit of
htis income ini tlin 'tes-t t'td S w'els' 113y. A itilltrit'd llall, wih it n dpcltdettts,
etrnn ig $1,500 : year, litd $250 ili taxes, 1(1.7 percent of his income, a mitho equivit-
lent of 8 weeks' wtrk.

With ilte cost of llv'ig rising, the nppl'oxllntely 11, i1tillit famitlies with
Ituimties nitilir $1,50 itrt' alreatly entglged I it struggle to maintal the barest
essttthlts of lift,. To liwer pl'Ststiil Itotnoe-tx exemptions below existing
leols of $1,501t and $750 ncustlItUiles tt 1iIleat to ilt' h'alh and well-being of
more thi a third of th' Amteriean fainllies, And at the snie time to lighten the
Treasury's orighttlly prtoptosed txes ot Midle- aid lItgt-iteomie groups at tho
expense of Atle inwest-iillito groups I to t) vlolt'co to the pilelilo of equality
t'f sacrific,.
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WAl TAXATION AND INFLATION

The Hoile Ictlol 111 illl8llhg It dlisproporliollate btirdiil (tf taxes oil iOw-tltcolle
groups cannot bl jtstilitd as a n11'isti ure illli tl It tile drive to stave oJT Inflation.
Tile estimated $17,0W0,MJt1,000 ilflilltonllary gill) ljetwv'il tile goods lild st'rvics
lviillble for clilin tonsullltilll during 10-12 aiitI till! alinotiunt eolstiut'rs will
lattelllt to slielid is it lI t'r of gret I st tOlert to all tlt' AIrlivntl litoile aild
taxes have an njiriirtit role to play i closing tile gap. The gap miust he closed
by c tirl lling tile iIcolliis w ilch th ltit'll illiitloll antl y d ailing with the goldS
1and1 services in which slloltllge exist, without. at tll siie Illi' jeoplrdizlig the
war lffort by ilplairillig $li phy.1'Sal well-bihtg or tleolh.* of ti.c I\ClI tleuctt people,

In resorting to til; lixillig iiot\'t'r to ('llt iillittoll, Nt' 111118, lt inlillr tlhe
s tillinii or Illorah1) of te Soldiers (if plroductilonl, throulghi vcte>ive iiilathio of

tlw-incolhlCe groups. To dio so would lie Io ill eiC tile entire 1oi0' baltlefront
where lie ivllils of wIl)fa't rl)a't being proitll Iiiltltion, we list retog-
lize thai lXilig pw b tne of ii whole fortfollo if hlisltriilniltiilites vlarble
ll tir piace is ct hhitfo aill tile lllYt lill ole unit o Ill trll ite-
gratedl plrogl'iliii \\hhhlh iililiz(,, n'vconitroll, rlilnhig, flte Inrclligis-v of wiir
lhoiid, finld staipsl,, crditI controll, inert'emste of lli'odluctt01, (Tet[\'e use alndj con-
versilon of priodhictih' cllmelly, raw nmatertills, gia mIlillilower, tc.e
Theti lureliloing power which is rt,4liOllsible for tle mnh inflationary plressulres

lin the market pineo Is not to lie found In flhe p~ay enveloli, of thle more than

ialit of tile Alnerliln families with inconies uidr $2,0W). It Is to lil found in
It' iit tinles of tile Middle ali htgh bracket grliuls. Iowever, to the extent that

IItOilitl'ils and lille ttcksi exis w1h r asliect to goods a1d serires ligurchl if
by iow-l ionlp gro ll l' lr11 iiilhbh, Off ,'N , llistr iin ti, fot it10101119g with
lie loilni, i'tItitit' iof r tlition of lgw-aniotne grolil
Rlillloiing Is flilt dviliitcrat;leho 0 11 if ¢hW1tlllig NVllh (1011SiiI(IrsW ShiOrtlge8,

Txiilfoiitl of tw-ito"e groups is a hreily, and iniidlaortl llio of ttalcking
'life 'i'llelti, To il at down genl rally att h wll'-eilly (lio liing dinower of
low-lvl.o" Asl l seli itlaisre 111'to calrrOutp Il o.l, till reillt goodpos td
fori olt oclt ell, liley whh luellri 

h 
itllv'lldl. Til would ie, t ioril of

ratltliig of iltl wenlowll', geon Ill win(oe n woll-ilved liopkotrook Wficd e le
Ilatiin c i , Pill' wt h oli li ii n forelihi beild thla in tim bo is g ir a ble to
Ility wh ntO r Is iit th sllilli, a tehr lh s ai lghili hs lt , of , r tit i$e low -
Incomel g'oll. wouldI lini\'e 1o Clill downi oil ihelr i ueds, Suich plolletcs (tol lot fit

In wlh'lie 1)0tiin of lonrary,
Tie a1o1n (if tMlit Committee, hrtfolo, a ilrjveci by Ihoe uiatender gan rtle,
it re.ec t ing ti lrli4tiry's tax l1l'oqosls s Ao fl i vor tilhs tl ax will lil$h-4ll0oli0l
oil 't ht aile ivoml' til, atilt illd't Iin 'Ohe groNillon s bill ll eJillif'd uitdotl bite

glilt, of til lve sitii' of t il 11i - t algailst t 'flation'

TWIRNTY-FIVE TIToUSAND DOIXAIR FILING ON INCOMES

Ili Ih{, first phlnk of it h,, ,sovvit-liwhin progrini tol cibat Iniflatioin, Pre~stllnt

liooseel urged i'it "we itiust tax heavily, and li that process keelpersonal and
lor0rale pro0ftts at i reasonable aite, the word 'reasonable' being defed at alow level." As at slicllc ineasure to carry out plank No. 1, the President proposed

file follwlng:
"At thile sa ltle, while the number of individual Americans affected Is small,

dlscrelianles between low personal Incomes and very high personal incomes
sthonid Ilie lessened ; and I therefore believe that fix thime of this grave national
tillgor, \vheht gill i( ,-,s hilio s sholdil go} owill t he nvii, oi Amiclan (,Iltzpn
olglll to have li noft Inconme, after lie has paid his taxes, of more tblai $425000

The Trllilli,\ sulls~iletily subittted tis proposal to limit linconmes to $25,000
to tho WViqs and Aleansl (Coimttee, but it was rejected by the committee and the
Ihanse. It was e~stimated that tils tax would raise $184,000,000.

Every inan, woman, tind child Iin the Nation Is being called upon to contribute
hlis nille to the, struggle tilgihist tiggre~sslonl, Therel. iri ll.(X)D single petrsons
Iaud mallrried Ceoullles Io this country who will have Incomies In excess of $25,000
aind $1110,{)W), respietively, after paying the Federal taxes recommended by the
commnilttee, and after the 15-percent allowance for debts, Insurance, Federal
seeuirliles, etc. These 11,000 Individuals aud couples will thus have $184,0(AOW1
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In annual incomes to spend or save, after their $25,000 and $50,000 exemptions.
Contrast these figures with the 17 1

/1 million families with incomes under $2,000,
or the 75 percent of the American families with incomes under $3,000, both
before taxes,

HIow can we make any pretense of applying the principle that tire war tax
burden should be distributed erltably In accordance with ability to pay without
enacting the $25,000 ceiling? What is to happen to the morale uf the milio ens of
single lwople with income's of $t6 a week aind nuirriri ilrrsrns with incoiceq of
$31 a week who are asked to pay Income taxes at a rate of 19 percent, If tre 11,020
favomre persons and coupIles are allowed to remain an average of $320 a week
after taxes and after their exemptions of $150 to $f'61) ii wreek? How can we ask
John Symith to spend 10 percent of his income for defense hands or simlii, or to
agree to stabilize his wirges, while tire 11,000 at tire top of the Amerlcr economic
scale r-t'nin their excess $184,000,000 n year?

Tire unity of tire Nation, tire eflfectiveuess of the President's seven point anti-
inflatin program and every prirliipl of democratic sacrifice to wln tie war
require tire adoption of the $25,000 eeilihg.

LOOPITOLES AND SPECIAL PR1IVILECE5

The Trensry proposed tin, elimirnation of a series of loopholes and speci l
prrivlieges which enable small groups of taxpayers to esape their Jrr,;t share of ithe
taxfbrin. All tOso nroposrls were rejcettri by the Ways rnd Means Commii'v,
and of conrsr, try tle louse.

(1) M:rrlatiry joit-r''trrr'r lis allow a irusiid ind wife to file svirrt'ilo tax
returns, despite tile frct tit tii ability of ii husband ann wife living togelhr io
paY taxis is measured Iv their Joint incomes. This special privilege of filing
senlie rtrilv, is of avaritago only to trrxlryrs with filrily irimilors rbo'
$2,000 irnder tire Tr'easry's proposed rates) rnd the hrrger ile Inerin , tire
greater tire benefit front the optiortrrlty to file sernte returris. In adtitin, In
nine ci'n rirrltty property Statr, t on'irhntf the Irtilsirrlti's errrnrhgs are antomatl-
cally treated runler tire tax nw iris irbinging to tie wife, wvith the rsnillt that
there I.; a discriminatilon In tire tax hlu's In favor of tire taxpayers Iii tire coti-
mulitr property Slate. Thus, a anrred man, wltinut deindens. 110n In tire
1nICriro i rrrrrty properly Stts of Col'nor(o or Now Yr'k arutd earning Z5 100 por
year, idier the rate schedules proposed by the Treasury, wmud Im' $115 more
thn tire same mian living In tile community property States of Calfornl or
Lonslana.

Tin' tiliege of filing sevrati returns has also resorted In tax aoire
through transfers try wealthy persons of srciirities or oilier property in their
wives. As a result, the Ircome Is dhlmiled between tie i:ari ird wife, aind sep1irrirte
returns are filed In tire payrenirt of lower irrnem taxes.

There Is no Jistfticatin for thit' contiluaft lnn of tire sp ilDa prIvthrg, of filhg
separate rotrrns If w are to riahuc any ir'eti'nise of tixinig toordirug i1 rhl1ty
In pay. 'ie 'TI' arotry's pin i troides for a st'ia Ii lltrrr1(,(r fir ei'rler Inrcoimite.
'Tle ariontlIon of tiils propoect m' wonld result In aditlon revenrcs, under the
TreinsurY's rate seledulo, of $10000.00.

(21 !nrome f'omn Stare at loal .serpirilfr.ITho WaIVys and Menus Committee
refoteid tire T'r'asitry's reconmoerrlrt tor tiat tire Itnterest frontl ni ottstrirrtIirt
and flinire isues of State and tnurelil somlritleq slhould tic sitirect to tax, whili

otlld rilir ile nr estir N1atedN yield of R275,000((00. ITigr tax rates aro uttiV
neannetso, s to tile hrohlrers of tax exempt seenritles. As stated by Secretary

Morgentint :
"A taN system eanot he defended which In a tnr of crave tintlional imor-

galley ralls rioir ftire great nass of or txpayrs to shoulder tire invy hr'den
of ntititffoint taxes and yet Pralts nrsorns wlth iigo ti'xPriying cility to Troy
virtually lntlilng In taxes, Tu e r ''ficc ner'cscr l' n rln I war for the ileflt
of all of irs sroul te shared by till of as-Inchtdnrg tire holders of tax exempt
securities."

Tire onrtitrita then of te tax exrirntlon of tire Iinir'st front Slate nd tmllii'l
seernrttos is a tiive for the wealthy taxpayer wilh Is "had eonogh i i time of
peace" rnd "Intolerale In time of war." Tax exempts should be made taxable.
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(3) 'Crcentat e dep fiton.-The p'ivilege granted to owners of' mines and oil
wells to (tetlUCt i1l'('ettilgo depIt ioln lon1g after they IInave recovered the Cost of
the propei'ty Is i "splt fIlvon ItIsin," whose ilal ito thi ile Treasury recommended.
Although Ilie leriaiotlon of this special privilege would bring an additional esth.
nliloil *,2( tt1,(tttttt) into the Treasury, the L)rOI)Ostll t S IloCl(el by the W.ys id
Means Comllilli tee.

There Is liii wiirralit for illowiig ai taxpayer to obtain tletili'tion (ledlltetiOlls
in excess of tie cost of til, property. The demands of ile warit inali it hinjiira-
hive that this pirivilego be t'liniiiled.

CtRP(ORA'TION TAXES

The only feature of tie contmiitee's bill atiopted by the House whiiCl even
begitis to ltitsire 111) to stilild \wIrtnime Stllniirds of hxtiill is Its proposal
tiitit C(irli'l illeC011 Wltx.s ie' levied at 45 lrcent an( exeess-Itrofils ,axes it
$

7
1,
,'
. t)t'r't. The iiittte reject tfilte T'ireiasutry proposal that1 (oioaite

titetlo adittie ( stirtax rates should be iliretised to it totll of .515 joreoet (for cur-
(loilt

l
ins with iltnlles ill Xt's oif an2,td()), ((ti iiisttoitl atllttedI co mtettibiited

int lo (f perelit. It \vtittlei iowil Its o11\1 or:giil tlilil to ileretiso i'o (X'l'5S-
pril'sIilt' i t eto14 orv('elt, fiiilly ptroiplosilg I 1tuf' (If s7 lereenlt As a risilt,
it' ,elllitt(( pr('oiostls for cl|illl't, lia(,s will yield only b22tl,55ittOtt by wtay
it (ntlls'it5 wi ilh til Traltslry's ireeoitintaltlliis for ,7tttlltOt0U it iiierei-se
eiirlnoratlo '\loei, it loss of til'oxli]ltitets- $375tx{().,0i.

N't Itiasit0 e;ITIge t111s liEtoI zliite lit till' rlovisiiliis (till t XI'('55-ll'rt)hs tatx liw
o(tli'r thia1 ti li(ti'o froln 7 ltt'rceit to Ii lGt'riitt itiid 5 tert'iOit the iiivsted
(.:Ip~itl] v'edit! oi n v1\'s.lllilln s ill vx('oss of $l(0,1():9,(}l ) Cm il)raiIolns are slilL

erilli It to elect elhOr thi invosled-ealill o11 lut)I or illo tvt'roigo-t' illrtiigs
ilo l if eotllttt Iuxig i'xto.-i'srlitis tttxes, 'lthe result Is that 'orloratttionis which
ifo hli':vily ivVlvr'llllliiZi or sitii't\ hllrgo itltl'lii iiiglit' he rt (id V3t13-39

are still hi i stltlll troly to esil'l tteir fiili' shlti' of 'xetss-t-t'iilts ttxe$,s.
The ',t'N(,ss profits tax tiltw' stilt lrltts i prre'lit of Kwl'iriwi ciltlt a IInested
ettlitl. hIigh rjiti, tiro lIorly iiii'iliiglossto 0 ellortilioll with hlIgh txcess-
pltitts reditls. T hies ii s c dfe t st IIo II'(oIN 's-irM its ttx ho sv'r res1oe 5 iltlt,
for thoit soteient by Ili' AssistIlnt SecrtIary tf 1 ti'nsti'y, Jiill L. Stiillvtlr,
to ftie Ways'ititti 3oi'tuis Commtiiittee h i'OIIi'i'T Olu stiti ilii 'tri uTI'o revisloii of
1911 tiat "w iltw lu've till ill(' statute ltiii(lus a tax' wil'li I'tihlled tot tXxtS'i.'-
]pr'ofit, tax, ii( which Ii' rtll cuitry iolteilees Is ti xoi'ss-irolls ttx. The truth
if ill itlift'r Is 1li11t Ihe inw wI' e ll lilt ex-os,-ilfls tax do's hot laur t'r'ves
poift of all." [Oitr i ipimsis. TItlee theftels rolii1t mii1roiotI|i lil tite C111-
mitte's lit) nltpted by the IHoiso,

The litttse's sollelttde for elortt lols etm hlie sqItired witlh tle (tloands
iitttdt' itpijii the AnlIi'rht'lt peott1i' getmrtt1ly. While tht Iverage Ani'rietui iitts
vatehcd itls tax hlll stimr. io is bt'i'tt cttn elld ipitit to itttiko greater snerIfices.

The svorkts have givin i) tt'r right to strithe for the (lirntiot. The Prestilot
In IIs si'ven-polnt nlessttzo to Ciit'rss (iitiliig swit litltiit, oil Arirli 27. 1012,
ealledi for wge stabiltio iteul iti', itetivy tiaxti toil. OrgnnizeI laor hisr(-ljoil1od ,plh, dldly mnid pttrioth,;allo %\,tt l l-ouit slllppOrt for the wngv-stalhill-
zaton progrn. As to taxati ni, ilti' Presidi't sal

"To keep file cost of flvlhig fro spirnillilg vitpwrt! we iIuiqt lax lheavly, and In
ilint t'ov.sz ko(p piot'sonal ii iti e ,orpora0'o profits tit a reason able rte, the word
'n'itoililo' leii g }e1tfle at a low lovi."

CitiItirflonq and thtIr stoodiotdtit'rs will tint want to qhtirk their dttly in
flghtig tho waIr ild Ihi safegitirlln tit(e iioinioy. The Trentistry's preloiial for
a f5l-lt'rvetiit i'oitiril iliirmattl till! stitIx rte for irioratlottns wtli net Incomtes
li e('(ess of A25 0R) ts disgiii to lilt ) eiarruy ott lii' ta piltank ti Ihi' i'ehuteoif's

pirogrnm tiidi to villulo Iti' tixs ittiti t13' ('lcortratioiis with tMe saerIfices omiird
Of i(' tveor'ifO (111,1'ii1. TttiRsntluti'h as i'orjt'ratlons nr' fox ,eted'Ie to rolait1 illtot s
In iriflts ufttr pttyllg ilte ix,'s iiuottt ei hty fle Tretsuru'y, these raies tne itot

uti'eii'oiitilhilo hi Ilit' ilgit of Ilie sttlltlars tif ste'if'o ticttieil liy |]!o ivelits
sluie Potirl ]liirlior. As ti' Presient state] it his BudTget imtessage out Jauatiry
7, 1042 :

"W lln so Itaniy Allii'ic ltlls are i'ontil itng ill thih entergies aidfi titon thter
lit'es tl, ' e thou's i tiitlos T Itixels' .ilt (fint all Americn ll ho lil(to! eqllfl'iblito their l1tlllost Inl |tlxes.1
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Equality of sacrifice is esst ital to tim nialtnteanc of the morale of the Amer-
tean people at its present high level. If tit' it'erttge itiz'Vi is Calelhd iipion to
make heavy strirlit's, while cocporatlIons and their stockholders either profit
fromn Our great tiallotltl crisis or tiak(o I) coinetisurate snirillces, tht entire
war effort, our mllolltiti otity, It ld the lmlorlilo of till' people will be III jeoparly.

.1tAtE AN!) GIiT TAX E

qIR 'I'ttiisury Suggested conpartively tlel mlii inci'st.es In .toille altl gift ttixes
amd t1iith tifols In exelltphul s, which tigithltlir would yelti $309.00,000 Ill new
r+velites. The ctititteet t oditied tle exli+tiins, which otlll ri'ilit'e estlte
tint' gift taxes by iottxiltilly .,7,Wi0tN0i, hlt reject(,l rtt iiiett's.

Ullder tit bill ts iurotos d by tie 'Ways and Mttits Cotu1nitte,, an estate of
$10,000 would pay iii) tax. The Tr,sltty pt' il'aei Intl milt isiltte (if $10,000 ply
$7.450, Iisteila of (lit, present tax of S'7,i0) ; lhat ao ttsiilte $2'' :$2 .00 ltty $10,9)50
instead (if the pIreseift tax of $l550: ttu : eui of $1.0i01 t t y in A512,510
instead of the lpreemit ttix of $307,200. 'iutnut' ilittultittu iittlit.htt li(, )it-
Ipnitttvely mil calitirater, its nivtasitred hy Wltlimtne stil(tida, of th+ ]iouiostid
estate tax rates. Cuimpartutle ilturetllse'; of gift tax rates wi'T( utrgi,

II is ti sulti comtltiry oil lit t(otlinit ttu's work tilit ltrsotl:t 'xntipthutus
should le lowered tt $1,200 aid $,1i0 while a ti;0,000 istile gotts tpix f'oe 1tt
,Staiti' and gift Itix mtes rttildit li ire , P'uirl lHirhor levels. The Pri'sident
(ill tot eXcIlld Ill Xt s of t$,tl,O0 \InI hlu l'rgt, i'vry Allii''ictl to
cotitrillitti li. ht1l,' In fi, fuiu"t tigutits( aiggretslt, What is tiei'tl,'ul is tiht' ttlhip
litn oif iii lltt(egrltcl estate tunilt gift tx s.N.Stll wit 11 lt\uulvit vxhitti lt, tit
with a single set of rlrasletlly ittcrtaisttd rat's.

SAl.l:s 'i A N

TItI- rea.,+l lllzlry drive( for Iit ],'lloiltl salesh,, fox. co'h i'Oll ttvc(?. pr+qoosal an~d

lit1' Ilutis4' tfttli t fit \lx hAII filti, $2,5ttit,000i, stioit i lih' Treastly's
pt'tlli'st aud $,,0,t0000 alt]ri of th (i, tlgro'ss if lltlJsiil I.)rguilil ls'

iut't*il'at if tauixltoi for victory fts'ltttv:10 s t tit tax htill 1itiiug lit cttt't'u'llt
yiar. hi la's it ftittil liliifr ii rt''l,'wt'tl driic oi I ll'ti ia t ie l i]t'uti(',5e
of Ihi' sutttv-lit''uit;'ir- 'lt'Iilt policy ftr it Feletul ccl 'sta.. Tht Natlluil
Assit'iatlin tf [lutifii'|tttre

r
s, flio I'liith'tI ',Sltes Ctualllttt' it (''iioltere, tilt([ 111'

uulitiht'oatiit'i uil( atiellis wr dlift'ait'd ill Il iititttilgtt llt'tori' lht ,ilt'ys ntii
Al,,il Comml i t lit hi r l

'
littl lt 1o foll,'f ti FleIh 'l su~l, Ilix IIt ll i lI,o Ani vll'lt

tetlple. Tiit ditive .i ot igilt'll it The S''rittiu',y (if l Tru''turyit', liti> forceftilly
pI''su'uil'hl to liie Nltoti liio vlitl 'taiusn fol' otiuttitll to tI itlll 8il; 1s tax.

1. '"ithe gt'terii smiles ttx ilfalls oil statee llitt llttltiftill cull'ouilltles alike.
2. "It strilui's t'et,ssri' snd n tixrtitris liko.
3. "As cotntiitaredi with the ttm's iritluttse'i lit flil, tirogrrmit it Ittilra li')ritlOtt.
thitely tat it(1 lOW'lt'aeiil grpOlltt 'i' iitin'cttes ir'c til'itsl wttlly lullti oil

tOJitlsutlu gols. It Is, thuerfo', regiessive tutu0 etCr''iuth,.i i'ltiftlhly iittll tie
sti tili i'i of living,

4. 'It llcr't'ose prluices tid naki's prihte Coitril irilt' iIftltlult. It at lltili(tes
ihittltils for hligtir wags, a iti t itds t the 1Itrly lrlt't's iof tugri'iltll pt i'ttili'lts.

5, VT Is not, ats mnily ,,Illll~os,0 (,nidly clleted oili the co(ilrIll ry, its cl(lhmol

would re qlir( tuch clihntial adtlithitrittve mtitileltery it ti itte whi itit.
Itawer Is llititlted."

W:';ie okil'llers,, >ull'h,(e vnllo-hy(N,, lind othi<,'s Ill lho, ]tw-IItlii(
,

o gr'oll!ps lr~om ly

filee it hlurdl at ritagle for existence l(ci'cil't of rlsitg ir's timid n ti' u'r,s'd living
i'tts, A gen ii stiles tax woulhl ctitl tnitly 1o'itigor lit tl'ot's liu'litw slil tite
reilviroeents.

L lhr lits givei all-out stlitort to tlh Prusttlt' ciil-ifiatioi pt'ogrttm. It
has igrt'il to wagi' atahii'.atkol ; it litt liurehasol iillltitts of tiollits of War
Pealls: It has sltipirted till-oat allomiitg itil li'c etiitrol. Lutor will itnt Mlt
by Illy aind Set' ft Presidett',s tax pink lit the nil-itfltiton prograii scuttled
by i Filecril an le, tax. Such an itt aI r, Itit'ttial ti andt reli t] igressive' ttix woll
fo ter ntitietnal tlisitlty atti soriously hapnler the war ctftit. The soldiers on
the lriuotllon frout cannot produce gins, tinkts, cil(1 tirplrties witit calories.

O0tYCLUSr0hY

Taxtilln its usual can be as devastating to the war effort as business as usual,
Ltlor vigorously opposes both. The Coeugross of ndiistrial Organizations agrees
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with Secretary Morgenthau that the task "of enacting the 19142 Revmte Act is
Htit if zakilig tie tax program i al Instrument of victory.'

The Wit yc iid Means Conllittee's till, adopteil by he Ilose, fails the Amork'aii
lioille I n 'ir time of great need. Thi' Tr'astury's original pr)iiosals, coupiled
with the $25,000 cling on incomes, Is hlie very inilium required for a demo-
cratic war tax program. We urge the adoption of the Congress of Inia.strlal
Organlzatlion's tax program in order to forge oilt of li' lax bill a powerftl nstru-
ment for victory.

The CHAInMAN. Mr. Robinson.

STATEMENT OF REID ROBINSON, PRESIDENT, INTERNATIONAL
UNION OF MINE, MILL, AND SMELTER WORKERS, C. I. 0.

Mr. RomiNSoN. Mr. Chairman, I am appearing' before, this conunittee
int belmlf of the Interliatioill Unjion of Mine. Mill, and Smelter
Workers, its vice 1 resid&'utt of the C. 1. 0., antI as a member of their
national C. I. 0. tax Committee.

As uts been pointed out in President Murray's state lenit, preseilcdl
to your committee by Mir. Cowan, the 1942 tax bill is the most n-
portant tax bill that'has ever been before Congress.

Cii1' eolittry is at war, faci)ig the] most desperate crisis that we have
ever faced.

'ITe test of strength between democracy amid fascism is before us.
111e aimies of ititler ae mvanei ag. The valiant Red Army of the
SoviN It Iion, whicl has held off t lie Hitler advance for illore thac ii
yea , is it ret great be fore nurieially superior Nazi forces. Our Brit-
sIt tll ies are iahtilug despitalely to stop the Axis advance through

Libya ail E yit.
'l'lte United States amd Great Britain face the gigantic military

task of el iig a second frmt, alroltist Hitler.
Out ('olmanler in Chief. president Roosevelt, 1has joined with

Churchill a)id MAoleto in agreement that this second front will be
opened in 1942. ThI leleole of our country, Britain, and the Soviet
Un ionll lire nitit iedn 'ite or'sinig this aet ion-because they realize i hat
victory call come o)ly if the second front is olenedt witinit, furthiel
delay.

Our second front must, be backed up by )n economic front at, home,
dedicated to the offensive and to victory. President Roosevelt's seven-
point program must be carried out to make this home economic front
secltire.

In this program the President called for an adequate and fai' tax
bill. Ie said:

To keel) the cost of living fromt spiraling upward we 11ast tax heavily. itnd In
that procos. licep personal ad corporate profits at a reasonable rale, the word
"reasonable" being dellned at a low level.

This is the tax prograin of President Roosevelt. It is the tax pro-
gram that the United States Treasury Department urged on Congress.
It is the tax program that the 5,000,000 workers of the C. I. 0. have
been demanding from their elected representatives. It is the tax pro-
grain that the American people demand for victory. Such a tax
program must be based on the fol lowing principles:

1. We must raise at least the 812 billion dollars that the Treasury
set forth as the minimum in added lax revenue required to carry out
the war program,

321
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2. 'bis added revenue must be raised oi the basis of ability to pay.
3. There must be a limit of $25,000 oir net personal income.
4. Loopholes used by wealthy individuals and corporrations to evade

their itriotic duty to the Nation must be eliminated.
5. We ust reject any proposal to raise revernue through sales taxes

of any kind.
'Ie house of Representatives has passed ii tiix bill. '[his bill, re-

ported out by tile house Ways and Means Committee and passed under
a gag rule, ('oes n t mcrasu re 1 p to tile standard s of a n adequate and
(erorratic war-tax bill.

Ile lhtrse bill talls short by close it 2Q billion dollars of the 81/
iilikao a sked lby the United Siilts 'Trersur Ti e task before I his
committee is to report out a tax bill that will rireet lie finmi'ia I require-
ilreits rif ti' war prograru-al which, at. tile same time, will
strngthen our i' ecrionrri 'rOirt it l1nrirre.

'lli adlitional 21Q l iior rIrilai'--left out of ie House Iillirrslt
lie rariserd hy apl)lyirg tire liri iri ii's set fortih w tire ''Treasry arid
listed above. 'FT lii his, we iist Iir tka is WI iion dollars ruin
increased inomne taxes, levied on individuals ini tIre middle and higher
irronr lirar]ets.

Thei ll isseid hy the H orse foiled to irreet iis need.
In orrillmirismi with li, 'l'reirsr''s r original 1) oposals, (ie louse

increase tire tax ipaid lv all rrar'ritrd ] trsons with incomes 11i) to ap-
iiroxillratel $1,0)0 a year, hut deCl'e:lSeS Ilit' taxes prvyllt'y ly rir d
lirsons ii irr'rrii exiess of aylixirinir'l' $4,000.

Foi' exaipihr,, Ilit' 'I'reasiry oi'iginally Uirpiriosed Ihat a married man
with t ehirld'rn earns $.Ml -I) p an irrr'n'i'asrd taix of $10. lre
Iose increased such a taxlpyer's hrv, by alin aditional $10, whie at
lite sae tini cutting $17 oil' tire 'l'rnstrr proposal wit rsl)it to

sucl it tnxpaver with an in ore of $Modt) and $77 tiff the Treasury
prl)oposal foi' su'h i taxpayer wiith i1 income of $6,000.

I a1nr submitting a tHlIn', as all exhibit, which shows strikingly how
the Ilnrise lihtrnld the ir'd'm of the higlrr-irrome groups it the
expense of tie lower'-il'lrre groups-hy comparison with the Treas.
our's original proposals.

ii adil ition to the i41/, billion dolli'as to ie raised from increased
individual income taxes, this bill mnust raise 31/ billion dollars from
corirnrlr taxes-y raising cr'pr'ate income iax raits to 50 per-
vent, excess profits 'iies Io 94 lpercnt, a nil 1))' r'edlucing excess profits
tax credits.

As the hill wai Imssrl iy tre Ilouse, the crorate in'imure tax is
45 percent, and tile n'x'ss-proiits rte is 90 percent. As a result,
corporate taxes will yield only $2,610.000.000 by wa of 'ontrast
w'ithe l, Treasury's rcmirmendalions for $2.70OOO,(1000 in icrased
corporate levies-a loss (if approximately $15t1,000,000.

President Rrosevelt said in. his seven-l;oint iressige:
No Am ricirr eiltiz i ll rirgit to halve n iinrr- tir'ti1tit rifler lit lhas pltd is tuimX ,

of lmrre lhan $25,000 ii year.

We agree wholheartedly with President Roosevelt tlat such an
innnr is amlie to ]iwe ipon. Ii ahe'rag in'ore of 171/1 milliou
American families wa rniur $2,000 ill 1941. Soventy-five percent
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of all American families had all annual income of less than $3,000 a
year, before taxes were paid.

Some 11,000 families, today enjoy an! incolln above the $25.000
level. At (Ile saie titIe, we are proposing to tax a married worker
with an income of $24 a week. To tax such families while permit-
tiny the very rich to keep ilicomes of $l,000 a week and over is :t

serious blow to nat o nital iiy and morale.
Furiherniore, this refusal to limit inlividual incoles to the coa-

fortable figure of $25,100 a year will cost our war effort $181,000,00
a1 Vii ' ii leled i'ed v'llie.

One of the gravest defects ii the Iloo s tax bill is the failure to
stop lip Ii Series otf loh)oles which permit wea lthy ind i viduils to
evade their patriotic duly to their 'coult i''.

'1'h ese loohl)ies iicIlinle (le failure to i)olisl tile scandil of tax-
eXi'iil)t securities and IN le imliiuc to aldish tiie st a scndal if separate
ret iiriis. 'l'hese exemptions cost (lie Nation hundreds of inillions of
dollars a velr. Ticy are available only to the rich. They Should be
abolished'l t once, noit olly' to raise, needed tax reveille hut, to build
national unity and not (ioliil iliorale for victory.

The tax bill s passedd by the house falls short by two and one-half
billion dolIans of the iioi it of needed tax revellue called for by
tile United Stites Treasui ry aiid the C. I. 0. This les oe n l)i ln
iivoiiile of apiproaclih that tie taiilabor, ailnlivictory forces have been
looking for-lhe iive nille of hlq)vlth io li a sales tax. The opposition
of the (. 1. 0. aoinl labor anld rgrsive forces to tile sales tax has
been tilted many times.
To begin witlfi, the sales tax is the most uiifaiir and ullnemocrat ic

nielhod o(f t axa tiol yet devised. It takes the an loi'ii 1l1(i1 ult of money
ont of everyolle, regilrdless of all I ity to pay. A worker with anll ill-
Millie of $3) 1 week pays the sit e tox ol Iiis food aii( other famnlily
needs Us ii Coil)Ol 0li il)eri Wit ,1 *50.0(00 i1 year.

'I'he ilan with lhe big income doesn't. feel it. lie doesn't eit very
niuclih more fooil than the $30-a-weekI worker, lie can't wel' very
liile)) more Clothing. iHe's glad to ply a sales tax-particularly if it
helps hii escpii e stiff toixes ol his income.

'IFkes a sales tax otl (if tie Owrei's pocket and you in taking
groceries oit of his Iudget, act u'lly tinking food and t oher necessities
out of his home. Tell percelit or ally peiceontage taken out in Sales
taxes ]iians much less fond and clothilig find shelter.

Mr. Cliiiiriial, we present, this puogriii for ia 1942 tax bill in the
knowledge thtt' victory over Hitler's Axis will cost huge and
hitbierht libel ievable iniounls of money,

l;e endorse the s'evell-point progarall of President Roosevelt for an
offeilsive against, IIitler, because w'e know that. this is tile only way
to victory,

We aire realy to pay the price of this offensive, because we reilizo
that victory will coie only through the oe)iing of it second front
against Hitler in Euirope.

Your conlmittee faces the grave, responsibility of reporting out a
t.ix bill thiit will sti'engtien our hoie froLiit ai slip)ort our Com-
maiilder ill Chief. President Roosevelt, in carrying out tile final offen.
sive against the Fascist Axis.

323
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(Th'le table referred to by Mr. Robinsoon is is follows:)

IiWJ'c1,00 and4 dc(r. 's !n tax 0'811nlfi frothet House c/lanocs (It the Trntsurpls
011911)(1 propuaori1.1

pecrsonal~ o'tinpl4ilon S 'lil I wI I (' Q8 'r~i4 0\'1141044~l

$2.m9 .....-0 1 1- r $13 ,o00 . . . . ..
$.,W ......... ±+454 + IN $11,00 .... ....

4.4040 .- . ... . .... - +23 34,(00M .... . ..

$1 10) -...- .. . .. .. 109 -77 ............... .
$8,00 ...... .... -0 -180

4A.3 -451

-411 -:440

144 -14,019
2 ',935 -20149

14404, 0I , 0)9

1le ('urxnoN. 'I'l)1lfll yon, Ali1' Robinson.

Mi', Ai'mumcoi. Mr. ('1e.11 Il) 111)4 Mr1i. McI)oIalul wts I Ivid uill til toitLt 14l
Steo Ilh'goliztionls ill "Ne(w Yorh.

'[he 1('Ir M3AN. M ' AI )011 Id W iI ll otb h el ee
Mi[. 1P'ra'. i will nlot be here1. I haveW his paper. hei.
'[14(1 iIcnfrA You it114 t)tl)'i 4! i
Mr'. ArrETAio. I do.
'111 v (4 I11IMAIN. Vul-y We'(ll, 31011 Maly Hcad it.

STATEMENT OF CLARK APPELBE, ASSISTANT TO SECRETARY-
TREASURER, UNITED STEELWORKERS OF AMERICA, CONGRESS
OF INDUSTRIAL ORGANIZATIONS

M4~r. Ar1Pxi,iE, 341r. (Am irma an41111)d nieibers of, tihe v1141111ittee': I lilit,

or'iginal11ly inftendeI(d to44 lppear1 hit w)lt44 its tu ile to1 leae. ' New Yor~k duei)

follows:
Yesterday till' UnfitedI Stv'l'i;)'lkorls of Aiiili'iel, oif whieh

will inlve40 t he .5 CI141rt1 (4l'g1Ii il til, 1440l(' ile( for' 1110 PI,0-
(111(1111 (of 11or1e th:i1 (90 pet'enlt of tis Natilon's batsic tete'1l tpuit.
I halve takenl timle ouit from these lleglit iti 141) to prepare tis tte-
llien~t for tisommi~llit tee, iicC~ilSC the'( 600100 Steeli Wlw'or of the
organization wliwii I reprlesent recogilize Ite vita~l siigifica'live of t114'0
hear1 ings, not mor'iely to thsl.'iCves but to the Nation.

I W 41)i only to) 1 1' Iol'o t Il4l cell 41ill co11 ld(10 ti0 fact lito witi i
m~y oIwn knowledixe which Souiild 141 of n40.istl 11( tO You ill ma41kinhg
yonr decisions. Mly r'emalrkso (deal pimailiy with tii{ teel4 wor'kers'
(3£ tis (1(o1untr 13 ieclilsl these are'( tit ll 4l) hioi I kn~ow pt1'So43ltlly,
whose problems I halve s!in i ncel f10i lie ineptioni of their o)lgliniza4-
i iou, whiose lives anid work T (11)14 deserihe to x'oil front fii'5t-ha1i41
volittict.
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Tho history of the steelworkers of Ameriea ever siuc te iic)tion
of tl liri,irt threat 10 0111 lull 1i1l existlce, Irs Well one of cmi-
stant and trlsl irttinL! .(crirev atd dlevotlion to the cntil-v of ou1 Nation.
Th 111n vWOki).., in 011 steel liill i' 11. 1 hWin 11 i' iiiirll it rul, of
difl'iaer ut i1t 2ii:l l lai'l~lI natlrree. '(', here i larl'e P1roprtlion of
iuillli'lnl(s (trn nainy courites. There is a large polo't lionl of
(iriS--vertrfitiioli .\riirieiris of miv stocks:.
Ne i iiess, kllt fles il 1 one o ' i lgiiz1t loll hiiivT b1t\eln

iiiliiiit tl'eliti)1i :11kii riierijii II 1ill I clillieri tfoit to proure tile
oi1:ix11riaIluai lrtit v ol '(it'] for ivtrov i (lie Axiz.

I (to riot kniow hrow. iiliv ot the iiieriilu irf tlii: ciollittN' have
ltl, p lt""oiI f:rriliitv with the mature of (ie w woak in (hi raill, :lll
wvith(le lives rrf thai 11111 vhoa do that w Nk. I is4 grileirig work.
11 is. in iavi'ist a rices, hist v work.
Ir rirariv iistillaces it is exit'rerile ilangeorus work. as .ro:lild bodies

:laal It\vistid lili )is iraiol.i' (1ii iellla's tri oll' trrgaliiiz:i ill will easily
attest. It is Wirk art wlii'h liver' ole (h e Ileli Ia\v' bieri freied to
blrirlg 111) tlir families, ulAirnrl'riiri.-herl living ill tire shadow of the
mills aiul sl:IId heals.

For several ieeaiIs th .mi in hliese ills hrove stvla.gltl to achieve
oirgaliitt i lt eiyl h l i ig-,lll inlii,' lil r kirl!! crird it os and
alelive i btlr stalrrilrrl of livirngz for thei slves :1riri thiir wive's 'Il
hihiten. Tilt drr eni was finally realizerI bv the steelworktrs in the

last few yars wher they sreeve(ed in rral'ib.inlg for tire first t ime 11
stalble ril ,tlrong rigalrli/a oni ill position Io act for tihe workers
in an ovTrwhtlniig jerei'vintaigt' of tile enire ihlrstrv.

Nevertheless, wh len in 1941 Anmritan labor uelrtook to forego
far' ti, dluratioun iny txvris, of th strike \tweapa 1 a Ed o pirev'tt allv
irterfercn'ee with cotinidltl prodtt ion, the steelworkers or'ganizationi
with its raly 11acial groups, with its bakground of struggle, wants
nevertheless orarorg the first ta, ii'sprd iattriotiially to th' call (io
place its finth in (lie hands of the aigeniy which the; President then
establisied. In taking their action these flile of there mills lvtre buo.yed
lI) by the rellizatin that this wars a, var for freerhi ad fror lie nor in -
t(,n(11ce of free institulions. They acted with (he fill f:rith and n-
derst iradingl that this Was not a war' ill wlh ich :Il' section if tle
population wvia to i' pernittred to seire splvial IbPilefits, that thi.
wais not to lie i var' in wr ]ici new nillioilires Wtee to he reatdtl.
or in which existing riiloni .es were to he pernittedl to profiteer.

It. wais tiis riasmoi thai th(e strt' w i rs haileil lit' irnillIelninit
of the l 'tr'Jheilnt's soven-liotait 1(itiXgrilli iiii. ir illl:an 'll. They ililia
ii 1101"11111 i ch l C ommt i tlii(ted thi. N1at ion' to) thet Illsiv' lelocti Q nl-

'iile' it'orrilllitv if sare'itie for ,irtirv.
1eCei'ratl 's thastriuA'cers ilrrgilt) the i tent itn rf tie nr I, libor

llar:r 'll ll. fillt Ihlilt il t'ir la i t st vi ll' tile c'( aif living la:111 r'isei
so ,ihrir'jdy ((lit aI niillrt i )l t tio of third eilri'rit waitres colstlit litcr1 a
r'rtii reat to thh' hen ith i1(1 welfare. 'l'ihe War Lir oi Bo:1i

told ih' steelworker's iliit h lpitt' thleilts to health and welfare, they
w0ornd lanve i retuirni to living sanailidris which wou1 deprive t lhlil
Of benielils which they hlavo achieved frorn their orga11zaltitoir nioat
rierely this yeri', liut list veiir. They were, in effect, asked to accept
it Slllistantiill cult in thir'real Wige ' levels. T il ' War Lrabor horid
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grated adjustments only to what amounted to preorganizational
levels.
The steelworkers have, already accepted that determination. They

accepted it in the interests of continued and consistent production for
victory. The principles of the decision affecting them may now be
expected to apply to thousands of American workers.

It is important to note that in determining that principle tile War
Lab'r Board relied exclusively on the data relating to thw "st of
1iing as of recent months. Iii arriving at its decision tie War Lab'
Boaid expressly assumed that tile Presilent's )rogram would be ef'te-
tioe to control the cost of living. The War Labor Board expres'-lv
decided to fix the income of tlie steelworkers with relation to that
assuilted cost of living. In iccepiting the \VWa Labor Board decision
the steel rkers carefully consi dered the entire national picture.
They declared, ind I ani now sin I ply convtviiig to this committee
the words of the representatives of the steelworkers, that :
The wolrcers loW look, toward tile ICo'idenlt aid (*'olg'rss to llly throulgh

the reon iotiig orlions of tiLo illri mlii e 'lolaliLe Iroglllm, slilh as in effective
tai\ program mid ii retl effective freezing of prices of food, rent", and otliir
items of coit io tile peoli.

WIe siall Wll tilt this ihnse of the progiiiaii most carefillly. '[he xmoi'er, nre
entitled to) inow whether their liiIig ((osis are going to te sti lized, 111)011 which
cim'il ' the iresnt ward of tIe Board in the Litile Seet cuse in s hMen

preflica ted.

In tile tax bill now before this coniniittce, the Treisury Dpartoment
asked ft' some 2.5 billion more I ]hain the louse has gite'd.
The iHose has cut out additinalI re\'exiies which would be derived

from accelitance of the eorpointe-tax levels and the ho'imie-tax levels
which tile Treasury urge(], ind has refused to eliininLte certain loop,
holes in the present tax stiu<,tire. Other speakers have adihrlm. 'I
themselves and will no doubt address themselves to "e'; feituieu;
of (he bill.
One of the most imiddious features of the sitmt iou, however, is the

suggestion that has been made at various times, t hat instead of raising
the athliliiiii needed revenue in acordace with the r innmr p!'o-
posed by the Treasury experts, tle, additional money be raised through
a sales tax.

I say to you that anybody who attempts to impose at this time
upoln this Nation a Federal sales tax would be trifling with the
national war et'fot and woulu be placing a keg of dynamite iiider
the strneture of outi national morale.

The steelworkers, as I have piiinted out, are engaged in ll industry
which perhaps note than any othr is at the heart of out' war-
prohtictiou machinery. They 'are giving of their sweat, blood, nd
teal's not merely thrioigh their Sois and brothers sent to tile Ariy
but in their daily gruielling work. It is work which cannot be carried

ii in Impaired liealth or with inadequate nutrition.
Their standards have already been impaired but they have accepted

the impairment as a necessity of the war effort. The extent of diit
impairment has been carefully gagei in the light of expanding living
costs. A failure by this committee to adopt a program to raise the
needed funds in accordance with the principles of the Treasury's pro-
posals will on the one hand constitute an arrogant slap at the faith of
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the workers in the Government's intention to carry through the Presi-
dent's seven-poiit program. More significant, the adoption of a sales
tax would cut deeply into family budgets already slashed far below
the danger point.

When I say these things to this committee f am not here simply to
state my own views. The simple fact is tlht the 60.O()0 steel workers
organized in the body which I am privileged to represent are fully
aware of the issues placed before this committee. Those issues have
been the subject of discussion throughout our membership, just as they
have been the subject of comment and discussioti throughout the or-
ganized lator movemient. '1'lTe problem before this co ittee is not
merely one of dollars and cents. It is one of national faith and confi-
dence. It is one of family budgets and workers' health.

As a problem of workers' health, it is a problem of national war
product ioi. Al attempt to impose a sales tax will be a vital blow
at oati)nal witr prod1(,tion. Ai elleetive tax program which imposes
equality of sacrifice with I eye to ability to ptty will constitute a long
step in the direction of military victory.

'J'lank you.
Th1t (;TIAI M-AN, Thank you, Mr, Appelbo,
Mr. I-Haddock.

STATEMENT OF HOYT S. HADDOCK, REPRESENTING THE CONGRESS
OF INDUSTRIAL ORGANIZATIONS MARITIME COMMITTEE

Mr. IA DoCK. 'Ihe present tax bill, as proposedd by the Iouse, falls
ftari short of ithe requirentitt s of al adequate program it in linle with tite,
President's seven-point program. As the present bill is constituted
it is an etl road for infat ion and ortiteeri ng and negates all possi-
biliv of the complete realiz.atioit of the 1reitlent 5 t's Pogram.

I te Cotgress of Ittlin1stritl Olgamizatdo ( liiu nioit tre in ithe thick
of the fight delivering the goods, ond "keepi g 'eit sailing" though
hundreds of seamen have lost tleir lives in so doing.

Ilowever, it is their feeling tiat their sterifices must also be met
with tho (' ttt eirtitl and assistaie of those at hto1e. They are
el)posed to those who desire first'of all to guarantee their profits awd
Owhn to wiit the war. The C. I. 0. Imaritime utons beheve, as posted
out by Secretary of the u'otasury Mtwgen'ttau, tht taxation should
cimlbat inflation and contribute to tttitt l unity at a time when til
coWet ry is r tavalr tiangvr tian ever hofore.

lte IWeive that the htil passed by the Ilouse is inadequate to iteet
wti r neods. 'Te special ri vi loge fmtttutcs of the hill Places I heIt liet vi-
,st burden 11)01n those host able to btat it. Since the il1 does not )ro-
vide a siufiient amount of money, it has left the way open for the
plroihal of a sales tax, to which we are unalterably opposed.

We should like to l)ropose that the bill uider ctitsideratiot be
st rengthened to combat inflat ion by incorporating to the fullest extent
to items of the Piesidents sevelt-point program,

Securities which are at present lax-oxemplt should be taxable. We
oppose the further lowering of the income tax-exeiptions, which
wotld increase the tax load upon the lbwer paid workers out of all
)ro)ortion to that placed upon the higher inconie groups. joint
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income tax returns from husbands and wives should be made mnda-
tory. Tile $25,000 ceiling on inonUs, as proposed by the President.
should be incorporated ill tie bill, as sioild the Treasury proposal
ior corporation taxes.

The C. I. 0. maritime unions are in support of the C. I. 0. tax pro-
posals and urge this committee to adopt such proposals in order to
further our war effort and provide a stal)le war economy in our
Nation.

Thank you.
The CIAIRMAN. 'l'h:111 ink cvery in l' 1 , or yolo 'a 1( l1ice.

.. Nixon.

STATEMENT OF RUSS NIXON, REPRESENTING THE UNITED ELEC-
TRICAL, RADIO, AND MACHINE WORKERS OF AMERICA, CON-
GRESS OF INDUSTRIAL ORGANIZATIONS

Nir. Nixox. At the ontset, I must i id ivate that I am appeariiig
before von not as a tax expert, but rather to indicate the views of
approximately 42-5,(00 war workers in (lie electrical, rallio and m1:ihiiiie
industry who also 11re not tax experts liut who do Iive a vital interest
in the tax bill. These workers, organ dii into titl(, United Electrical,
Ra(lio and Miachine Workers of tit, C. 1. 0.. include the (iiltivees of
such outstandliug war production organizations as the Gemira1 Elee-
tric Co., the Vestitglhonse Electric Co., the Electrical 1)ivisions of the

mental Motors ('orlioratitli, I. C. A.. JPhilco, Co(l Fire Arms. ai1i
more than 800 other colanies aid plaits. I am lreslitbig this state-
ment under fle man date of these workers which arises froim action
oin (he tax issue taken at ourl last antlal nolivylitioll, frill the .ctiOl,

taken by tle general executive hoard if tie iternaliiona Iiinio and
by resolutions adopted lh roughout the counlitry ill n ndrels if U. E.
local and district membership niectings.

The workers I represent are engaged in tie rmanufacture of ship
)ro)ulsion machinery, machine gulis, prolelle,'i, shells, nil lit a ry radio

e(ui)ment. bomb sights, bombs. antiaircra ft lron, aild soi fort h. I hey
are xilstiding every energy to increase the flpililuetion of tiese war
iteis. Aplroximately 30.000 of oir' mcmi(,rship have laid dowa
their tIs an(1 takeii their place in the earned forces of the country.
Better than 90 permit of tie more than 200.000 IT, I. workers in
General 'loctric. Westinghonse, amid General Moto's are vol i tari ly
i:l,' g iff 10 percent of their weekly pv for tie purclhise of war
bonds. 'his is true of plrai'tiRally ilour ent ire membership. The U. E.
leads te ioinitry il (lie ervectivv develiiinlei of jilit laIor-miinage-
met produt ioi councils, having had I2ore tlh:n 50 of these council.
ili operation prior to 1)oniald Nelson's request for heir organization

litI(iglout tle land. There has been vi rtoally 100 percent com-
p l)ie with thie iledzge of iui tot eru'uipted wi, prluhction on the part
of all th(se workers since Iearl Harbor. All the energies, thoughts,
:1 il effors of this hiiiion are directed to tie successful prosecution of
tit all-out wear effort to defeat tile Fascist enemies of tile Americanpeople.

TIhis is tle lackglrounn with which (he U'. F. i1)1 roa'h's the pro)-1eos if tile 1942 revenue hill. The inti'est (if t ,tso workers in tile
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tax issue is simply: ,low can we niake the 11W2 tax bill the strongest
instrument for victory'?

The tax bill noist talie its placo as point No. I il the Presi(lent's
severn-point progrtahi-in national war econornic policy. In this
progrii, which is vitl to (lie war effort, it is gi fthcanit that the
Iresident 1)11eCC ans the first rif the sevn piiiuts (ho, (ii,"tionl of ta xa-
tion. The i'reside t's eoncepltion of What is nV(elqo)'ed Of' the th x bill
is it 1l i'(d ill his riperitic o')oposal that ii come, tax , lle(lies shialihl he
So ill'rasei I that 'no Ai t'ric citizen ot ght to Ive a net income
aftr he had paid his taxes of more than $25A,00 a ear." Ali p-
proach of shiahir degree is clearly inlicat.(d in the Presi(ent's pro-
gral iiisorar as c wora tio 0 'ofts alnd tlx loophole issues ar, i'(i-

'erned it' the tax part of the Presideni 's .eve-)iipit prograiii is to he,
carried out.

This union was the first l:rge organization it) the vcnt iv ti ani-
liouce its uniile'ivocal s11)1)Ort of the 1resideit'. seve-i-po'iit pro-
grin. Wo dcai'ed this su))Ort the day after the lo'ei(lent's
iiessigo to Congress. This union aC'epted tie wage stabilize atiol
plank of the President's sv''in-l)oint )nOgra i. It ii-ges 'oiiil)et
price oot 'ol and a though rationing program ona is taldni. . Ini(-
tical ste p tlirooghoot the country to put these prop)Osals into )r'c-
tice. The extensive practical cooperation of t his tir'ioni with the bon(
purchase progrl ) has already )een indicated EaIch of the points oftile progra lilts the active s'Ai)port of mv unn ion. We consider thatas the President has soi(l, this lrogralm is "nidivi:iible"-that ",ech

one of these points is dependent on tho other if the whole program
is to work"

'rltis we feel that to play its prlier, vita l riv in the lo',.idhnt's
S'eu-point plr'e 'ni lit, \risioo)s of' the 142 tax hill milst keep step
with the gigii liti' l proportions of the world s troggl in which we are
emigageL. I shi Ihl like to inilicite tlie views o)f tiie wiokervs I represtlit
on this (qoest ion of' how we can inake lhe tax bill the ,tongest polssilet
we'll i for vi'ctorv.

'lTho first requiri',nint is tlat the tax bill inist 10iv it viiliinii( of
ev',rniie which is in )'o)ler rl'oliortion t) the filli'ia I lI iii(he iilll)1ose(

by tlhlI'. Its aiih'(Iiacv ill.-t iie Ieasli'ed in light of(I' le fact dht
$Tw,000,)a w ill holi spent for war pup"ss il the fiscal vl r c.iw-
,rod by tlis bill, 'Ilie increase in 'eveti 0 rai.td 1y thi' li 'Aloe
iliust beu eviilitedl with the kioNwhledge that winr xl'niditltre il the
Msiriw. fis'l v iti v will itiicr:se $45,0;0,;0,00.1). aid that the pr1o-
liort inn of thenu (iorial silicone going to th, waln will ilieiv(ase frn
i4 pe ertit in it) 1l to 50 percent in 1943.

While the co11t rl y pla)ni icreiiasi x eliihi'tries of $.15,0 )t),itOO
the loose Was a rd lens Coliiiittee pllns a tax bill lhnt will in-
( ease lio reverlt' b $l.300 OO 00 1. oror' lie year that we will steid
$77,000,(oO0v , th( lat.e Vavs nal A reins iMI 'lnropisq4 to roie rive -
met nle 'oxinlatil, g,24.0)00t 00000. 'I'lie ,)nhisinin is ine.(' )ablh'
that tlii iii'Irease ilt 1(tl reverilte coite'liliit('d by tli Ilns(ttse Ways
oil eA3hns ii Il is woiftilly inailvi'iiate. The Sere'tary of tli, '['reas-
t'y has sta ted that t e tax bill should incr,,ese r'vverire at least 2,
billion Iollar, no 1 hart is ir,'ito'd for' by the Iliize hill. We li.i)
In,,. I lin~t the i,,x ivv,uv, shnithi bp, im 'mtt,,l at leaq I0 ,( sl ) 0 , 0 ,oo
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giving a total revenue yield of at least $28,000,000,000 and increasing
tie revenue that would be raised by the House bill at least
$4 000,C00,000.

Failure to make such an increase in the tax bill will mean that our
tax program is not in tune with our war program. It would create
a weak link in the vital chain of all-out war economic policy.

Secon(lly, a tax bill that is truly an instrument for victory must be
a most powerful weapon against inflation. The tax bill must be one
of the principal means of diverting the swollen streams of income
from exerting inflationary pressure upon dwindling consumer prod-
ucts which dim i iish in volume as 50 percent of our national income
gces to the war. To do this job, taxation must be levied upon those
categories of income receiving swollen war income.

Estimates of the Ofice of Price Administration have revealed that
of the oI)proximately $16 000,0C,00,000 increase in consumner income
in 1942, about $11,000,000.000 goes to families having-in the year-an
income of between $2,500 and $10,)00), while a $6,000,000,000 increase
goes to families receiving $10,00) and over in 19.12, Accordling to
these estimates, the income category of families receiving less than
$2,500 in 19.;2 does not represent any of the $16,00,000,(00 increase in
consumer income, total income ill this category actually being $1,020,-
000,000 less in 19-12 than in 1041, The obvious conclusion to be drawn
is that us an anti-intlationary measure the 1942 tax bill must place the
principal burden ulpon family onits receiving more than $2 500 a year.

Swollen incomes flow also into the coffers of American corlpora-
tions. Great volumes of incomes, both corporate and private, escape
the fill effects of taxation through serious loopholes ini the tax
structure. If the tax bill is to play its frill role in the President's
program against inflation, the tax on incomes above $2,500 must be
considerably increased above the provisions of the House bill, and
the very serious loopholes ignored by the I-ouse measure must be
closed by forthright action of the Senate.

A real victory tax measure must apportion the burdens of the war
in such a w-ay as to maintain to the fullest possil)le extent tie fill
efficiency of America's working force engaged in the production of
the weapons of war. In the interests of the war it is imperative that
the full productive capacity of American workers not be reduced.

It shlid be clear that in making this point I am not referring to
any question of equality of sacrifice. I am referring, rather, to the
obvious fact that in a "war of production," the health and efficiency
of war workers is a positive war asset.

It is conceivable that we might reach a national condition where
it would be necessary to say to workers "Tire Nation cannot afford
to give yrir enough to eat and an adequate place to live, even though
this may hurt the war effort by 'reducing your output of guns, shells,
bombs. etc." Obviously, such a circumstance could arise only as a
last resort. In air all-out war effort, it would not come about unless
there wa. an unavoidable over-all national shortage of the goods that
make up a basic standard of living. More than that, in an all-out
war effort such a disabling development would not be experienced by
workers unless all other nonwar production citizens ]had already
reduced their consumption.

330



REVENUE ACT OF 1942 331

'To put it in another way, in an all-out war effort we would not say
to a worker in a machine-gun factory, "You cannot have enough
food to eat," unless we had already said to idle rich Mr. and Mrs.
Gotrocks, "You must reduce your consumption of food to a level
determined with reference to your contribution to the war effort."

I do not see how anyone supporting the all-out war effort can dis-
agree with the above proposition. The tax program in conjunction
with rationing and other points of the President's program must
seek to distribute the burden of the war along the above lines.

The point just made implies some minimumn efficiency level" of in-
come. While it is true that no one knows, to the last decimal for
every community and every line of work, the exact figure for this
level, sutflcient data and suihcient practical experience is on the record
to make possible a v'ery good approxination. You may put it at
$2,400 per year which is the so-called Heller committee budget for a
workers' fimilv of five, priced at Janmry 1942 prices, or at atout
$2,000 per year which is the lowest and most conservative estimate
we have been able to find by any nonunion authority, for a married
couple with no children. Whatever basis you care to use, tie level
is going to be around $2,000-$2200-$2,400 for the average family.
For the single man without defendants, tie Fame level rms perhaps
$750 or l)erhaps a full $1.000 lower, It muit be recognized that ap-
proximately 70 percent of tile family units in Ohe comtry will receive
an income'in 1942 that is below $2,5I(0. It is well known by this
committee that incomes below this level not only l)ay' indivihal
income taxes but also pay fn usually large proportion of their
income in total direct and indirect taxes.

The above observations have obvious implications for a win-the-
war tax program. They indicate first, (hat the tax levies, especially
of the victory tax bill, must not fall upon worker families whose in-
come is ahlieady scarcely adequate to maintain health and efficiency.
Income taxes levied upon individuals receiving $500 a year or upon a
man and wife whose income is $1,200. cm have no other effect than
to further depress already substandard living conditions. The very
special impact of rising liing costs and shortpage of goods upon fami-
lies in these low income levels must be recognized. For this reason
the lowered exemptions provided for in the House bill should be
abolished. Indeed, the logic of the situation calls for raising the
exemptions above even the present provisions of the law.

The proper distribution of the war burden underscores the neces-
sity of levying taxes according to tie ability to pay. The imposition
of the general sales tax violates this principle. The general sales tax
would levy the tax burden in an inverse ratio to a person's wealth.
Such tax completely ignores the necessity, in the interest of the war
of maintaining the'health efficiency-yes; even of increasing, in some
cases, the health and efficiency o? the American working force. It
must be recognized. also, that there is no immediate revenue raising
function to be played by the general sales tax which cannot be achieved
by adjustment in individual income-tax rates. Today as never be-
fore, the productive capacity of the American workers' is our greatest
asset. The 1942 tax bill, if it would serve the war effort, must build,
rather than undermine, this productive capacity.
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If the 1942 tax bill is to be an instrument for victory in this war its
provisions must lie such as to establish the bona tides of a people's
war. Our convictions that we are engaged in a people's war, that
this is, iin the words of tle Vice President, "the century of the common
man," are tested and find their true meaning ini the actual results and
deliberations such as yours oni the tax bill, where actual decisions of
police are made. I refer not so mueh to the possible demoralizina
effects of the failure to take proper action on the tax bill as to the posi-
tive opportunity presented to you to i1ake a genuine contribution to
tle morale an( enthusiasm of the people through a vigorous, en -
lightened progressive action on the issues of ihis measure.

In consider ng the 1942 tax bill the Congress must choose in a gen-
eral wav. between a set of jiropositls supported Lw labor, consumer,
and other progressive groups oii the. one hand and a set, of proposals
supported by great corporate and special interests, hy the -rreat agen-
cies of big busitiess such as the IUited States ('hamher of Conimerce
and the Nationail Association of Matnufact uretr. T'hat yon face such a
general choice cannot be denied. The working PIeoille of the country
recognize this great general issue involved in the tax deliberatolts.
It mulst he clear to everyone that the choice you make is of uttiiost
importance to the morale of the American common man in these days.

I at not here to request a sop for labor ot to ask for a ilem'e
gesture which would stiniulate morale. I would uirge rather that this
MIea'-u re lbe approacWd with l a fil r-teal iza tion thMt the people Of
this cotlitr really lvelieN' this is a, people's wat and to Ilhem that
means ill terms of lie tax bill Ihat their elected representatives will
not he swayed 1)y tle powertfitl lobbied. of corpola te interests lit will
move ahead to .liolish the special privileges oif the rich atil make
sure that indivialslt inl corporations do not grw rich from the
Nittion's tinte of trouble anad d ifTitllt y.

To the hun diet<is of Ihotis:ads of war wo kers for whom I speak
thesa are the methods by which the 1912 tax hill can he made an
instrument for victoov. '1'hus far I have not discussed detailed )ro-
posals. I htav full 6oifidencee in the knowledge and ability of this
distinguished committee to solve the coiplicatiols and (etils of

tax legislation required to tueet provisions I have set forth. The
exlrerts in the United States Treasury, Iei who, with extensive
research staffs, spend their full time st tudying tx legislation are
available to you. Indeed, they hve already proposed the specific
means of substanitially incretisilg the reveitue of the bill and of Cor-
rectinlg the intolerable loopholes contained in the Ways titid Means
Committee measure. I do not presunte to lie a substitute for their
full and expert knowledge ill this respect. I am sire that Mr. Ran-
dolph Paul could render upon request till the assistance necessary
to formulate changes in the tax bill which wouhl increase its revenue
raising qualities $10,000,000,000 without adding a sales tax. Let me
sumimarize. however. tle spcifie lines upon which we base a propo-
sition to revise the House bill.

1. Increases in individual income-tax rates, particularly at the
range above $3,000 should be made. The House bill revised down-
ward the levies proposed by the Treasury for incomes above $3,000.
Not only should these rates -)e increased in the middle-income brack-
ets even above the Treasury proposals. but in addition the income
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tax rates should put into effect the President's proposal that no indi.
vidual shall have an income after taxes, of greater than $25,000. In
respect to this last point I would urge you to recognize that the
workers of this country are particularly interested in this proposal.
They all know about it, they all took it seriously. In a sense it is
the touchstone of the common man's conception 'of the tax hill. It
will be a most rearettablo situation if this proposal of the President
is utterly ignoref([by the Senate as it was bs .e ous.

2. The definite ion 'of excess profits and tle scielule of corporate
taxes niust be. formulated so as to considerably increase the revenue
from this source, and so as to eliminate the hiigh rate of return on
invested cal)ital enmiployed in the production of Wiar goods. -The
present definition of excess profits utterly fails to meet the require-
nient of eliminating war profiteering. SIt is entirely uijustifible,
even though the semimonopoly position of the General Motors Cor-
poration may have allowed it to earn 20 percent on its investment in
p'ast Yelis--that this corporation should be able to claim as normal
profits $20 out of each $100 it receives from the Government for the
manufacture of tanks, machine guns, propellers, and so forth. The
base and surtax corporate rate should he increased to the original
Treasur, proposal of , pereelit, and a full 100-percent levy should
lie )ut oi properly deficied excess profit

3. The protection of spit' ia privi loes ridoer Ihe tax system
through various loopole s should l elded. I refer to the'Nwell-
knowci i sirsllS of lie Uilaiictitory jioi inioino-tax returi ins for husband
and wife, of tax-exempt se curi i ic!, and of pereiit age depletion allow-
aices. I include th Tr;cil rv nsgstio, to increase estate and gift
axes. The Secretary of he 'Tirasry alit his exliirts h:Ii t'cratdy

discussed tllse mat es wcit you il at len g. I am sure that the mereii
bers of this cmliillittee have )ward all ,f the arlglclects pro intl cfill
oi each(] of these issues. I shall not biurde Ithe cocllititee by r',pt'at-

ing these arguments.
As ti representative of labor, l iuw'ver, I would cc rge uponi yoll the

special significance of these issics at this tinut. Ii the first place
propel, action on these micinters would ilicrease the revenue of the tax
bill by almost $1,200,000,000. This fa't iihcine should lead you to
search diligently for the ways and means of closing these loopholes
and taking in this reveiue.

I al aware that coml)Iidations in each of those issues itay be
found. I am aware that witi regard to each of these matters t here
ire powerful groups IVhieh, feeling that their special advantage may
he lost, have developed powerful lobbies with respect to each indi-
vidual proposal. It is the considered judgitnt of miiy organization,
however, that the situation demands a statesmanship in tax legisla-
tion which would not seek for rationalizations and reasons not to
close these loopholes, but would rather proceed with 11le doubtless
difficult task of adopting provisions to eliminate these special privi-
leges and bring to the war effort the considerable added revenue
which would result. Tie elimination of these special privileges
looms above all other considerations, if this committee is to establish
the bona fides of a people's war by making tle 1942 revenue hill a
true instrument for victory,

333



334 REVENUE ACT OF 1942

In conclusion, let me say I realize that much I have said to you is
old stuff-you have heard it over and over again. There is a new
element which should be considered this year, however. Today, as
never before, the workers of this country are conscious of the issues
presented by tax legislation. They are watching you as you de-
liberate over these matters. Their publications have discussed the
tax bill for many months. Taxation has been a subject of discussion
and resolutions throughout the entire labor movement, including the
A. F. of L. and the Railroad Brotherhoods, as well as the C. I. 0.
While not being tax experts, the workers are. watching your actions
in regard to raising the needed revenue for the war, taxing large
incomes of corporations and wealthy individuals, and closing loop-
holes. Your action of yesterday in refusing to close the loopholes
provided by separate income tax reltuns and through ownership of
tax-exempt securities will be discussed by, and become the knowledge
of. 11,000,000 disappointed workers in the country.

I urge you to reconsider this action. I urge you to approach the
other issues in this legislation along the lines I have indicated.
Should you do so you may be sure millions of workers in this country
will find gratification and encouragement in the knowledge that you
have made the 1942 revenue bill a strong instrument for victory.

The CHAIRMAN. All right, Mr. Nixon, thank you for your appear-
ance here.

We will hear one additional witness before recessing.
Miss Eleanor Fowler.
Mrs. KATZ. I am Mrs. Katz. I am appearing in Miss Fowler's

place
The CHATaMAN. You are appearing for Miss Fowler?
Mrs. KATZ. Yes.
The CAI MrAN. Very well, you may proceed.

STATEMENT OF MRS. JULIA KATZ, REPRESENTING THE CONGRESS
OF INDUSTRIAL ORGANIZATIONS WOMEN'S AUXILIARY

Mrs. KATZ. I am appearing here as the national director of the Con-
gress of Women's Auxiliary, C. 1. 0. We are the organization of the
wives of C. I. 0. members in all of the unions of the C. I. 0. and in all
of the industries in war production in almost all parts of the country.
I came here this morning direct from Wheeling. W. Va., where I was
attending the third annual conference of the West Virginia Council
of Women's Auxiliaries. The women assembled there asked me to
bring back to this committee the following message:

We miner's wives of West Virginia want to win the war. We are giving every-
thing we have to help win the var. We are sending our bays Into the Army
and we tell thm to tight hard and heat Hitler. We know that they are fighting
hard. 'They are tough coal miners' sons, and they are afrrrid of Ito on,. Blit
tlihy liivo got to lmve te grrs rid hrillets and tanks and li anes to tirht with.

We want th Congress of the United States to give them the materials these need
to smash the Axis and the Japs. We want them to have all the materials they
riced, not just some of thorn. If you take two and on-af billion dollars off the
tax hill. you take so many guns and bullets out of the hands of our sons on the
battlefields.

We minors' wives see our hirshands go down Into the mines and they are working
harler thini ever digging coal for Industry. In our State this year many miners
were killed and our rixilary sisters widowed by mine disasters while digging
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coil to win the war. The Government nutrition program tells as we must feed
them nutritious food to keel) them strong to w'ork for victory. Well, you cannot
buy good nutrltIon in the company store on miners' pay now, and if you put a sales
tax on, or put taxes on those who make too little now to get by on, you are going
to have less coal, because our men will not have the strength to dig and haul it.

Ve try to keep our children so the war will not hurt them more than we can
help. Onr homes are not fit, we do not have money to feed and clothe and
buy their books. We don't have money for doctors when they tire sick. Our
wages have to pay off old debts, too, If you put a sales tax on, you tax our
children's health,

We miners' whies think that President Roosevelt is right. WNIe know we
could live pretty well on $25,000 a year. We think that those who have mere
and those who are making profits In this war should pay everything o'er what
they need to live on, just as we are doing, to buy victory for our country. If
Hitler wins their money will be lost; if we have to sacrifice our health and
energy, we will not be able to produce for victory, and It will cost everybody
the freedom and liberty for which our boys are dying today.

We ininers' wves ask you to pass a tax fill tht will give everything lhat
America has to give to the war program and that will keel) the workers
strong enough to work and fight and give to victory.

This message comes from a group of women who, in spite of every
obstacle to effective patriotism, are daily demonstrating their loyalty
and self-sacrifice. We feel it warrants your most serious considera-
tion. Their sent nments are shared and perhaps better expressed by
similar grotips of workers' wives related to unions in all the fields
of war production. I thought that this particular statement would be
Illost effective, because it comes from precisely that group of women
who have given nm'ore under worse obstaeles to the civiliant defense
effort, to the war effort, to the war relief effort in their community
tian ahlost any other group.

The Congress of Women's Auxiliaries of the C. I. 0. to which
these woien are affdiated embraces the organized wives of C. I. 0.
members in every industry aticl in all plrts of the country. As
Americans and as women we have pledged our organization to the
silI gle aim of helping to win the war. In addition to all the tasks
an(l sacrifices which we share with other women in the Nation, we
hiave the additional responsibility of keeping our men strong enough
to work, fight and give to victo'my. In one month of this year-aid
this is the fiicing of the Gallup Poll-3,20 0 ,000 workdays were lost
to war production because of absenteeism due to illness. In this
length of time we could have built 3,000 light tanks, 448 miediutn
bombers, or 2 heavy cruisers. Dr. Victor Heiser, Who is the medical
consultant to the National Manufacturers Association, states that
only 10 percent of till absenteeism due to illness has its cause i i n-
dustrial hazards. Ninety percent of the time lost in our wvar-produc-
tion program results from a combination of factors, including poor
housitig, medical attention, and malnutrition. The President's Na-
trition Conference held last May found that "malnutrition is more
prevalent among families in low-incoiue classes than those in high."
It included in its recommendation for combatting widespread mal-
mtrition, which threatens to create a production lag, that "as a de-
fense against malnut cition the (ax burden oi the lower income groups
should be decreased. No taxes should be levied on incottes iisuili-
cient to provide ati adequate family diet. Sales and other excise
tax-es oi food and other necessities of life should be eliminated."

Those are the findings of it conference called by the President of
the United States in May 1941. Its 000 delegates, consisted largely of
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manufacturers' groups, of experts in various fields of health and nit-
trition, of representatives of Government services, and of industries
concerned with the pr'oblcm, and it does not represent lair's point <if
view unsupported by objective facts.

Recently it study made by the National Research Council warned
that it serious lpro(Iut'ti(ih lag may occur because the means are lacking
whereby workers in war 1rodluction may replenish the energy ox-
penledin our piiest ttd vever-increaslitg ploititn lice. Ohur na-
tional organization has enlisted the participation of oit' thottsands of
members throughout the country in the Government'si battle against
ilalautritiin. Xs workers' wives it is our most direct coitribtittn to
maintaining inltevrrupted production. The enactment of increasetI
taxation on low-income groups either by drastically lowered exscip-
tions or by a sales tax will cripple our earnest effort's and will ttke its
toll in increased absenteeism.

Mr. Morgenthiau has asked for self-denial in the enactment iif tax
legislation. We assure you, gentlemn, that we t ivredy ii till self-
denial that is iot also the denial of our strtimgtI and efotlls toward
winning the war.

The Ciigress of Wonien's Auxiliaries for these VetisOis rives its
wholehieateti eitorstent to tle tax pr(grmn of the ('. . 0. includeiI
in that tax , )l'i i'tL is tile ,provisionL fo j.iint ioli)nie- ix retu'is fLr
tarrl't'ied coulleles. I)hit' ol nzalltion hlls, sittee Illi efore Pettl] Illar-

brir, enjoyeil I piogrt ll of utitfied vtffort witi .ill other patriotic' wo-
Menti A' 0'm ll iz tii ill ti' rll tor vito itii'. W i o tltol, h()vtw ver.
agree with lie tin t neiilt ii thai a joint iliteoiLe-t ax reqlii'elliett is ill
any way a viiltti l (if the .ights (t' Votttil. The absence of' sch it iv-
quireio't iow tlt',.v a -pec'ial pi'ih'ge to hoth husbands and wives in
upplier itoltli' Ioalch'-. IO liiaittlI'iit wotuhl reS(tore to the G Vern-
nuent llon ' lie'.,Ii', I t,41,i Ih4, Wtil i'cffort, front blth lianshiatls itltul w ives
with highi]l i : ill'ill'. It wo uld i'ettove :a disciretpancy'v lietwtetl
th, taxatli ot (if I, t\ i ii'.ie faltiilies :nd high-inco et. fai ili's.

The (t.xinxi\;. I thank youi very itith for yout it ppearI'l nce.
,'ue i'utiiiil ic' will i'.-,, until 2 o'eloek. We will have a rather

full tftei n(ot. u bill t IIink wvi, cill fini-h this aflternoin.
IWlheu'eupon, :it li e tir l ii ' 1it : 1 1) . in., the' committee rceesed

to 2 1). il., of I e ,t' day.)

AFTERNOON SESSION

(wIervieo Ioi. at 2 t lit'e coii ee itet, I)mirsutant to recess.)
h'lte Ctl.xunx . Royal Lit,.

Mr. LiIrix. Yes. sir.
Ti' Cimxn \v,',. You nay itke that chiit if you lI'efeir to.

STATEMENT OF ROYAL LITTLE, PRESIDENT, ATLANTIC RAYON
CORPORATION, PROVIDENCE, R, I.

r I'. [v iiul is Royal little, ]i,.itt Atlantic RayonCorporation, Providence, It. I.'

I tiut ntking this alppteatane as aii individual as well its a col-
plotte taxpavtr, vlnd before mlin g iny general statem ents in e-
gard to the House bill, I would like tuiiake a few speific conlinients
oi sote of tile det ailed provisions.
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Otn mct jol 106, tihe Ill ii per~wiod1 embr Hit g years t'wjith differete i

11113 Do!n'nN y)1 ou prelfer' to standid
Air. Lvririx. Yes, Sill.
Thle Cii tiN.Ym prelt ~fe to standi
Mr. LITi'Ll. XeS, Sir.
Ile CHAlMAN. I itipe yont gettitlelet will nteh these spQcifiCiccotol-

mtetitlit ns t hat ate liud.
Mr. Lui'ti*.% If yi it il ie. (itt effect if th i~i 11'j jrolto yout It'l

1IgI.e I lit it is tin fitr an'1111 opportunity tic itt flit ne.
Tiis cli nge Ill i i tl to it calencd ari year bis Nvil njI ot. (Well It

1tIio year s, bInig ill I cent Inme revel 111 the ithae11 present
1111511. It ttelel-N bring., taxes ill Soonterl.

Whentti t In Wt a iso Ivet' awlt Inlxes lilt retl ici . th' iscml va orrtI Ct-

pl)tllts will hit% vI to pity wat 1' iI s for'1 ilt longe' per~iod. 'Itn tidli
lion, these e'xtamtples Shotw ho 1111 tlIil thtis chanilge woltuld he to lIny

Wei NVOitt Itive Sltflhciettt eairnlings ifter taxes to be safe ill Spendtinlg
1Jill extrui $200,000O foir ~tod Llct i''e. eQfll)tlAitoI increa~lse oul wa Wit o-

tilesi',lol 110111 under lllt't li ne1w' (Iit ];t;\' we will be req111ireid to set
as~ide 1111 extra i*')00O ill loxes.

In ther li'word1s, it llippear is t1hat we 111 'e Spelt t liii' earin't~gs twice.

Whot' ti i we indon? fitit ,,hll wiett Wit for ille opt' bs ill.toi tii iet11W

*1c latl 1di tllds-i Threis it ltitliiiof (iltI' oil t gshosedll 01 ndi~

(lqtu'iit Ii an lie ( clvlit ill'S moreltilg. IfWhy sl' lcd teob pit 11
(111 ting lin goodsi faith lut exptnedifi t isu prt'itl'. olt Jill( ten have l

dteclariedh lit'o icllil ( J~iiell111 of it earingsaedi ;oimat

yfer's la bt ill. is ov v oadet'll"ipusfo hiht e

I ilrlt diidend i illi 111 excsts- tl~ tll~ t i 'hifti'tl' iii)ie

l''Tiltitdthe foliuii acitlitli bei ouitte\ittdel

or)iti f IW lim b sis fil(li tl( irsti fl mt hs, ' o 'f tlliiii Y ear liour d i , i,( t(; ill

ponil d s hae olm iSlui11'I i i t and * r ll w t I ,1* lto acIn''' :I~lgil herfe
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I would like to reiterate on that point that if you follow that through,
You can easily see that you will not, in the long run, get any more money
in taxes by changing back to a calendar year. Xou only move for-
ward the (late that we have to pay our taxes, so long as you do not permit
us to change our fiscal year basis.

The C(AMaLrAN. Well, this is a nonrecurring gain, anyway, if there
is a gain, to the Treasury. It only happens one time. " It is not like
a change in rate that runs right on through your tax, It is a non-
recurring gain or loss and, as you say, i you assume the taxpayer
is going to remain in business alid taxes are going to shift from ycar
to year, it is practically as long as it is broad.

Mr. Lzr ri. The taxpayer ultimately has to pay the tax.
The ("Ji,\ m.\N. The strongest reason, Mr. Little, that appeals to me

in support of it is this: That earnings may be higher this ycar than
in any subsequent year unless it should be next year, and that taxilayers
simply will not have the money even if there is a gra(lial decline in
the rates, they won't be earning the same, and the other one, there, is
a competitive advantage in favor of the fiscal year man where lie has
a large part of his fiscal year in 1941, he has'this other cotI)ttitive
advantage over his comp|e'itor who is on a calendar year paying at the
higher rates on maybe peak earnings.

Mr. Lirr.. 'h!at advanta ge will be taken away on the tail cut] of
whatever we are in now.

The CnnMAN. That is true.
Mi. LITTLE. It will equalize.
The CIrAIRMN. That is true, if earnings remain high it would

be washed out, I would say. The thing that appeals to me is that
it is a nonrecurring loss or1 gain to the Treasury. It is a one-time
transaction. My min1 is open oi it, and I want to hear from the
joint stair on it.

Mi'. Li m. It does work a great hardship in many cases, though
where we have already spent our money or use(l it somewhere else.

The CHAIRMAN. AndI I suppose you have never selected the fiscal
year with any thought of taxes?

Mr. LIrrL [i. The corporation I have quoted here has always had
this fiscal year. One of them has been in business for about 90
years.

The CiummrN. So it couldn't have been selected with any purpose
of avoiding taxes?

Mr. 1XrI'rLu. No. And my suggestion here at tih tail end would
prevent corporal ions in the future from moving ahead or back to gain
a tax advantage.
The CHAIRMAN. In other words, liting the discretion in the

Commission to allow or disallow tie change from one year to an-
other?

Mr. LIT'rrLF. Yes.
The Clr, iimr,%N. Thank you very much on that point.
Mr. Lrirr.. The next pint-there has been some discussion, and

I haven't had a chance to go through the bill on it to see whether
there is anything in the bill, but I would like to get this across
because I think it is important, oil possible tax inducement to buy
bonds which I understand has been discussed by the committee.
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The CHAuiMAN. I want to say to you that there isn't anything
in this bill now.

Mr. LlrUL:. While I am here, could I state this much: To offer
tax deductions to the extent of bond purchases would be most un-
fair. As examples: The hirge corporations who have millions in
surl)ius cash available today, these companies may, under the new
hi"W, pay as much as 90 percent of their top earmnigs in taxes. If
they cold lse surplus cash to buy war bonds and get tax dedue-
iions, they vould, in effect, be buying United State. bonds at 10
cents on the dollar, and if the bonds carried a 2-percent rate, the
Government would be paying 20-percent interest for its money.
This would be grossly unfair to companies using ill their available
finds for wir l)rl)opses alnd being unable to put funds into bonds,
Also I doubt if ITucee Sam's credit has yet sunk to the point of paying
20 percent for money.

Then iy own case. I happen to have $10,000 in cash that I have
Sivedl U). If y'ol put suich a bond inducement idea in the law, I
co,,h biuy t hem on a basis of 50 cents on the dollar, while the
working ieolple ill mny lphilits have to bly them tit par. There are
lnilly vaseS where people who have got' caish in hand could take
adiiant age of that to tie (lisadiantagiie of those who are paying it
(lil (if aeinl lgS.

The CIi.i IAN. There is no provision ill the bill looking in that
direction. The nearest approach to it is the sigge tion that there
hel a ost-war credit us against tie. high excess' profits.

Mr. Lii-rl. As far as the indivi(luial tax rates are conccrliel, I
(lon't tlink they are high enough. I would like to take a coulle of
specific exit,,lil)1eS again.

Tie CAIIMIAN. Are youi speaking of the individual-
Mr. LrTrmp. Tle in(ividuial tax rates. 1Wi have i nitan-I will

call him Bill-who works in oir dyehouse. For 5 years ifore the
war his average pay was $1,140. It liippens tlit due to sliirt thim
we. have hlad to pay high rates to hold the lill inl those departments.
His average hours had been 24 per week before the viar. If you
take that $1,140 base that lie earned before alnd lidjust it by 15 per-
cent to increase it to a new base for a higher cost of living lender
present conditions, you get a figure of $1,320, but today, when we
are busy working 48 hours a week at tile same high rates, lie will
ciaii this year, at the rate we are going, $2,970 approximately. So,
dedicting from that the $1,320 adjusted 5-year basis, it leaves him
$1,650 more than his 5-year average after adjusting for the higher
cost (if living. Under the tax proposals, lie would only have to pay
$260, or 15.7 l)ereent of this clear excess income.

In may opinion many workers of this class could easily pay at
least llt f of this excess income over what they had previously earned
and what they had suppoorted families on, liid in his case, instead
of i)iying $260, lie would then pay $825, and still be Ltter, off thall
lie li il ever been before.

Another very interesting ease is that of ouir chauffeur. When it
looked as though we were going to have to prepare for evenii higher
taxes than you now propose, iy wife and myself decided that we
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would let the chauffeur go and get him work ill a war plant. We
didn't like the idea of keeping a nian just chauffeuring when lie could
be doing mechanical work.

We used to pay him $1,800 a veir, buy his u1iftrm. anid pity Ills
phone bill, and a lot of other expenses. Ie hae S two ChilOl ri i a
wife,.so he pnid n income tax. Ile is a good niechmic, lhe is working
long lion rs tdia, lIe is making from his new jh at tie rate or
$4,525 a,, year. We als) put our clrs up, and we plyi, ll)i retailer of
$1,20) i year to look out for our ears, so that li, is getting $5,725 a
'ta;I tidla. Now, if vol make the iitie npplitiition there and aId

$270 for bicrea se in t'le colt of liviinl. brillgi nill) 1ii op to) $2,070,
you still see tllat lie is receiving at tOw, rate i .53.055 noi ire per Yeam
tian he ever received before.

Under the new lirpoed bill he would lie taxed $759).50. A gain
I lon't think that is enough.

There must be at le ast 10.000,000 war workers whose tried realized
income, after adjuistments for higher cost iif Ii ring is fur greater
th:t) it has ever been1 before and un ( er tit. pil',pnv Iaw Itl ( Gov-
(emlelt is iiiit lret:iitill'img l 'l iof tll(ll of flint vxwis.

For exanllle, if tli, nri e, 1(,00.0o0 V'ivoIiii, flu
1 

if' iiv ilfil uitiol
is correct, mind voil coiili obtain. withiit luiiliIo t tliini. ;In extra
$500 apiece p, rVOar over 01 ttliove lwi pi )Pii:i1 rtes, tli:lt wimli
aliiliuiult to $5,000.0t.000 ill tle aggegitc.

Senator . mxn.lHow \Nul.w( ( m(to, lhmt N6ilh(jul pt, mlizillg

li chap w;li hasn't baid an ii smiti luiliniza except ns ym llpi'd tile
(xctissq p)iofits tax lleory to inlividuil inoiiies?

Mr. IEmrri:. I adiil tli is (roin'. Ii lie a hir ,i. (e.\ilit as thrt
uiiight lie s ile iiicrez-ts ii tht, wiiiti-tuioa' mnai wlie b 1 i -taudlar
of living that has not been so iiuich distoirted but ilicie is a treilteldolls
siiilre of revelue that is being itluiitalid riglt there thltt I don't
tliink cam le overmluked.

Senator V.xmxnnm.:o. If voiu alplihiI tili exte. i rfiu thw1 n tn t
individual incomes. )V tNi ;ll(l 1uhieve rout lrlliose. wouldn't 'ui

Mr. LimLr.. That is correct. I woulit like ti cuelue back to nii'self
again. My net income. tiaxahlte invime, tiis yvelr. aftel' etion.,
Will le s(o(,th ilng in excviss of $20,00. Undn er ithe 'ropowed I ax

The ClummmA. You itre inidir the $25,000.
Mr. ITrrlE. This is gross. LT1riil' fti poposc tax I a . yil only

propose to take $7,000 of that. That is too ilm1ti171 little. I think I
ouiht to pay w, arer twice tlat nmou lit. liid I lhitk I can. I th iil
that then, are probiably prit tv close Ito 1.50100 1opte like tile in thu
Count ir'.

Senato VANxt.NBEIM. W e Ollglit toi plit a slti o f you ill ihe

Statuary Hall.
The (h'Rn x.N. What did i ii Si\' OMl' g1-- WilWII le?
Mr. Lrrru. Wel. th1 il N lbaxmfV, siulijiut (i tax S. wnill l,

s-lightly over $20,000.
The *CJ tlAN ,X. Slightly uver $20,000?
Mi'. ITITE. Yes. NOW, if roi eai gel a iiit tiler 57,5(10 ioit of me

ani 150,(00 plOlphV like Ilie. there is ii n itiibillic1 loll s for you.
The C. ,M. xN. If we imil, ge.t it out of then whettier tile, are'iku

mill or not. it would he fine.

340)



RE\'ENUE ACT OF 1042

M. ITTL. I would just like to ask this hypothetical question:
Why, uimr present conditions, should I be peirritt-.d to retain for
myself more than, let's say, a colonel in the Army, who has ap-
I woxiuately tile satie financial ad personnel reiponii ilithis that I

have? If I lehft my job and went in the Army. I doubt, in the first
placo it 1 could get a colonel's cononission, but if I did, I don't 'cre
why runniing war plants, as I do, I should make subst'-ntial ly more
than I would, and have left over for myself substantially mor'e than
if I wevr in the service.

Otlhr i ilu~rialists may not agree.
Now, on the question of individual taxes, I would 1;1,e to sulge.t

nirich higher Surtax rates throughout. In addition, I suggest stiff
\vi tI loblill g laxes at the source. They should begin at low rates
inl ne arh months and be stepped 1i) monthly Until 1yv the end of
1913 the following in axinruar rates are reached: 10 percent gross
come tax at source on all salaries, wages, coIrmissions, professimal
iicom, cti repreneura1 withliawn Is nndil other ,'a l'ed income, and
2( percent gIrross tax at tie source on all divi(enids. interest.. royaltie-
91l other return on invested capital.

'l'h, ('IrAIM.AN. 'hat is, as un additional tax or :-) be credited
agralin, t-

Mr. Lr'rr.. rhe siurilest way is to take that off ar] only consider
mx lit yi oct ll]y get is your irriorue to rt for . a purposes. It
would save t trerneridotis amount of bookkeeping if it is (lo0e, a, i
'itIlolding tax which is paid over by tie cirl)oration and others wlo

Vav the ilioiev, its dlix lends or interest or wages or salaries are paid.
hlave tie dedlction i ht ulk adl he the individuals report only what
they receive. Otherwise you get into tremendhoslv eomplieate'd con-
pttations, and I see in the act there is a provisiol for a witrholing
tax which, in effect, is just an advance pynnt. ind the way that is
set u) would probably (like air extra Irudred thousand people n,
bookkeepers that oughi to be producing war goods., I think it is much
ioo colicated.

The CH.AtrI TiA. Your suggestion would elini nte nil that accouit-
ig oi the p0 rt of tie etiphtei'?

It. LrnTru. It wouldn't eliminatee all of it, but it would greatly
simplify it. The way it is worked out now. each coloration would
haove to be, ill effect, a' collector of int ernal revxeti ue. aud Vu would
hIve to put everybody' through the scie q estio irs to get their to
determine their depedhe nts and everything (lse,.

Senator DAVIs. What addilioial cot would there be, to the cor-
Iporation that is ('olle ctinrg the lxes? "

Mr'. LrrrTr. I)o 'ot mean if it wire donie oni juet a bulk hasis?
Sento' )vIS. Wihat w uld he tlie ('mit Of cc d ut ng it it (Ie source?
Mr. Lrr.t. It would he intinitesiria1 in rel tior t'O the imuey Col-

lected. 1i is hard' to express it it ilollar., anrd cents. hut I doubt in Our
own ease whether it wiuld cost 1ts triome thart two or' three. thousand
dollars a year to collect what I have suggested than it dos to handle
it as at present, but under the proposal here, it is going to tie so many
people Iul) in nonproductive work arirl we teed tliei to work. It is
hard to find people to work ni Itirn st uff out.
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The CHAIRM[AN. It loks like your suggestion on that point has a
good deal of merit. I hop~e the stall, representa lieS will note it so
that we may give it furt her consideration.

Mr. LIrTLE. I woohl also like to recommend a 10-percent retail
sales tax oil top of eeiythilg else. You will catch a lot more taxes
there. Under present t eolditions, I don't think any source of revenue
hm51nl be overlooked.

You probably wonder what the anigger ill the wood pile is here, so
no\w aiiie t corporatil (axes.

The Cii.\l.i t.Nx. We are wail in'g to see.
I'. 1,vIITLE. We olll,,t llllll-0 iaid that corlporation income as nor-

mally determine I is not realizor1 imnie. ('orloralion earnings are
largely on inventory, receiv'ables, equipment, and assets t1her than
iast. It is for this reasin that c(r1)1o0tiom laxes beyond a pil are
either uncolectille, or. if collected, will Cause the fored liWidation
of corporation assets and seriously restrict t1le coliallny's volu le of
sales an1 ability to 1)ro(luce.

I believe that the rates of corl)oration taxes proposed in this bill
will seriosl y jezl)ardie ihe war etroit. It will hinder tile rapid
expansion of )r(luction and sales so uvirenlv nee le(. E'xcelt in tile
.a'ze iif the m(st wealthy olat i oils whose credit 1nd facilities 'Ire
al)roximately lintit less, it will force the future concentration of Gov-
erinel contacts in these wealthv companies -1n(] reduce the vork to
h e domie by small concerns and hy colpanines like my on11 where future
credit caimot lie obtained (lie'to ou inability, i(er l)roposed tax
laws, to repay hank lo0s out of yearnings.

In order t() eillplsize this condition, I am going to pass out copies,
if I iay. of car Iwo companies' balance sheets. There is one sill
sheet inside-I will wait until tho.e are passed out.

There is a large one which is the parent cOil)ainy-Atlantic Rayon
('orlporation--a small one which is a subsidiary, recently started to
iiake purachutes, human esea])e chutes for the Air Corps.
The procurement requireients of the Air Corps have increased so

tre nmiihisly on that, particular iteim that we started a plant to make
richvutes and the parent coili)any put $100,000 into the Atlantic

arachllhte Co. in order to finance tile purchase of tile machinery
retired.

We have received a $3,000,000 subrontract from fil established para-
MYhnte imufacturem who is showing us how to make chutes, to make

Ihe hum n escape chutes for tie Air Corps. After having installed
(lit Machinery, we spent n early 2 nionths trying to finance this
Imuiiness.

.\s a suheont ractir we were not eligible for Government advances,
and most banks felt it too great 11 galuble for them to finance our
inventory requiremnents and starting uIp losses in view of the pro-
11o.e tai liw.

If tie corporation tax rate had not averaged over 50 percent of total
earnings, we could have arranged hrincing in an hour, and we could
have spent the balance of this 2 months producing chutes instead of
trying to arrange credit.

1ntil our bank loans were finally arranged, the suppliers of over
a million dollars' worth of parts lind equipment which we have to
use in making the chutes would not. make shipments.
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When we finally obtained bank credit, it, was only on the basis of
Atlantic Rayon (Corporation, tind all the officers of the parachute
corporation subordinating all the salaries and administrative expenses
(if the )arachute company to the banks.

Tit other woids, the general manager of the plant who puts in 12
hours daily 6 days a week is not receiving one red cent in salary for
running this jo) and cannot be paid until the loans are retired.

Fortunately, this man is l)atriotic enough to devote his full time
to the job on this hasis, and we are already shipping substantial
quantities to the Air Corps, although the plant was not puit into opera-
lioni until May I of this year.

If we ever pay oti our loans, I imagine the Federal tax collector
may".3, have soiietli ilg to say about gett inug his before our admlinistra-
tive expenses am]l salaries ciin be paid in cash.

In other words, with a new corporation of this sort going into a
\var in(lllt i', we are (oW iii a )osit ion whieie I seriously doubt whether
we will ever get eveni iltr original huLdred ti thousand dollars back out of
tle Comp1)alny. We have golle into a new business wh ich has rc uired
iiach incry which wve cannot u., after the wair. We have lost, iln the
first 0 liititls, iuelulincg owlr sta itjag uip expenises ai(l training ouir
people, $174,(00. Wo have got to 1k1 t lihat utp first, and it just
, shows, u1de ii Pl l)ooseC(l law of this sort,l how inill)ossible it is for
Illiyone to be successful in a new aunlert king ol a war idl ustry, and
it also shows why practically no businessinli today would dare
risk new capital it a ventlire (of this sort, because the chances of ever
getting even Ii is capital I back are so slim.

I caniiot Oll hlaize too strongly tI you1 that through the Corpora-
tiotl-tax provisions (if this bill, yoll are driving mnore and more war
blusiless into the control of wealthy corl)orations al(l miakin" it lrae-
tically' int)os.,ible for s1mall1 concerns to finance Government work,
eve it' they are folrtuiate enough to get it.

You are'all familiar with the fact that direct Government advances
Ol war wirk are 1o longer nia(le against new Coitiacts. In its l)lac,
are stubstituted so-called "V" loans undler which the banks assume 10
! ereent of the risk, but even With that limited risk, the banks would
rather earn a lower rate ol a , sure thing-nieaning lending big com0i-
panies at a lower rate-than to take a hundred to one shot oil a small
var cont reactor st rangled with filis tax bill.

I, therefore, suggest the following simplification of tie corporate-tax
structure to replace ll types of l)ropose(l corporation tlxes

1. A flat 50-percent over-all rate on all corporate taxable net income.
This rate Would produce, in itself, large revenllue.

2. Twenty- percentit tax at source oil all dividends, interest, and so
forth, paid'by corporations as previously proposed under the individ-
til taxes. Obviously, if the earnings have come out into cash and

re available for distribution to stockholders and bondholders, this
tax would not jeol ardize corporation credit.

3. Change section 102 for unjust accumulation of surplus. Make
the effective rate 95 percent, and make the tax mandatory in cases
where (orl)oration earnings show i11) as increases in investments and
other assets not required in the ordinary conduct of the business, in-
creases in cash, cash surrender values, marketable securities, and pre-
paid expenses. In other wor(ls, going back to my theory that you are

76193- 42-vol. 1-----23
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now taxing unrealized profits at too high a rate, but in order to catch
profits which are realized, you can suplement 1 reasonable high flat-
rate tax with a t:Ix on dividends and interest wiiezi paid and catch
ainhody who makes a lot of money an] accunmlates it in a crolp[i-
tion.

I claim that through these three taxes you would catch all of the true
realized profits of all corporations, lalge and small. but would not
jeopairdize. through the taxation of unrealized profits as l)rsuwed in
this bill, the credit of all corl)orations, excel)t the wealth iest with
excess cash reserves,

You see, under this bill. the corporation in ilie fortunate position
of having several million dollarss of surplus cash, as innny large ones
have. You can't destroy the credit of that Corl)oration even if you
taxed 100 percent of their earnings, anti that is vhy most of 'thu
em phasis has been in trying to reach the corpor: tions of that sort
an'] di':wing the tax pru'isions to reach those corira lions, but il
effect the more vMl try to hit them, the harder vo hit the snialler
ones, and those like my own which a ie using borrowed money to (he
greatest possible extent.

Il su11100vv, I wish to cii l)lhisize my general position regarding i1ho
current tax iwoblem, believing that perhaps riillions of other tax-
payers in the country really feel as I do.

We are faced with Government expenditures of $77,000,000,000
during this fiscal year. 'lax income may reach $21,000,000,000 zdunder
the proPosed planned tax. leaving $53.000,000,000 to be raised through
the sale of bunds. Tit is only 31 percent of our expenses in taxes,
and it is not enough.

'I'o be in line with England, Geriiany, and other warring countries,
we should collect between forty and fifty bilon dollars a year in
Federal taxes annually. This el5n be doe. We would still be paying
less than 50 percent of ou' total n at ional income in Federal, State, and
local taxes.

What is the allernatirv? A staggering three hundred to four
hundred billion dollar debt when the wa ' is over, and eeitai relpudia-
tOn.

Gentlemen. I am standing before you pleading that you be realistic
and that you tax me and our fellow citizens two or three times as
Pimel ias prol)osed ihider this tax hill. We are willing and eager to
take it, hut have yon the courage to to it ?

I thank you.
Senator ) .A.Tm. May I aCk M'. LilIe to take a letter I have here

an i comment brielh, if lie will, on it, from the standpoint of a prac-
ti cal nmuizifacturez'? D Do ;o"i hlve sil a schedule that would admit
of his Iaking 5 inhintes to d1o that.?

Mr. Lr'rt.:. I think I had better take it outside.
Senator 1).\y~x',,. I was addressing the chairman.
Mr. ILv-riE. I am sorry.
The (jr,kni?.[A,. hOw is that?
Senator 1) tx.xi. I say: Do you have 5 M uintes that we could lpr-

mit Mr. Little to dto that?
The CIIAIIMAN, Yes. Go right ahead, Senator
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Senotor I)ANAIIER. I would like you to do it, if you vill, please,
anId if you vill read it to the committee, it is pertinent and bears in
general on what you, have talked about.The CHAIRMAN. DO you wish Mr. Little to do it now or look it
over?

Senator DANAIi. If hi' 'heltises to, I think lie could do it now.
Mr. Lrrrm: (reading)

Senator JoiIN A. J).ANAItii.St-it f flaaoltc ,ottn itt he,

lltritylot, 1). C.
My I),Fea SEx .Toa: Tils company, for 70 years, Ias ten making high-pressure

comlrics.sors for oxygen, hydrogen, tellum, welding, torpedo charging, antim mary
other services.

W'tio ri biiliiig finally (of thise comiressors for tli Unlled Stit(s Navy and
they ire llitro'asiig theiir o(l,rs, tiy if tlhii . 

ht've fln sliplted to Pearl
ll~irbor, Dtlc€h UIirhor, Ulmhil-kot, tlnd o~lltr ,olltlyih'g b;isos.

h'lii filltiwing is I bie;f nullit' if it'. 1-inttnl fi tri uf ( iIv tolltilty IIs wvoll IS-
the futuero itolltloo
C']ii l :

IRlnd Isse . . . . . . . ...---------------------------------------------- $21:3, coo
Stock issue ti:ii'ixilu;to ) ---------------------------------- 20,00

1941 :
lusinss -------- ....------------------------------.. ---..- 523, w0)L'ri:fllo It fore taxes-... .. ... .. .. .. . .. .. .. . .. .. .. . 5, , 000)
'Itixcs --------------------------------------------------------- 30,000
Prolits after laxe's ---------------------------------------------- 28, Ot:0

Expansion: All it this went to ixparision to nutie more aid tlitlor titachines.
Profit loft errt': Nollo at all.
Dlidtitlds: Si t-k l1.s nit p lid any for abotit 20 years. Al earnings have

FIture itax(,s: If tfxes art mnite higher Iliati 1041 we will riot and cannot
expliiiotf Or int ko i ilrtxto t'lv s.

V11911 st'holiih: It Is high (is this cOtltillty olt shtidil aIi prtgres.s -ovtl
la i g iio ufl'lldell'.

The illeol Stlts olralhlou: If flit' litifed Statos look this coinirin" over,
eXlliAsf, s Wilit in retas. Th' Urtintoil 1ittei 'rt'r osrty wotild tlher get less ot
if Ir-iol nore.

Taix rlirt fir lip112: It slituld iot fit' higher for1 Oiclttliiies of fins typo than
the 110-1.t Scht-dulo.

hl-'l'trr liig Iitoy: WV cillniot hortow or I1io cltiltll for xlrivislont, o'vil
rilidr Ilno 1911 Iax rile. Urintil we soo whit tlio tax slttitilititt Is, we tctintot
put iioitrty (lst ear'liiigs) rili v flilrvihg cliirgctt its 11 us.st. If we tirdortd
extra 11l,101hlto'; lllil to 1llis wve Itrofly taxed awtiy, we would have rio
ritity to pay fur thont iril w til litt, to tgo Into Itr- ivershilip.

Trli. isry tln\ tiil:s i It will liid us tr'ok fit lle l'llf 'lt i Sl"te will los'-
)tlot gailll.

litil ol 'grt ih s Entclosed-i re lhotlttos if:
1. Poarl Hlairlbor c-oitptrtssor in' iirlltpdo olitrgfiu.
2. Tlo lIlpr ived iorinig till wIhhh took all mir '''fits if 1941 (ttfl'r txi's)

wlili' wi p)ild only '1 lii't'ort ll itt' bioliths ind trot[illng tl tjir1 sftoc.
V9.11 tnrx ra'h: I1 sliditild not lit tirea'uvil for coaiitrines like tlis wllth iw

c'itltitl. It Is htiw littalls, ct'iilly ftilud l ive itid stock kpil:il wNvs wilpyI
out.

Pri'sot ftiniteil s rltrirlinu: 'cli m outsi to bituy ti ilovo hitring hill s still
owoti fit the lrink, sicirit l y tcouTilts tnt' Ni'ho,' will hb' tuid. We Call scat'cly
gel i Sriill rf',rve, ('ven wIth ti Ixes like 141.

Si'irolttry Mioittgelthur's lIl)ril : T10 'itity i'stiil a f'tw ri 011 010liii' lit.-si
ye'a Int after iit, urnt, h lois. lit' wnlil kill li(i' "gls, 0 t ys I 'lo goliet
ogg." Hi'e shoulrrd lie made to soe It.

Sinirrely yorrrs.
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Senator WALSI. What is the name of the company I
Mr. LIrLE. Norwalk Co., South Norwalk, Conn.
Senator WALSH. Is it a family company or is it generally owned
Senator DANAMR. It is a small company but with general owner-

ship, with local investment.
Senior WALSH. If it is a family company, it would cover the earn-

ings by substantial salaries to members of the family. If it is a gen-
erally 'owned concern, that might not be possible.

Senator D.\.x1;'n. In view of tie bond issue outstanding of some
$213,000 on which 4 percent has been paid, it is apparent that whoever
the bondholders are, whether banks or otherwise, are going to have
something to say about that, but my point to you, sir, in asking you
to comment on it: How yo'l are going to relatt (le lOgraim you
recommend to a low capital corporation of that character?

Mr. LJ'nvE. Well, I thiik in lie first lilace, his tax rate would not
exceed 50 percent of his earnings under my pllan because lie is paying
no dividends. lie would pay a snall tax on his bonds, but 'that
wouldn't come out of him. That would conie out of the bondlholder,
ant lie obviously isn't guilty of unjust accumuhition of surplus so that
Ile wouldn't be silbject to the 95 percent rate there.

I do think there has been a great inisconception of lit, ease with
which taxes can be pulled out of corporations. It looks like an easy
lace to-relatively few of them-and it is an easy place to go in anti
dig in, but uider'this proposed bill the results are uoiig 1in line dis-
astrous, and when the war is over you are going to have fewer corpora-
tions than ever and they will be the strong ones that have the cash
reserve now and can go through if necessary without any earnings.

Senator DANAEI. If we take even the rates under this present bill,
this company Won't lie able to expand even in war production, will they

Mr. LiTTLE. No; because no one will ledil theau lhe money.
Senator DANAIIEn. And yet that is an exact type of all instance where

we ought to eneolurage in every way within our power. it seems to me,
the expansion of the plant.

Mr. Lrrrrr. I woild just like to reiterate again that the higher
the corporation rates go the more it is going to favor the bigger
corporations.

The CHAJrIMAN. You mean the stronger corporations?
Mr. LiTTmE. Yes; the ones with (lie big cash reserves that went into

the war in very strong financial condition and who have the money to
finance their own expansion. who have so much capital that they can
easily obtain all the credit they need for expansion, but in our own
case, if you will look at this statement-I didn't call attention to this
long one here-we have reached the end of our rope already on ex-
pansion for war purposes.

As you can see, taking the current assets of a nillion-nine-sonething
and tie current liabilities of a million four, we only have in net work-
ing capital about a half million dollars, and the trouble is that on the
war work which we do, the material which we use is so much more
exl)ensive per pound-we are using nylon, for instance, which runs
$2.50 a pound as against rayon, our normal business product, at 50 cents
a pound-that to fill our machines up and handle the volume of produc-

tion that we can and should be doing, it takes five ties the inventory
that we normally run.
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Now, you jut can't get the banks to go on lending you millions
and millions. There is a limit. And when our statement begins to
get up here to about 1.1 to 1 ratio, the banks just toll us to shut
riown some machinery and not try to do So much war work.

I don't think that is constructive.
Senator W:L.simr. Is your contract with the Government a nego-

timited one?

Mlr. LrrrLr. Tie parachute company is a subcontract with a para-
ciute manufacturer. ''hat is a subcontricf. The rayon company
has Air corpss conilets to supply the niaterials that go into paria-
chuiltes-the canopy cloth. shrou(I lines, sewing thread, and other
ititatt'ials.

S(ita1tol WNALI-dr. Those are probably negotiated r contracts.
Mri'. Li'rrTE. Those are negotiated contracts.
Senltor IVAxIr, And! yours is with another contractor that is the

tilli coiti'tlCto ?
Mr. LiarF, Tlhese contracts are negotiated with the Air Corps

dirt. hu In, that is a serious situation, gentlelien where we have pro-
ruictivye capacity thiit we can rn hill we ca g'et tie money to run
it full Ilwcaunte of the additional cost of equipnienft here.

If we were allowed to make alnd retail Ifo the rejpayiient of loans
a fttir return. the hi ilks would he willing to go lrtc,id a d lend money
to colapait ies lik Ie us to get its going, btt it just is too tmuch of it
pilliible.

Yoll Iha1\ve got to lil( coripart ies oil a thin margiit like this, to lend
hoti several million dollars as they would have to, to keep us ring
t1 I1, is I atirig a hell o tf a chalices lay. If we ikqle, any mistakes and
don't deliver or deliver poot' quality, tite nt:trgin is' gone. If we
olurke ,oie money otl it, taxes take it, so the bai.s figure that they
can't gef paid out, they ttre ot slu'e of gettintig ptid ctit.

eoit or I)NkAim. Ri tst let me thank yott for rllt' attention to iry
previous inquiry. I vish to ask yi oileo tor: The timue. of the
generall nuatiget' of the Atlantic Pirachulte Co. is Mr. Royal Little?

Mlr. LrrTi.rt. No, Ar. Eliot Farley, who is the fellow trt took
ei that, jo),b lie had retired from i livo work , ird I grt him back
ili harness again, trotd lie is the kitid of fellow * hat doesn't give a
dimn whether ie gets anything or not, but f don't. thinirk it is fair
for hii to work as hnii is lit is witiont sone cash payment.

Semitor J).XZurnl. I don't think lie is arty more of a patriot than
yiti t re.

.Nr,. iTrr,. I dln't kinow aiboit that.
'Tlie ('tiiAtrAN, Thank yetu very mtch.
Mfr. Kellogg.

STATEMENT OF HOWARD KELLOGG, PRESIDENT, SPENCER KEL-
LOGG & SONS, INC., BUFFALO, N. Y.

The Ctirrrlr.XN, Mr, Kellogg, you are rep)resenting Spencer Kellogg

Mr. KIC:r,1oato. Yes. Shall I read from my statement ?
TPre CIAIRiMAN. Yes, sir.
3r. K.rLoeO. My niame is Howard Kellogg. I am president of

Spencer Kellogg & Sors, lie., of BurrffaiO, New York. I have beei
with this company for 39 years.
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We buy flaxscel and soybeans from farmers in this country, and some
castor-oil beans from Brazil, crush then and sell the oils mainly for
industrial purposes, but the soybean oil is sold largely for edible pin-
poses. We pay the American farmers al)proxima tely $28,000,000 a

ear for tlaxseed awl over $10,000,000 for soybeans.
Our business is not a get-rich-quick business. Wn paid in dividends

this year apl)roximately 1.0 percent of our sales, aid ve reinvested in
machinery and equipment another 1.6 I)erceM, which Ised i) all Of
our profits. Our profits, after taxes, this year wve ahnioA the same,
just a little larger, than our plrfits after taxes in pre-war years.

Only a small pe-centage of our sales represent emtracts with the
Government-something around 2 percent, most of that being for
lease-lend lurlposes. In addition to the oils for edible and industrial
lturposes, we also sell a meal from these seeds and beans to farmers for
feeding dairy' cattle and other livestock. You can see, therefore, that
our business in regard to its use, its volume, o its ptotits, is in no sense
a war baby.

We have received several staggering blows this year which I wish to
exl)lain to you, and then on top'of them the Ways and Means Commit-
tee of the House has unwittingly dealt us another staggering blow hy
changing the fiscal year method'of calculating the tlx, whicl basis w ,

have been on for all our history of nearly 50 years in Buffalo, 30 years
of which has been in corporate fo-Inm. before desiginating the specific
effects of this fiscal year change upon our business, I should like to tell
you of the other diisasters which have befallen us due to tihe war. In
som respects they might be called war casualties.

Some years ago we invested approximately $150,000 in a plant, in
1Iinkow, China, for China wood oil. A pipe line rns from this plant
to the water front so that the oil Could be loadedl oi tlankers or charges
in the most efficient manner. 'lie ,alps now con trol Hatllw 'and they
have this plant. As you may suvni'ine, they lae not offered to pay i,
anything for it. We believe that the United Staes bombers in aiding
the hlnkow water front have destroyed the plmt. We hope they
have, as we hompe that they will dtestroy everything whiQ will help the
Japs. But we have no hopes of American hoini's paying us anything g
for this plant. It was in t he French Concession in Ilankow, alid as we
tad reason to believe that the French night not be ahle to protect it. we
had liquidated our inventory, so that iout loss was limited to the plant.

Some vers ago we ulso invested $850,000 in a plant in Manila. 1).I.,
to nIrike cment oil. Bemcase of our faith in the strength of the
ITni ted Slates, we felt Ilmt this pliant would i-cmin in Unitid States
territory, and whieit it was ln ken over ly theilliS, we Iatd an inventory
of a million dollars otf copra tnl t half million dollars of cocoitut oil.
The ,Jal)s have no( drele-d to l.l), i1's Inyihting fio tiit, either.

These losses wvero note Itot lei aisiitn, i l t we too tk them vith a smile,
saying, 'Sil'i is witr."

If we had itt nlieady -itt ttilhe thwe Iises wve liiit it, it have wor-
ited so ittiich alOltli the (']liiihge ivt It t lie Ways aml I Meais Coni it -
tee, with reslect to, corlto'iiliitiis t l1:1t wouhi nld iiirily repoi't. profits
on a fiscal-year bils, which re;utlts in our having pail Ait in divitlends
ap)proxiiiately $710JOt)itore 1 hi1ii vl, eairnetd tihis yeai', after consid-
eration of plant expeiditires.
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Taking all this together, however, we believe that we are being
asked to carry more than our share of the worries and burdens.

I should like to take a few minutes now to say specifically how this
change affects us.

Our fiscal years ends on the last Saturday in the month of August.
Our year is divided into 13 periods of 4 weeks each. Our reason for
closing o1' fiscal , i' in August is that it is the close of a complete
tyt'le of operations. Our business comists of: First, buying raw ma-
e'ials from the fa rnwi'ms; second, converting it into oil and meal; and,
third, selling thliese products. We buy our raw material from the
farmers, beginning the latter part of August and continuing until the
latter part of December.

The conversion and the sale continues and is completed about the
middle of the next August. August to August, therefore, represents
a complete cycle of I year's operations. If we closed our books on
December 31, we would teln have most of our raw material ol hand.
Also at that time we would be extrenlely heavy borrowers at tile bank,
these temporary loans being represented ly our large inventory. It
is alhsolutely essential that our fiscal year cover tile periods just men-
titined. 

I

() sales for this fiscal year are estimated at ap)roximately
$58,000,000.
Our' earnings liefore taxes ate esihmi led at --------------------- $- $4, 00, 000
Taxes cesl[mated as var House bill- ------------------------------- 2,843,000
Earnings after taxes ---------------------------------------- 1,157, 000
Unusual capital l exldmllhuIres, 11 ''iods -------------------------- O0, 000

A sizable portion of this capital investment was made for a new
plant in Decatur, 111.. to extract the largest possible amount of oil
frmn each soybean . This invet mnt was deeu ted so desirable ly the
Government that we were favored witlh a very high priority w hieh
ennlled us to construct the plant tIds year.

'The construction was started 1 iefore this year, bit it ws finisin
this 'eni. A pi1on was it for special equip(ient to proue i
suhst itote for ('him wood oil. All of this oil is sold under priorities'
'r21 is needed for war 11se oi war Ii'uction, In olher Words, this
capital investment may not be prolitl]e but was done lec'use' war
production and lise demandd, this suhst it lute. We dio not have ilie
a mortization privilege which applies to he companies producing
a211ninett, airl)lanles uln] so forth.
'f1l left .------------------ - , ---------------------- $257. 0
(lI totl divh2i l,) l r):lymotsm for (h o m' wc,' .. 1.21V7, .50-
This leaves us stirt. ------------- 710, 5014

Last Novembe r we r md a loan t I hi bank of $2,500.000. to b paid
off at i(ie rate of $ 120t0O per Iva' ie 71% I p'is' of the loan was to
lake car e of our working capital requirements. We a re piyiig the
fnrmers higer' prices for our raw rterial and we are a sc paving
higher waNv'es, eac'h cif which Irtit that we r111st halve more worlig
capital. The above shortage (of $710,00 uleans that we will have that
n11ic01 Illore difficulty iII pavirt Off our working capital loan.

A I lpreviuslv slIo ld. w: It v' -,ways ibeern on tin' seal year iiasis.
We have played th gane according to tie riles ltr'ing our entire
history. We believe that our business bus been a distinct asset to
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agricultural seetions of our county3. We have tried 1o operate at a
1)'(ir )litb oti1' profit have never beel exorbitant, orn dividtiilds have
never bei large.

Evr Anve 1931 o tmoo hoeo1 (lit your coniiittee 1 and the Con-
gress did not favo' goring retroatively into lirevious years aid nillate-
rialyv inreasinHg the tax rate.

Slbre W what our fti- lres will le if you do not break (lis long-
established precedent li year:
,sritiled sales ------------------------.. . . . . . ------ ------.----. 0, ,oo
Estilnited ernriiigs licfnle taxes ..------------------------------- ,, (11, t(s)
Estinat txes ------------------------------------------------ 2 , 230,000
Estitiated e:rtinings after taxes' ---------------------------------- 1,770, 000
Utiiisi:IL r''tiltajl 'sx\ptilditirs ----------------------------------- Uli, 101
Anioiiit l .et-------------------------------------------------l 871 (Xli
Divid nd . ------------------------- -------- U0, 5-1

Sef iini 102 li'iidls in slbstianc that all iotev properly available
in li vildots iiis lt iis lritdvid in div'ils. We now 111( that we
(listilhiod $71l(),Ot inl rit thin was nvtiale f'r dliviiends and i plnt
expeitilituiis, anti d we also Ihaive tltt' job oif trying to liaise (litat tuch

through adlditioal loans. Sintie (his $710.00 new lui'ilcri caused by
ito llo:-e bill OlS direct lv out C Oi' wti lo gking capital, it mIlust be r-

lhlc'ed by addilii1,1:11d liio'rwinig if our iusi ness is to lie financed
ali'qiately,

]I1' (his chan~lge wv:is iiii',l.i'o:ii.e you t'ieve thait Sol eollan it's

have chitrgeii froili ealenlar a' i tl tlisal ye' I et' nirelv f(o' tile

plw'poso of Sa ving txe.. 'ou call stop tiat Nvithiliiit kil in'50 sheep
alog with each volf. li' a io'ali i vih-les to ehanLge to tile listal
year it cal do lio oly with (h lirtiiission of the ('iominnisiotietr of
InhJrMI] IV'vtriir. If, w]ei nw 'or'ii'liiratiis art forineil, t'y also
niust secure i (t'tinuis-isoir's c'ori-erit. ym will tli' hiavt 'i1iple
lii'it'cliwl t i ill'-t inllp'pii'i s'elec tion i' tile i n'al-ycni' lu- a is.

W'e have to keep ou' 1iiks i tle pel"'ec' it ti-cal-vc:ir basis, antd wc
woiitli very tiirrrlh tutg o niir iiOt ti ihtanige i' ('fiscal tear as ('rihri'es(id
liy the Ways and MeAnis Colini(tio. In addition io tihe finaniial
difli'ul(it's, it pre-,nts tit,,ii.) 1oolol)tiipiig lnl aio ntill' diflilc' ties.

If ylu bieliive tlitt it is' als(ihttelv essen'ial for hlc g)0(l of (t'
'rtitel Stn's (o niako this t'lIniig'o WO tlhen ask (lint it. shall not le
(lit roi'twively. W i Live :ihiiy liad two stIrggring lflows Itis
V0'r, 11ii we would lik' (o :-,k tht we i' giv'n a little ir'athing
-pac'e by po();tpl)(liinl-' this untiil next ye{ar,.

We ore noii( soi'i1-priis('i at ]o ining Mllliow. We' wttr i'rt'pa'id for

that loss. and lioi iitly th lantd and buildings. ulit we hit\'(' had to
spenil iitoiy in this 'oiinitr'y to niau1nufacit'e a1 siu liitit iIil.

The hs it M\I/iil was hen vi, and wo were less irt'l)ai'd for it.
We hd (l('pended lipiit (ie linight of the Inritoil States to retain
Malnila. B]iirg Unl) ' ellred, we lust, $1,500,000 in inrv'enitciy, lesides

lite loss of he bliilir gs ii A eqttipinontt.
Whlhe xve are not erying Over this loss, tid never have, xxe night

say ieollts v' had h il)i'del upti tho, ITuitid States a nlilion nid a
half of inventory wns there nind was lot, alni hiecause we depended
upon the, tax lam; of the United Ststis affecting fiscal-yoar coliuanies,

whiih has iein h'ningetd since 1934, and hecaruse we.biievel that it
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N% Wild Iiever ie changed retroactively, we mhade our capital expendi-
tures and paidI our dividends in accordance with tihe above under-
tmi idig uid will now find o(lrs,,lves out ,710,000.

1 trust, Il lwrefore. that you will see the reason ableness of our request
lien we usk Ihit you at least give us it little breathing space and let

this chaluge begil next vear instead of making it retroactive.
Senuor IAvy. Tin cotiiiictiol with your loses in Chinia and the

PhI ilipplns: Isn't tlat, to smile, extent 1t least, il the case of inven-
tories, tleductile from your income?

Mr. KELMO. Yes; they are.
Senator BYnD. 'lhat would reduce the income you estimated here,

wouldn't it?
Mr. Kt'.Oono, No, sir. That is all (akei into consideration in the

figures I have given in there.
Sector BOri). I Ineaii, deductible front the income tax.
Mr. KEuILOo. We have toine that.
The CHnAIRMAN. You have token that into rcouiit in arriving at

yur tax?
Mr. KEuLorm. Yes; we have in our figures,
Senator Ih-nnr. 'T'len, as estihnated in this bill, it would still be

$2,813,000?
Mr. KIr(Loc.. Yes, sir. Still allowing for the fact that it is

deductible.
Senator BlowN. You feel that the change should be effective in the

tax year of 1943, aid payable iin March under the present system,
iI 1944 ?

Mli,. Ku,.ot. 0. 'T'ha is what I feel.
Senator BlowN. Would you hive aiiy olijetction to the change if itwere so alrrangle(1

Mr. Kr.Lono. No; I wouldn't, I wouldn't, object. If you gentle-
men think it is best for the country, why, let's have it.

I am just saiyilg, in this special vase, that we did rely on the fact.
that you have never ('linged the tax laws retroactively.

Senator Binow x. I think there is agrent deal of justice in your
position, but I don't think it is unique in your business.

It is true ill 11 green tany ltsin esses.
Mr. Knino. T I think it mu.t be. (ertnilvN we had no idea, and

it, caue rather is a: aihiosiel l to us hiNen we, understood that there
Wa a Iiirospect of iIi kin ' this lange. It is quite upsetting.

We on i take i, na11'111aly-T don't menu to sayv we can't-but it
seems to ille that we wvre justified in goinIg aloug i the way we (lid,
feeling that the tix wouldn't be made rtroadl iye.

The ('1 \iIUM %. Thank you very much, Mr. Kellogg.
Mr. Robert Miller.

STATEMENT OF ROBERT N. MILLER, WASHINGTON, D. C., CHAIR-
MAN, EXCESS PROFITS TAX COMMITTEE, SECTION OF TAXATION,
AMERICAN BAR ASSOCIATION

Mr. MILI.m Robert N. Miller, Washington, I). C. I am chairman
of ono of the commiltees, section of taxation of the American Bar
Association. My committee is the excess-profits tax committee, and
what I say will have to do only with excess-profits taxes.
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The American Bar Association has directed us to present five
recommendations in this particular field. The first four can be dis-
posei of quickly.
The first recommendation is completely met already by this House

bill, in that it extends the growth I)rincill of conl)uing base period
income to acquiring corporations as defined in the law.

The CIIXIR.A. That is taken care of?
Mr. MiLLRFr. Taken care of.
The next one is I)ractically taken care of. The American Bar

A,'ociation recininiended the declared value excess- profitss tax,
together with the capital-stock tax to be repealed, The House his
not done that, but they have made every year a declaration year, which
was our alternative rt' ue.t.
The Cn \ x. Giving you alo annual declaration?
Mr. Mut, .Yes, sir. And the whole thing would have been

done away with, no doubt, if the Government didn't need the money.
We are well satisfied with that.

Tle third one of the recoiniendations-and it is not recognized
in the new bill-favors repeal of section 734 of the Intrnal eleven ue
Code, dealing with adjustments to be made in cases where either tile
taxpayei or tile Conmissioner inaintains a position inconsistent with
prior income tax clot eriniot ions.

I am not going deeply into that. I have a written state ent I
will file, and I think it can I)e presented in the record aliout as well as
orally.

1'lie Crrum.u','. Yes, sir; you nmy file it.
Mr. MiajtmR, I need only say that we think that that section is haid

folr the Goverunent as well as for tie taxpayer, because it violates
the principle of repose.

U under Ite existimig provision tile taxpaver iiiy suffer prejudice by
a so-called inconsistency that may li)e as stale as 1913; he 1my soil'r
that prejudice thro h tile acts of persons over whon lie has no
control, and never did h1:aye, and the st'tler the i neonsi st e'Ny lie
greater the prejudice to the taxUpayer.

Another recommendation of these five has to do with carrying over
the unused excess-profits tax credit for years beginning in 1910. Oi'
position is fully shown by a short. mciimorandm which I will file.

'i'at leaves its nothing'but tho last and thel most important of the
rssui'iation's five reci I in lenda t i ois.
This one is our' recommendations presented to you last year al<mit this

time. i der which excessive harlslhiui dire to alirm ialities of iluiioie
(,i inestdl ci A nt expresslv relieve scimoewlwr in the law, may
he relieved by tie Com iissione t' of Iut irnal Revten', i. sihject to
review by the Unite'd States Boami of Tax Aipeals. The intnttion
of our ret'<inimindalion is that such relief shall apply to oil the ex-
cess'-prcfis tax years-l 910, IM)t, 1912, aind the foiling. With
refereuee to 1940 and 1911, while those aie past yearly's, I think this is
important : 'h'ie larger dhii'ieil'y letters Ire ,till to he issued by til'
Bureau of Internal Revenue. so that ev'ei 19J0 aid 191, while they
are post in the calendar sense, are still very open years in the process
of audit. especially with regard to the (ifficult ach suhstantial cases.
Since 1941 calendar-year returns were not due until March 15, 1942,
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and extensions were granted in many of the more difficult cases, there
has not yet been tine, to audit many of the important ones.

11e are very "lad to say that the bill as p passed by tile House gives
to the Commnissioner some new powers so far as t'hOe year 1912 and
subsequent Vefrl le Concerned which to a certain extent Cll be
clearly (epenl(ed on to remledy the serious defect to which our reconi-
ineilnitioii was addressed. bAt the bill does not, as it should, cover
1910 and 1911 now in p)rove01s of audit.

It is also true that tle provision ('4ntains some limliting phrases
which niiglat be Cen'trued s depriving tile Coiilii.-ioner of power
14 ] relive,. even as to 191 2 Iaxs, certain cases-which will need relief
:ill( which wail have beenl relievable under 'he correslplini ig relief
prntisl(l i of the 1917. 191K. 111 1921 laws found in the statlla books,

Oil thl whole, Cosidri lIg le iliimense0 diftitu0tie. 1)le.vClt(,d by
tilt l)1('lill ,f giler:l relief, wo (etainlv aplprecialt the work done
by the W:iys and Moons (' wlitt(e, the joint coiiiittee, and tho
1 va'll Y.\.

Witt 1 1'olli ing If agr,. with 1 ti Ihat lIas beel dhone, w Shoul
like to express 0111' th:1'1c5 foxi their construcltiv, labors in dealing
with this wriy diflicult il1l 4 cerflinly llcitrovrsi:ll pl],,( of tile tax
la w.

The defilliIe suggel 1ions (bat We WIake Oil th1is -liiject of gelieral
eli',f Are two:

First, we strogly uirge llIt the l)l'(visilolls of Ihlie Xist inL bill 1b4
lade to apply to Ihose 2 yeeis 1910 and 1911 which are still really

to be fougllt (lilt, So tiatttill' Whole excel' , o l'fits po1io will be gov-
rvl'w 1) y tile sillie proc'edur-es,

Second. I wllit to Ilmention in retaill a few t':pe (f cases in which
111 t ('Flls of this bill. as llsed by the ll (ti, igill be (oln.;trtid
:1 (' yi h tei Ce illlis.iver' llwli\' to relie'vo in cletain ('11es, even
if he sihold Consider that relief need", to be given.

First. Iis to tii 11c3 of having tllis i13a(1, ' to ll to 1910 and
1911. Sullsose a taxiayer that wasn't, l existence diuilg the baselieriod, orgalizcd hral (' ncum' with no supplement A 1backgr-ound, oil

,J:1 iarl ]511 19.40. Being organized after the ('11(1 jif tile hase pl'iliod
tie jipe'sent law gives it no right to use base 1lw'riod inconie credit.
Ally credit it gets must be lase(t ol invested capital.

Row1V sillliosp that thl' business (f the taXwl Vet' is s'ich that tho
ilive"id 01 Cal lnwci-i(oll- artl wholly inapt, 'lhe 'aa-elt lill gives:I li't of sit nations ill which I he ilive, te C:~/l edit is inapt :

Onv of fivin, for instaice, is that iuignibh,; assets-nul I ami

juotiag fo1 ll s bill- 'iot iil'lelillh( ill ill'e'sld 'aI)ti tai underS,'(,cl ill'718 lwke, nllp 'l-fllt colitrlbutioll' to illoolie, Or tlat "capital

is not till il)oltait ulconie-1roducing factor," and there is it list of
similar siiitiations in the bill.

Under the bill its passed in the Iouse relief is allowed for 1942 and
subsiequenl yeai's, but 31o relief whatever is allowed for the years 1940
tId 1941, iil this case.

There is no sense in that, and tile defect could be easily remiedied
y Iiakinlg till 'lief :plicb:lle to tile years 19-)0 wul 1941.
Another example o i coany Ilit was in existence during the

bas' lriod : SuppoSe tie taxpayer is entitled to use the base 1)ieod
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credit, but, is subjcted to tin excessive tax burden for 19 )1, bteaitse
of an abnornally low base period income.

Suppose this low bose itrh income is due to the fact that the
bt-itness of the taxpayer-and I uSe tile very laugualge of the pieseut
bill, so fat as it apples to 192-"was depressed in the base period
because of temportry ecotmi c conditions lcci]inr to such taxpayer,
or because it was it ienber of an industry which was depressed oi
account. of tenilporal'y econom-ic circuinstances pienlianr tho siichl in-

duty"-I. will s1k1p ii number of oilier extiiles thtt I Could1( ieI tiou,
talic out of the bill. This bill very properly authorizes the Conn-
nissioier to ittake these adjustei ts if tili hardshliip occu is i 1912
or1 11 later year but oinit s to give that relief just ats badly needed for
1940 and 1941.

Te CIRxniMAN. Woull that be true, Mr. Miller, in the case of a cor-
poition otl it fisc'il-year basis?

Mr. Mn.LE. It wthUld apply to soiti if tIe fiae I--ea ir cirporttions,
Tle CIITAMAN. It would?
Mr. MILLn. Yes, sir.
Now, it is trte, i s we ill know, that tle exCess-)l'ofitls-tax mates, iti

the present bill and in the atet that, is going to result, will lie higlur
thati tie rates applicable itt 1910 nd 1911, hut it is tibsilitly 0i that
thill excess-lrofits-lax rnos for those 2 years 1910 and 1941 trc theti-
selves high eti]ough so that in pIi'ticIltir cass they inn iRtd tice hiain
ship so great is to lied relief uhisolitely.

Tie experience of the Treasury itself so far, in auditing those
Yetils, shows. as d(i's tilt, 'leauttryl i vxp''iclico ill i d ing tle excesi-
lrofits tax'. f'rinth lie first World IWair, thai , elief is needed.

The fitfa is tie Wa :s and Nlvalwi Comi ittee report fuIlly recognize
hiat thle ow higher ites mIerely tin'ri''To rtoler trlal createe tit' il\ Wahot

recti sized need foi broader rlicf pv oilsions, nd I quo l bHll ' fn il
tle report, showing that apparently the Waiys and Means Coninittee
itself recogitizedl tbat th is relief ought to apply to 19,10 attil 1111

hi ' l id r this ii'gisiiticci ww" r'c'i''giil'ii w 1v ,iicotic liili'c i
s, 

ii hiX waS
('ittti' l D40l~, ittd *1tt thle i'xcess-priils-tax iitonmeiiiiit; iof 191, tiN pointed

it "as lh m mated i hcait oquita' ri c 
s

i hrilts imn-uii that ovry raonl-

loh ]ilrvailltioll should b h' i lill,I li 'to ill prevo i ,0 .llppli(.alliotll of IHie iex.ess.-
-

jItrilis cix ill iiiclii 1li cis'l'; thahit high rill4 ilt i' i'i .es i'it'.i II1' th lilg i ly
jis"tiii hi li , tie iillcioi silijt Io lax Is i'c'rly if Ice ylii' ilici'I td Ito i

T'hl Icii'os niw ]lc'uiticcN'il I l ho Ili'' c | fori , xi llllitl lw alic liil i ioll oiri til
roiif sect iiicn Ii ,ia .s that dio not fcill micilor Ili, splicitii( liro'i,,i ci iil ori er ito
I'jovoiiicii lliiji''nd alhfllo c'(i'oiili ci iiii72i ii llill 'ic''c l'iirlll

Ill other worlsd the experi)ti We itl hat h1ey ic'd thcM il'iviiiilis
for 1f)910 l( m l!) l0 t In t' an yt ba- .Ymnull Isat'a or' otlilci' tliy didn't ap~l]y

it to those Yveas.
Toi dell l i 'lde ri'lief tio ci cici']lo raticitill ,l1ffrill- llmrihiip mtilder its

72° 'e nt tix i t io cL'qliil illal it %iot ]i i\'e lc tn in " ' se tr'oil10
if tle tlx had l ven R2 lii'r'n'nt or 10 li0't'('('it, certainly is hiit. sensible
11tu' in tlie Govorninlit's interest,

'Tlce fltct is tlhat the acaill object. of these relief provisions is not
just to 1)0 nicO to taxpayers that are exerting pressure to be relieved.
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'[he main object, as our committee sees it, and at, experience shows, is
to make the law workable as a successful producer of revenue for the
Government.

Although such provisions may operate for the benefit of this or
that corporate taxpaver needing relief, their miiost important fie-
liol is to relieve the (Govcrnenit, from lie serious consequences that
follow when )opular opi111 lecomes convinced thit ,I tax law isn't
workable, or produces unconscionable results. Further, the public is
(1ni1g to forn its opinion as to the reasonableness of tie excess-profits
tax la" largely by observing whether these first 2 years work out
sensibly or not.

It is hterefre very important that tlie best possible relief provi-
sions be iadei applicable to the 2 earlier years. A. fair relief provi-

sion i hose early years iq in many ways, more important than later.
First Impressions 1re undoubtedly the most important, and the Gov-
rmnelm thas a stake in making g people realize that this tax law is fair.
The oily other point to which we desire to call attention, for su1Ci

action as you i, committee iiiay decide upon, is that section 722 of the
bill is pissed by the Ilollse contains obsellrely-worded limitations
which might. cobeeivably be construed as denying relief in certain

1ases where the Government's broader interest requires giving relief.
I give one illustration of that:

A coorratio may suffer undue hardship in the year 1912, because
it happens to lie one of those corlrations enllilerated in section
722 (c) of thi bill. whose situation is such that the invested capital
credit is inapt.

Further. we will say, tiis corporalion changed its business oil
Ja nuary 31, 19-10. It elmnged it from snuff making to cigal making,
all illistration already uised ill tile report of the Ways and Memis
(omm it ice.

SUpWOe it couldn't mnahe allv money at suff and it could make
liolits at cigmr tmakiilg, anid itmade the change , not because of the
war or anything to do wi(h the war, It was just a sensible and
o((linariy |ill- over from a por(4 line 01 l)lsiiiess to a good one.
C(la,) m-, lie technical lase period ci n'p ve any relief at all,

Meanse, dOing tie base period it, was engaged in a (idIfferent business
in which it didn't make any money.

We find dtlat this bill, 111 section 722, subdivision (b), hs an ex-
liress l)rovi.on which would have given relief to that corporation
if he chan e imaO oc(eurred a moith earlier, that is$ (luring or in-
liediately prior t1I the base period.

Bit thee are j o specific provisions as to changes after December
:1. 1939. This corporation is just 3t days too lite to come withinthat express prtovision.

To give relief in a case of this hind, where the Commissioner
felt it ought to be given, the only subparagraph which is not, clearly
limited to this lase period time issubparagraph 5.

But, that suliprla ram1ih 5. after' provi(linit I lat the Comnmnissioner
li11 11ake illi) ac'olit lll otler factor afecting the (axpayer's
Imliess, wiich iay reasolnably be cinstrue(1 as resulting idi ai
inadequte standaud'of normal earnings during the base period Idds
a vilpile i iimlion and its vaguelluss is all the more important, be-
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cause there isn'l any review of this by tie I courts. Thalt limitation
iquires--
the application of this section nnnst not he ininsilstent with the principles
nnnnnin'rlyinng the jrinvisiins oi.f this sitins"Mo'hjon, ani with inn ilitionn nilt
linitatloins entnierated therein.

Of corse this raises the question W lnut ae tle "prin'ipl Ls tnder-
lying't" They are nUot 1nY1wher' sii'ifi'nliv stated.

There are jist i ve directly stAtttl sibt'nragraphs there, vith Ili)ii11)14-
gest ion as to i "prinicilht ,"  nd it is hartd in) tell whnt I hat linitt: ion I..

Now, further, if] ord' tin ge relief fn' this f nl unniosl y ti.ns'iing
tinse, one woulvtd Iave ti ontrue also sldivisiton (a) of section 722,
1Inn List sentence of it. I will read tlnit:
Il deternlninl ig snnh Oi Stt'll iv i tiv inaigo btisn inrltl no ilionilo, inn n'ognlrni

shall In lil to vllls or 'niltions i0"in'! iiig iii(' aNxjiy'er, 1tv hnlisiry iof

wlin It Is n n'ntnnben, ir Lnniyen'x gtninrlly oocurring or e'cisltinng aflnr I noezn.
lien' 31, 1M39.

There is a problem there as to just how mtu that lilit nitn teit.i
to 1prevent relief in such a case as I hne given, wie(n a tl inge Ip-
pelntel after I Ifcenil Ai 1139 11 (' ni Iln i -Sininn'r andH tile Boinrl
shotid by any chance feel Ihond to h,dld that these linniitatints deny ie
CnlniIssionter power, to relie i ti n .v unc hardship ill s .l .i ' iiso as tle
01e I htaive sateil, it is ciar thit the relief ipiovided iy tLie section is
availainle ill fownVt cnnses tmn tili relief nffordeld iy tie' Iivi'n'inie 'kt
of 1917, 1918, ot 1921. ani fotinl in'.,'to Inl (overiniiiv' ln in Ili omiii-
istering those acts,

That is all i\t desir to say. t'xi''int this: NintniStl-tiinhii tinn'i
difficulties that I ]mLa just nnmttitinil, it m.giht nsni to lii niWi tiinit
the ctrn'' pais nif the r'elhf pnrovisions of lnth bill nnv :,tl,'n that 'cry
nnitnmy types of meritorious ('n ns nit reitmvilie i ti..mtinn w
cotil is' very stnecessfully delt, n with by tInn tax authorities tlder
sect ion 722 as it is now in) the bill if that is enacted. It it least ges
i very eonsideralnh way tnvini it uring til defi+'ts at whiih our
eoitnientation was directed.

Thank you, il'.
Tite ChAlmir.N. Thank you, very mch, Mi- Miller.
Mr. Miller, do yot suggest iny annendnet'ts?
Nit'. M , ini We I ihave no specific s tggestions. The rt'iticisnt that

we hae madie hardly need drafting. They Cal sin simply le chltngel.
T1e CHAiRMAN. I thought perhaps you hani hr eiaftd some seiniti.

amendments.
Mr. MILLE. It would be sin tasy merely to providle for 1941 ani

1940.
Senator CONNALLY. 1Vi11ln that tPily tin caSes nil1rta1lv slit h"I
Mr, MimZ~r. 'ntnMThe c's.-, which hare aI already boel seized, if itr m'

Inlitde silpuly retroiinctire It wonld denennl'sinninwhat oti the phrias-
ing tnf the words applying to 1940 a''nl 1911.

I woul say aiit if nothing \\'re did ex('lt thnt this rtlie f ln rnvi-
sion shIil 1 lit en't iv' for .years i egiinning a flt'er I)en'eiiber 31. 193), it
would iave pr'tienll i ino effect O11 ti buse elos' ICi.ses.

Speaking for innsel f fatherr than for tie issoci ntion. I Ihink the
imnportanl cnsts, needing relief for 19,10 aniid 191. iLr' not, tile cloed
oines, but those which tile, Governinit nit itself stirs lip in t(nt fitIre, liy
isstiinig d'ticil'iy t tiers. If tny !1lit'h itinetin nliit up nas tin ti'
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retoative character of it, I person i ly wiu ld think it sensible not to
draw this so ,is to give rise to refunds with reference to 1940 and 1941.

Senator C(N.\ .li.. 1 was woMlti'iTng W ,het11r it W'OOld antoliati-
cally result in reo)einIlg c:ses for further adjustment when they had
ldrieadv been settled.
ML. Mizu. I Ihi!nk it c"filih so dlwn as not to do thai, a nd I

,do't think the lia' As .ociatin would feel tlht its i' recommendation
h; been flouted if that result wvli v, av'oiled iii tho drilit in'.
The nllin thing is lhe hIn.dling of (lie cases where Ile Govern-

nit sill. in thli flum is-U0es lc ,ficitllcy letter asking for iore
iiimov with respect to 1910 or 191 .

Stoiator W.misir. Did I nh iler.oan ",on to say that the Glovern-
ient had issued no deficiency ltters in 1939 ind 1940 castes?
Mr. Mlrn. Th (io'e'nmec, nt IiioluhttiIly hai" is.-oed a great ninny

deficionv letters for 10)0, but tIS' li'tlei i of ntlit i og a ecl aio y,av is
plwclia', in that you hav, a gret Hock 0 i M little nation t cses (amn of
idiii i-sizei cat'.s, anti I- elatIivel I' eV iiiiporktat anid (liflitiult cases,
involving sob...talltial souls. My iim rcssiion of' the faits there is
that tlie (ivti'rmoll'nt las itol,e 'vr oood progress, as fas as ntlt-
hTrS i' cat ,s WldiltIi go. 1lxi that. I'ii I thi itost par! the dlficioney
lttrs ill the rIeal tough itlts aie till to he worked ont, and those
i', th tiws that caufs trthl' e.
Th (',uAM %N,. All right. '['hlanI you very much, Mr. Milli'.
(MIr, Mill' sulonittod tile fillowin g supplemeitary statement

. lDI I I ONA\, SrvA'IJ:.II: NT I In IttIII': F N. 11lt.1 1 1, W sII IN iTON. D. C., CiIItiM .N oI'

ixttssX i't a1 ii's 'ix 'ommIti.'l .;I., 'T'\S I leN I \, I'II CAN iBAI
,I Oti i( I A 1 PON

.V 4' l tl-(it iiR (iii l"tt .S5 it l i I X I'X t It1"tu

It'll r' ti o ellldlll r 'o lli' ill s i't 'ollg 'os ylelis i ll' r vI ioi i til i' n'ly-
1tlg ovi\', Ihlo 1ln11.8od] ex(co ,.sl 11, it, S 'l'+V lil f (l

'  
yVV'S .Z llog! iili ill 111-10) Wi I'k,-

,sliloo il,, s licl pro'visioln" \V li o. oll ll , ho I'iltly (,llll('lvil Rlovvillie ActI of
1911l, id( to this (,fll reom mell ndst. rl' l ( i f soclicili '-,(,2 (4,1 (of that n1e, (mltid ing

t) 'ti'. 710 (v) ( ) oif lhl' Itilt'ii llct'illio ('odi th fllol vi'tg wi' o: "For
such plirlui o tlie Cxt's'iii-l s ci'i'lll iiil e l eii i'xcss-tli'lls uiot liitolc( Lii filli)
Ifxtilih, yvell lbogllmling Ill 19.10 RIlIiII bet c'omiiutiod Uillflt, (h Ii N, pil ! lileh

i t) t iix i ilo .i l3 0 g lllit iig li l 1 .1 1 , )
lecam.'oi .- Sv'v'lon 7i10 (0', Mum!rili Wll(impl (ToihQ hhs tmsen lmi'(lly rv-

gari'ded its' fill Imp tntilll eql lltnt III o"Jinlll e 111 r ll'l i of) Iiew blsltiv.s. e, Ol

liliqlloss Ilit whichlli til(nomisi , vat-lh iit fr'oml yeari to yomi Its offoTi \\Vits

th it ii ('orpitition whilh hadl a iiager exci's,-proflts credit ft 19-10 tint It
vcaiih I1so. w\oulhd beo pltiitlt(I to calrry ovolr that credit to 11141 ; If still uimuseld,

in 1912.
Rvibmlo 202 (P) of the lpymvu Act of 1!9.11 )hil,; the effect of denying, to 41

sibililltill to el , tit cli''y-ovir, ]in 'M(1 l II ri'iloe the 12 lry-ovtir biy fill
ilitllin t eq(51 di h, l i iori t linirim Icm t's pid bt y lh virpornllo oi l 1010.

lFor. vXiiiiiii, slippose ii i'irlpl 'il, ilt'der tlic Ri'iio Acit of 1910. has an
lit' 1sod ri ti+t' I' l lXi ' (ut'I't i l of '.1 ) (iiillts is t pOl i l t li ' h i f' lOlltir,

'i ,I(1 i Iii i clo. liT creditll 'i f $ , I .0i 0 11llld u itli t 'litl li l lb it'iIr o
-ir $I,5((I0', which it w\'lpts mit), Unidier thv lRovtmel Av't of 1910, Ilhit 'oulld

tiw (-ll'lqed oivor' < I i l'lli.. I , lhe, (,vr ll'll -lX <lodil ava'li]la lo forl (.11 , or,
lldel' c'orllail irounl mi. cels( 

' , 
forl 19,12. Suplli st-o n il o if lho ildjllsllnivltt uq (

liiloh ,vl onl~l 711 illi ,lil lilng i l, , .lwoss- lro ti , Il, ( I o for" 1940 tivxolvod
114 Incom tli a xi~s. (ifl $801,0(,111v voiffit of s lliltl '202 (1t ,) I t llrvt' s il l(,i

kX<v(,,,,;-PFl'lll, 11il l(ioll(, fol. 19l-40. forl IIi o)lhol. 1 1111poso 0h111l thelt volllilm llill

of 19411 tl~ s., hly fll.,- ,uitlil of $1:0l,000t, Th'l(, !lllnliit olff'ocl is !lo (,tllt al liT.-

oivor' dtown hy Ilbat timnt:llf Jl1on tefgullos lhwro would 1wo 11) e'ry.ovt.r'.

Se'.) l 2112 tIo) doe, this hty iilniillg st? ,lii 710 (t') (1) of to iiiteniite l
lii, vi'ni' ('o'o, so itil for tie it' , l ti (iitr' canny-ti, hit not for the Li liulrlo

357
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or detormiming iiie tit.\, iiawm y fill' ('ill(! liet Incollit, for
ully taxable year Ileginning ill 19-10 shall be complitud alder the law oppIleablo

loxablo \varsz 1111gilliling Ill 1,011."
TaNpayers who com I Ilned IlIvil. vxce."-prolit tax liallilily for Ille your M-10

(MI so oil the reasonable nssillilptioll Illat Iho toolliod (if (-ollll)ljljllg ill(' v.Xcp."-
lwofil.z net inconle fill, 1910 NNould Ili)( I)v changed aflur March *5, 1911, tho dale
(oil whivIl valondal, yvnr corporaliOns, wero reqn1red ill lilt, Thelt, 11940 rvitivils.

, \ villilivil 14) a corl.,\-m er wfolld ho ilegligont If it dill not tako
t1w carry-over into 'Iccollill ill lills[lic-S ollormliolls, For itistalwo, douisioll '?
during 1910 wholliell to hold (11' c1cal. ont 11 largo Inventory \ onltl ramrally
Ill, influvricv(I hy the availability of a resill(Ing Ios,;. To fill SUIT, It blisillo'"
\Nollld have ill Into accOillit ill(, po' Ihlllly 111M ill(' whole prilwilde of
corry-over might ho velienlut us nyaMs ML hM It dwy nm wNu pwd Imlicy
oil the parl of the GiN-crianvill to go oin [if its way, ill 4olllcllllwv 1911,
lo vilailge div Invfhod of cinlipilling Ow 1940 vjII*I,.%,-oVvI, Ill '11ch a way as to clit
down the alliount Of it.

01w roasoll why Inally laxpayors were roasollably coll1wit not to oppose onlict-
invilt of tho Izovolilic, Act of 1910 wos that it provided for 1111s carry-ON-vi..,
if) pa,;s flie bill Oil the hasiS Of IlW ('aITN'-OVk'r 1111d thOll 11) ' 1uhI0llIijII 0\10111
witildraw Ille corry-over rotrwictivoly d4ws nOt si'vill (4) lit, full, floating.

As we linvo oftell pointed (lilt, a (,*I IVI 'I'll 111011 t Ille good will of its tax-
ImpTs jml ns a idipuAntmt More noWs the g(mmin of hs: rush"nvrq; pro-
1-Isdolls liko ilds, wIlich wild lo give ill(' la\llayor all impression thal 111c Follorill.
(koverlinivill 1" 11111-cliah1l" nro contrary to Me fillerf'st's (Of Illv tax sy.stvill.

In collsiderilig Illis it should b, Ilovili, In 111111d Illat tilt, new
provision ro'llIts in fill incriw- Ili 11110 tax. and Hull Ill 011- compilation lindor
the iiew l1rovision tlivro I,, a Illit)"'ating illet-vaso In huso period illconw, sillee
invoillo tuxes art, no longol. it di'ducli(m ill Ow doternillialioll of Ilint Income.

1,N C\Kl:,s OP INCONSISIENCWS

Tho :1-Ociatioll I-I'vollillivials rollval. of lilt, presi'llt swclion 734, Inkbrnal Wwo.
Into Cido, entillod "Adjilwinent in vast, Of psHimi himonsistm! %vith plot,
incolill-lox. liability."

Treasury Dcparlmoiit ks'ned (pit Jaminvy 20, 1912, Treasury
Doci ,iriii No. 5112, nnion(fliw sol-thins 20,7:11- 1 lind .20.7.'14 2 of 16-gula;Ions It)!),
Tho i-minvo of this Tut-a"Itly decisiOll lw:, liven lit'llifill ill ronloving szollw
important ill 111-1111 it's collilocled \\.lilt scetioll 731. The following discussion,
giving Ille lissocialiull's reasons INIly 01c, cOntillonlico of soclion 7631 Is not In
the illivrest Or Ille lilliled 'Stolt-, dl als only \\.lilt AliflIcullics which linve ]lot hevil
rvinrived hy the bsnancv Of ille Trowsury dvcisioll.

Tho golivrill uffocl Of section 7.31 is lbil if in (1vtvi-mining the oxciss-prolits
wx an Buin UM41mg Ihp 1MIN4,11 c.1pital credit Is rootedd (fill' purposes of Illo
current excess-1 11-1 lilt - tax) Ili a inawwr inconsistentt with ill(, Irealinent. ne-
corill-d such floill In delerinining incouiv-hix liability of Ow taxpayer or it
pirts""Mir (d l1w taxpayer fol, a pr[or taxaldo year", and ir Ale tax for SlIch
prior (lixtible yoni, would bo increasi-d ol, di'vi'vased if compillod In a mallner
consisdolit Mill tilt, vill-roill defel-Illinalioll, and if lilt 11tv dale Of flic, dwermi-
Imlifill of IIW (1xCV1,s-j)roIIls tax it is 11111 fille to (')Illlg(, 1114. liallilily for Ilw carlivi.
yeni., then 'Id.111slini'lit lit' thil clirrelit exet's-profils lux i., to he Illude 1111dol, this
Sowfioll, as follows: If whIllioliol tax I,, indivalvil fill, the, earlier year, the
nmmmt of mwh lux is computty, hum-1 is addod thoroto for the whole intor-
%'Pllja, 111111 Ille folul Is to lit, added to the current vxcc'-,-profiI', tax
(1111orwisi, emilplited.

Tho section thit MY adlln imt.nt iiaii I),. mini, -ooy ir iioro is
aw"HA * * * a PAHMI maintaillorl by Ha' collonils"lollor (ill cnse the
110 (tyvol (if tit(- 1111JI)SI1111,11t NvollIll he a (11-crenso in lilt, illeolill. taxv,4 prowhillsly
ill-lernlined ful, slich yval. 411' years) or by Illo laxpl vr with respoel to whorn (11('
4104.1,111inalloll is Ilinde Hn vllsl Ilu, ll(,l Iffl,(,t (of tilt, lidjustillont would lit, an
incroose ill Illo illcOlm, taxt- proviollsly delcrillIlled for slicl) year Or years) NVIllch
Imsifilill Is 111con"Istf-lit", vic.

Tip .Ilow how tho 'ectillit \wrks lit a whoro Ili(, Commis-lonvi- lnvohv., Ille
sicHoill, stipplisv lilo IlIxj1ayvr corporallon looh part, Ill 1918, Ill :1 1 I'll rl acl loll
ill whivIl :1 111111111or of individiml "prtdec-4sors" com-eyetl certain corporate s(ovks
lo, Ille corporation Ill mKiramp f"r Wowk or IM cm1mohm. Thp varbum Mum
I'vrol's I'volfZoll a Illimon millers Or immnv In Hw tranmohm, bw MHWQd no
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illttitI1(' fori lIINlltIlill t)(112:i11i4 it wns gtrtvill3' believed lit tit tile crioiioosty,
w., ripigs goi Iliiw-tllll Jill s1u1c tilln was retqulired tutdtfr the jlrovislim~s of te
tow% II( 10igoflioltM11 cotCerllilig ''tittirt'ogiinig (itltiCfHils. lT1t0 (OVIcivertllltr
staillig the taisfayels' view1 of 11w Idle%, prmM lted tile sitlti of lzitiittis to tr
it friot 'oltlI ing threat fte illiVtiIIfIIS. III t'ttilill1tiig its iiVOiv'sts coilot1, cetl

fil lit' yilX 1tts 40t'ttt t ix t'irp llit i s u thasts titil i equ i't ' 1ne t11]d 1 c et (ll. 718e

ill 7148 sofr t lt ttreia pi'elct Codii' lililS tilitilli ttitlle patti t lax dollrs

titilg o t iip itrt llv tiit'i'i'iitert' o tflt lion if INN t) hei ht' ll lti'o II Pt y'i 11 0 byII i

f Jiiets I ItI( 11it ll'the itelissif iitciit ali lit ! ltheiictttllip. i titn oa the ivi' dl's

t'ciili cii fiF tlit trei F Jiv!1111st)lll 718. tiff til Isli Itsute c r titti it Inoi'cWis
slowlir74 isavn iti'i )ttt iiis' pevin lolt tisndfpia' iii 'ilt it hvettlltt' au ii'taxtr
tche v'fi1s8, heil it'r fouiiu aisi toi cthtlilcsiflmil eltil'ofit'll Ilt'

Ueti'ill lieil. (Ill itrg alirwetvi 22 y n g turne sl ti lIilit ]it Smog.islal- it' ie

'fit iigotot't ti t (ils r'fc' iix sownitoihes Il , tfi respeclttliof ast eola'i Withb

altl in isifil vifit' iiltii what (itie tail' w'fittst t~iilitt tiol tlxpayt'i paiIr
]i-pti t l tilt- Icc l. I 9t 8 pII ilit itort- t ri 22t t v r, ii x cl' ll ( fiti' (ifG8 Wi ritilf il0 Trot

71N id fith(s Uilfi t xitir Noi clijoy 1to liii' tlxiti Ilts jrcklt'tltil'C :ii tt'sfic

to 10(1' friol'tcs ii~lts ii ii'lilfifil o lt 191 0 otm ily Ivove illc(] als111

Ilv tiss li tioc te Is itils ii l filolt n eulcls st ho hs

(21hf ifitf i hjoii,' to (girt Ilil Jidil/f'/ofl t'ct'i~ trit sIlt, i9n- voli iixiliti iy
tr4 fIll 1 1( l t te Jill .il gt'ii'i'o paltry f 11111 WIiiv, t'ttti ttl sm ui.illiton olla s o hi so
('4'11 ato inch It(1 ly. li till itlio vt'i 1 ol) 718 ofi the it fi g ili~o by~i If i'' 1910''s

loittlioial 1(f in lit we (fit tliyes titfiitiyishuld )tiitr iis fiiocisiiiiiv'tx

7t Icsl(OtifeIt-s-own do- C11i11
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Sucl t deviation tfron gelleral Ii'llicLples of tax adnitnistrtiol Is bound to cause
utuiecessary administrative difficulties.

(3) 'T'ipa per prejudiced by predecssor's action over which it had no control
and about which it might have 1o informuation.-The action of predecessors
ii t le case .11101 rfo'rrId to Is What really subjects ilte taxllyer corporation
to a (CltlfllvIe disaiivanl tge in computing Its excess-profits lax. This is not
f(air-the taxpayer never had any control over their a(ltions, 230r does tile law
afford (t11 tilaxplyer 31y access to any returns which they may have fiied tli tile
13l1call of Inltru1l I Revenue. 'The tlxp)llytr h1s 10 snrLTe Way of 11h1ilig ot
tile f'(ts, having i1 legal acvt's$ to thtm and being handicapped by the fact
thllt 1h1 l'ttl'ds of iidividualls are oftilt tilli( to trace Il'ieltl.' of e'1t'loss Ileth)ds
and (of dleaths, remolSvals, andl~ casuatltie, Thus, if the G.overlnmelnt imikes a
"hldimg" lhat 4.ellain facts existed M\ill respect to tile tax liahlility of the

t't'iteI('s.Is for til yer11C I18, l'l'Mtlttiol nIll favor of the correctness of tile
Gh1vrilll'il,'s hotldinig plits 11p1o1n the tat xpayer tile oflett lipessible burden of
disp~rov'ing tile C(m llissioner's 11h1(inlg,

(.4) Pr orision is ,v, ,+r]if in onsistencyt inviorrs atnV fr'atudidentt inlcnio,-
Where thel ( l ,s or s w as Sillily of fl-lillmll'll Coniceal nt tOr frauldllent falilulre

1) r''llol't t' proper tlttllt of tot Ill'mlll' I 191S 03' whatever earlier year is
involved, the 1 overliell t tils now Inol has a tiays h cd th 'i i'ge t gllog

(ack and ma tiking-e1(13 on wftholtl hlt y rnitln'aillt front t statute of limitations,
h/1cause fraul1d cases ar' not s1l3Jtcl to ilte tatitel of limitations.ti other Wors,
If Illere, Was ball faith is the earlier ye1r the Gowrill iinit 118 1lhe right, Wthout
setio' 7I ,31, It glsk anid 1oll1't the tll'x flLd inlrclt r'rom the prl'lier lax yers,
if it call find liltivll. Thtre'ore, there Istl i ed 1c of tilds lroisio I the trones-

isi('1y involves rtin13 t fra sultllent I ttent l
(5) PI/ I ar ,t ii1t l pf1 I'ltl,, t'l d ( h't o il i rt il l ¢;or r id'll ('8r'pr t fel')dr 91113p-

tncl lcoj'll/t''s.
- 

The lf slm t'Witlr, taxes pe alir actvillumatter of sale or
exlhlll'e, tt abe tolml e is retlizlr ds it to sbt lte4o' tt g tliz y ]Is li'll oitn Is t
\lt-h \'(i'ruit'il rulin gs11 have fre ntll y ,hitli llg 1 1Ill il' to wiclll'h expert s
t'tty Well dil h'tt hIi te fot 131li etnie 3t'il of prhdecerssors Iin dilliot ytrs,
eitll' l he laoryil it f, t takt ali sl'ailon Wich ts later co e to k cliog-
ttizl a the ollter otax, 1 cl due It the for tHilt the Government at that tl Wne
tO il i t ill ot ll.s',i t ci t rlol't ti' l ierl t l io ioll-- W ilt tvii ie casts top n t ll'e tile
il' Was different th n fom't1 Wht it Is OW, ll(] Ili. other i aii s lu merely etcaur se
lit, (Gm-tTIIIIl Wats wrong a.4 proved by the later' decisions of ,ourts. Ili effect,

llr' foro, the i (il o l viil(5, of ill' ito t tllcIlt' l I of s;c't ti7lll 1 olo it rl icular t x-
ip'I'I ll 8 oImp, ared1 Wil tll pet itors w1 h ill lcllll Ited to follow the provisions

p oi sIet'in 718 comt tnie lltlrl t ltt, if lil l' l trl il e lin t Is due In Idally Ist,aces
lll'oiy to 1ileo f'c thtat tile history of Its iV-to111 captal involve it question ato w~dhl( tit( GoJverrnmout was uncltertainl mnly years beforeO.

(6) Alothod intalplliculde wherre (10tcrmina~tiotl ht earlier tit'(Ir represenfted Ifim9p-
sNum~ compromise e of manytl icque~cv rather Manl individual adjudicattion of eche

t 
-

Slince IorlIo0(a11 ons l lst of neelslity treat taxes i ai praetieal matter of dm rs
to bt, paidll, rtlinalh of t coporatIlin'n ietax Ilbllty for ltny yeatr-or
hIslanee, ono of the earlier years its to which all inconsistency is elahned-the
ehllces firc' quilte strolng that wh'len tilt, talxpatyer atnd l e Glovernmenllt were dts-
t'1."slng tile determnation for such earlier year tile corporation didl not treat

Iaell of tile t lfy Issues Involved ts a separate issue to he fight to a conlusi on
Ilit Its rierits but Instead coniluet its negotiation Willi the government only
Inill te totall nlotInt Of talx te0minde l' for the year Involve( was brought down
to an amount"ll Inl dollars whi11ch iho oraWlt oln Wals \lllng tO pay. In other words,
the1o rdinalry method of settling it tatx controversy, Involving perlhaps) it hundred
t, )mhoro idlenltical Ip[dutt, does nlot Involve it contlilmed controversy its to each

(of ithe,1points, hitll, rallhvi., it gi\'e-imntI-take dealing with the Whole case. T'ho
lpr(Iov(sosr, <or thle coliteration, If the early settlement was made by it, was
irilli'ly inlo'snlod Ill tile nmnbr (if dollars it hitd to paty: once tile net deter-
mtillaion Was reduced ito all a~cef('lt~leh dollar figure, the taxpayer, Ini general,
lost itlo,st !it the nim,thod hy whooh tile Gove~rnnment reached the not result, Ill
anty case Where tho dollar result has beenl agreed upon with tile taxpayer, the
nturat'Il leli4hen('y o~f thle (ovornnliontt i'tludito'rs Is |1o Write till the erase onl whatever

ImMas regards ilh( vnirhll' ihells Involved, will Involve tile least controversy
i the, rcow. process . Th'lus tile "hliconsisloney" many he really til llhsormt one.

TIlloro 1,4 g[r aVs quet sloll, therefore, \hott, r lit.\, lll'l,,'sionl balsedol i tihe
ttsslllipt101 that inl at com plicate'd c's,-('ts] o lti of the vai'ouls 110ll11tuli pltitls
has. beenl argavil out andl~ deeid s eparall' t l y oil its. meri'ts, (,-llt hev .sliS'v ssflully
it(I fllt I'd lelred; sukh 11 it ,cll'vltiol o~f 111o selt~tlltlit (.of Iltlip itlant cassP does liar
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541Ullrl' w~ithI thoeveIryda1y aldtsaltlvl' process which ilst. he followedIl y
the ltii'au If there is to he at retlsnoly j)'llopt dispisitienl of tax lttsiInlivs
Nvith it lollrillmtlll of litigation.

(7) As betie'ci th f/u fncflM of throrfcff'll conlsist~ey andII t1e flisafftagl
of aips(U 11!j lOlly-m-Mc ld contloreI'sfrs, 1/1( (nia/orcnt of r'oIsimftcf/ i.1 Ilic r lss

jo~t~'lrI~.--1'lllti'1i (xp-ialiv114 lilts Iing (lI'I11llaSt IllI ed thilr the tltcoietlvll
o'VIi~~ f ( llIsisttl(,. Is, ien~ fitl, ottiwghvli iqb the wlactivai aintge of

11 s1t11h of replose. Evoiy statute of liitiations is 11 recoglit lot) of tis; so
Is the principle of res aijiudlenta. Tile principle of itil I policy wich utnder-
lit's tl Iliilatiott stautles Is based(5, obv~iousl~y, on thei' bet that as time, i'os~es
wllioses~ lie ml h(1101' 11111 i.lah', records lhave lov'it. lost or destroyed, auit
11110011 ll11111rit's luecete ltIIIIliale. Secliont 7:1.1 nmes very laro uoutts of

TIli io'eretiplisis onl "coll(Istlrcy' sl.toms to he ilhttst rtol hy thei filet tht
toolder til, provision it lxIll.NvCP Imly 11(1cc to suflet' sI'Irely for ots.. eillntted
4111"g ago ily Its "ptlcossIor' ( the word "plro'IvecI-er' i,; noIw deilieti In TI. il.
5i 12). When one11 reraeinhers lhe (oct that tle GoIvI'rIleiivl itself lots dest rolyed
tIllS ofl its 'tti'Ill'' lax filis, 11111 tilt (veil whenl these fltes oreo stilltail lotte
IIo lie 6overmonlInt, prolvisions (If Ill\% r'nilr solill (If theml Illaccessihle to 11
sttce1,14i40' corp-1tiill II, tihe littfil I pi ct rat iffeets 1 Ire Cleatr.

STATEMENT OF H. CECIL KILPATRICK, WASHINGTON, D. C., CHAIR-
MAN, FEDERAL ESTATE AND GIFT TAX COMMITTEE, TAX SEC-
TION, AMERICAN BAR ASSOCIATION

All-,~ 'tntK Alri, ('hirnititi,1 I attt chtil.'roart (if (he' Fedeal'a

gift, ta Xes.

I sill 11o0t liket' ii Ncl Itl ittos ('''SIill) ill dri sli g I 105' eI Illllietllil-
tiolis.

Of thle o1thet l'evoltlellividdit I1(1, tile firtst has1 to dol with tile 511ilir-
catt,]0 of (lie rat( escetiles for tile vit tit' x,

I call probably State tile situation better' by using the language that
thel Witys 11111 Steatts Commit tee itself uised in its report onl tile 1.)38
act,

vte commilit tee sa id iihere:

IlilltiIotll v('Stv ill\ Imposedl by tile 19132 nIel 15 a(ltledit These' two ttxE's-
tile blasic "tvSt til.\ An 110(1 11( IdlilltIa estate1 tllx-difll'r Ii many respects:

cei'tl't i rovlsIors, m( Ili 1 tle va lue of till' gross.- estate rI leqi]lring tile filing of a
ret kII'l

These tllffe'l'I'tes0 have oIlccalsidoned mli~ complit y 10 tile (leterllinatiea ind
1011)1 ltioll of tile estalte tax,

NowIa 138 tle a lls and ('lls Collmlittee proil1osed to sin
plfify tile bill by p'ovidilg a single rate selhedule withita credit
for State tlenttl taxes at it flat, rote of 161/., percent. As tile nmemlbers
Elf this r'tlilltllttee well k~low, tihe 1'easoll for tue two raite schetdules
s tha~t tile creif~i allotwedI for State dt'Ilth taxes is limited to 80

1)'tclll tof Itle btisit' estate tax under tue 1,926 act.

Senator GIilllYv. Tll't whallt youl Are gettIilig lit there: Tihat 111) to
Oill 19201 act ill' Sttlt cs gont (i credit ld ,itnce t illt 1926 act you
haven't had tile credit?
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Mr. Kuxvi-mcK . 'They (10 get a c'redlit now. ,i r. l iu is intiti
to 80 lit''Ceit of dli iates lpli251iied t by lie 10926 ac(t.

Senator G imy. Thait is w-hat I aii refeiring to. Ini other words,
youi simply cont iniued m-lit nos5 in (lie 192(4 Mt. and itmaiw of titisi

* sin isepie t adts hai t~einadte ally ichanilge , have tl~ liy N1 linht r-at(,e
Mr'. Kirxxil1Icl. Th,%t, is what wve (,all the basic stateie ta(xes--

(lie 19263 Irtc-111t the crledlit for Stoito ileadti ttix(,. is 80) percent
* of, I hie tax ('ollipu~to und 11(er tha~t 1law.

Of Course, you1r2 Fcchera I estate tax is madill)u of that, and your
add itijonal est at e taxes.

* Seiiatoi' GrItiim. Yll l ellll atliitiiiits ihal nere nIatle to tho
v-stiite tax get 11( Credhit?

'Mr. KILPATRICK. NO, sir.
Senator (:lMlY. T1h at is What yoU are( re feIiing to?
'Mr. KIri'AvnoCK YeS, Sir.
We tire not tmlii llirg of thait at iii , midi oin' recoinivn1i ahi

tvill not change dthe tax liability at all.
Sena~tor' Gmluty. Wha~t yoiu il 5ro ( is I coul ilvth ka' of'

(t'e twvo?
Art-. 1Iu'vinrcl. Yes, A12; wi i ia gi'atiatedl ceiti eomputaltionl

which will piotluet exactly (le Same result as existimng law.
Scento rimy 'liX. Yess but( wheln yoeil (it hat von 1are. gvt'ttinrg init1

:1 dIifferenit ;)i'1t'tlitagi'ob~s What, y111 ire doing. is t -iug to aver-
a;pt' thatt. iii'eii't 1-tui

Mr,' Ktri'.urJ(11'c, No!, sir'. What wve ditld-antl we have submitted

Hinl to the W'nvs 2111( Menuls (Xliiiiiitee l2htht a proiosed tliidieilt to
i'':oh it, 011( 1 have also( talked withi the draftsmnen in lie Treasury
Ih )ia it lieli alititt it (1nd1 tlly mIatedl to me informally that they
believed the "choiiie wh iclh Ne hiad evol vedl would make no chango
whliattever in (11( alnount- of cr'ed it foir St ate (lot'th ta xes.

iiiit ev, I know, betallse I have I aill't lo stimie ti(A i theexpirt" sill.
liei't' IS It Peci'tt'n a q'uIest ion, I lavt' yton g-ot youri aliienlillield

Mrli. 1Klim-,ki'i1cn. Yes, sir.
'is documien('lt wich il I have is conisitdeirably out of date, becanlso

it has ii great. m1ainy things in it that the lUmse driaft has taken
caeof.

Si'1itt Gitx'. 'F'lare is a ((vieti, t linigil, of litiw it Ntiildl a ffe(
MUM i vrt1 st at tu ls in (lie anuill o tit lIVto (x. isn't as si~ a1110ts

Mr'. Kili,-li'.i I diii uk lint vt to haifi min i- l hi V Whoi Ilw

ut' New Youk antI stout'oPflivt' titr sldvsv aluti ill :11id said. "Our Stiute

0Ai ii tilit Nvas, rejectedt.
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ysito'lo (irivt. I tink tiier'e 11le S~olft le h0I 1iletioils involved ill
tha~t.

i K ili 'lli. I anii sor'ry I (don 't kiowi what they are, sill,
ll111151'~ IN(,e fa irily ('ifidldl that tlie adoptiot o11 f the graduated
su cllO prop(se IX' US- woOl n( ot afflect1 teo St ateis revenues at all.

Ouar se('alld lcoialaelltlil deals with a siuhject oil wiieh the
lIbn )Ai ha is tnki h5011le ol, Im uithW i wlic vo do no(0 lt ('Ut in'~
agie: thaUt ii-. tilcl , iiii'ii of lifet ill'.I'allte iit'ueveds ill the taxiihie
esta te,

Si ace tleI 1918 110t t11 lIa w IlaS lovilld fo' the i 11(
1
1Si)1 (If tlese

1ad be C'1 '(ite spe I excXII pt iai-ilu let' pllicies, tile st atnlto Isidi,
ta hii outt bY the decedenit oil is il life.

Now, that phrase "hikal' oiit ly iv levleent, oal his Own fi fe" has
bad1( four Separate a11d (t) tCli illtl' 1 i1'etlit Unepe lUs by, the Treasiiry

hcenil eiiillici', andii col li g oil Julst what ilisiiranite should he

1h 110 ll'l': ., N I'vi gnl ii't tile nieeil for' clarificai ion, and.1 they i'eeoi-
IIIIlli' to the ' hahN' thatl that provilisionl hei ciaiitei.

Shiese 1)l'vd'i s are inluid ileii if eithlet iof t wo cidillh 211 exist: (1) If
the iii''iiiiit pail the PlIlill11lis. in' (2) ifl at tile tille ot his dleath.
hv hail in' PIltY 1 , itS-Wig i t iii Car ci'll( inidehnlts )fol(wlllti-

ini t ii 1 l'yl t Ilt is, the light to 1000wm, tuiiii it ill fin'. its cash. N.i tue.
thi'ligilt lo ahnt (hiai eil belleficial'y.

NoN vt' ale i iliti hC i'''elilt that that 'eco'lidl te,4 s"~hld l)a

.hiiiildi ibe, 111111 %%('~a that fon' two ll'lsihi (1) ThIat tile '-State tax

jlc.sli g trohl his deatii. it trl'ilsfe' front1 thle dead1( to thle living; atnd
(2_) t hat t lii w ~ill I leau to lit iga;t ian. heeause (tle Sit I letl n' Cout liv
va y at ihuni, iti the c'ase atfL P i4 ''rly v. Miu (2t68 U. S.), ilbtl-

Seniator' C ililil. W~il )n yIt ! Yolt \'uill' II i'tIiil it inl? ILave yoih got
yollI'a ifleli llt t

Mr'. KulT i'rl.l q, sCir Si I mil ham A1( it A M t n t ow,
Senlaitil (iii0. ill You. piiut it ill with your hiil'rks

Seniato11rb~a' Soi WI' cal 5(1' juA- what it is.
'M. KilCxxlacKc Wol hi ou irefet' thilt. .1 have thalit typed Ilill anti

tile it, with Ii tl clerk, lull Iei' thlan prese'nt thIis 5 hohi' (111? Iliell wichil
i'i'l' ciIer hldws?

Sell tiil Gul"J..y. lW' don't wantlt thle whle 4 icinllelt-j 111 the
Iiln i' 1llit.

Mr. KlliC.\'t'lil. I will give it to The lepolte'.
SCIia tti' (iNRla. When11 'LI I lilstsge t I las tleineit

Mr. KI~LPATI~CK. It Was first pre'ellt'd to tile Woyisa lit Mealis Coln-
ntit tvea oi (is preset,'blltlii.

Sena tolr GrlalT. Soi t is a1 niew' lllililenit?
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Mr. KlI.u me'K. Yes, sir; it is a new amendment. I had discussed
it informally with nelbers of t1le Joint Conuittee stall before we
actually presented it.

I ion't mean to say that it had lheir approval. I mean they had
given it a friendly bearing anyway.

Senator Wm.sIL I don't think you finished the statement about tie
insurance, had y'Otl

Mr. KILPATCK. I believe I had. T](, only test, I think, that shIoul
be made, is the test of whether the decedent 11ad any oif the incidents of
ownership, ind we are sal istied with the Iolse's definition of that term
"incident"; of ownership."

The CHuIRMAN. Yon think the provision regarding the payment of
premiums should be eliminated

Mr. KILPAIiCK. Yes, sir.
The (HxIRAN. For the sake of clarity :ml similiity, a1d i orii

to avoid those questions arisingl?
Mr. KIit'LIRICK. The qlueIl ion of cotist it tit ional ity a rising.
The ('IIAIMAN. All right, Mr. Kilpatrick.
Mr. Kltt.'iarea. We I ave only one otlter point. that I wanted to

cll to+ thet comm~littee's attienltion.

This has to do with the credit allowed against tilie eslt t tax for gift
taxes paid during the decedent's life.The gift tax, ill theory-or in llpi't, att least--was desigtid to eventnt

avoidllie of vsf :|f' taxes thii't a h I ll living able to give away,
when he was approaching death, :i large part i his property wh eli
would come in the higher brackets of the estate tax.

IHowever, there ore numerous gifts which are taxthile, lNt the o o-
ceeeis of which are itelulile in the es! ate for estate te x purpo s --
an1d1 I refer there not only to ORifts i Nmtetnpl't ion of dt ,,th---bit ,if 1
buy a house with my nnoney and1 take it in jointly with my wife il a
tei ncy by the entirety, (n i? I give a tenancy by f0'etot i iret, tle enttire
vaoe of that l)riiporty is inclucled in i1)y estate.

Now, the theory of the law is Iit, wN -hen that happens, the property
having paid a gift tax, there should lie a credit (n itcout of that, since
it is now Ieing subjected to tile estate taxes.

In piact ice, however, the waxy that is worked ot under tilet fomIlla
provided liy the hin', yot don't get a Wtedit fo' il of the gift tax lid;

o il only 'et al w',centage of it which will depend t 1 'i tile valie--the r; tiit . I shlouhl s:ty-of the yahli, of the pr'olertV yNT avl ywa to

alm, 'est of hthe est:ie, :tndfit' resil f is tlhatt ver, oftet the 'gift :ild est ite
taxes, afti'r (his tr di, :tliittut to : I ititi:tlty mor'e thti the estate
tax woilihl Iavie bt'tt ,aid tle Inlt coti iinlted to )wn+ the property tiitil

his iheath.
' ie feel that the ereits in a rs O of that sort sAlid be the etii-

gift, tax patid 4on il'ipe'ty which is itclitdihle in the e ite, so tht
tit' (vit' rtuo'tit will wid u ) eollectiti' the silie altitonit (If estate
(axs hat it woiiil-thie sa-ie m tliItltif it tiital taxes. est anti gift-
that it, would if the owne-ship itad couiied in the Viite t unti the
time of hi death.

Tlat is the theory, as I understand it, of the gift-tamx credit, but in
in',ttire, because of l:tt lititatiot. ti' ,stile doesn't get tile benefit.
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That concludes our recommendations.
h'lte Citrllm.xN. T] y0u vio 11e much. Mr. Kilptitrick.

(AMr'. Kilptrick Slimitted the following:)

i'> T,\TF .xN (]i*rr TNAX lbEtO iMt.NDATIO,

Api i h iIt, I tj l ese tine, ('Code, it ittle A, iti tor 3

. tRiMPI'IICAl OiN i'OF PATE SttIATIt) Pitll ESTAT: TAX AND cirOitirS FOR F.W
r 

AND
ST VI INIIEHITAN(E TAX4S

Tlit Ass'aiItinior r'-otittlle il a r]nt the seuletite of estate ltrx rates idl the
jiiiiisiolls fill' eliillt fit gif't taxi iltl i T'ilt for etitl s, sito('estotl, legacy, it
itrlilalros aos liid tle sniles ho ,itnlilio. Tho AnortatlIon proiposi's hit
1ilh, resiill III, 'Ichloved hy) ('1,1lginlg Ille iliialvol ,wer iohnls of Owi rillorllial Rev-

i-,tite ("lli is fillows: b.y nitlietiltig soc.ltrn 810 in sot fitt a single si 'idilii of
t'le.(s ai . tI'ld'ltlliti sr'i't ion W1.5: hy iinliihg section 81: to oalki I single tro-
visiill fit' ('i'ltrf, tr gift taxes, rmid repealing setllon 930 (b); by iniling
sit itll 81 it ti; pin }l'iI ' lh' eii'ii(tt fii 'slalo, st cessioti, legitcy, itd tilicrlt-
iiliveo lalXis itli(I hilh 'll ilo"¢ IlllII rolie:l1inlg .mvetioll 9:II (nt), 11111 w lio ut Ililly

i.htlIng' i Iht ittitlit of estao taxis Iil' itredits iailist such taxes. To tlds ell
fl' ii f' llho iii ( 'slhlum ili' Srltg ',stet (tliev wordilng Is tltrlicl'/.oi ll t h e 'til se)

A tietiti seern 14t to I'i:id :
"Setion 810i. lint tir Tax.
"A ix cq(itil to Ilii- somr i o lti' fill illf, polvioeiagi's o f tho v'lltt of the

llt-f esniel (diih'tttlt'it is pirovtii'd In ,'otiin 12t s8iit hi ltImosed ni the
Irtitsfi'r of tH l i eiat' if i'titly Ieeil, (ilxzcin or 'esidvtilt of Ih Uiitl,
S its, ai after t i' ttcientf of tiis titi'.

'1/;oll 110et estates not int ric's of W./000, 2 pi'r e'ltttit : $200 /poil net es/t ife'l
of $/0,00110 and ui pitn i1i i'i ticx 's int xrcss' of $10,000 it nt i) itt i s-'i', s of $20,i00,

li' irritttm int itlition ei (n seh rr ,-s:

(noilii' scllli of rites 'xrt ty is ntto' liwheidd Ili section 9 (b)
Amttirtd si'tliin 812 to rekid:

"S'ct iot 812, NOl fstntt.e
"For tho putrose (of ie tix flit t i vnt', tif tire lt strrti' shit1t l' dol'tlnltied

Ini the eise ill' t cittzii or reslideilt of the Ulitod Stlite's, ly idlettiig fliott li iI
1'rlt1 tif Ilii gitss St ll--

"(nt) ]'Xetililifflt .- i 4\1 1 m lplllon ofl A. w{lh). ,
Amendtlli ,seellln81 lt read:,

"Seiilon 81:3. Credits Agilnst Tix
"(11) Gifl TItx.-(l ) If ir lax hilt liceut prit/id/ r chapir 4 ir ttfrr Title

III of flit' Ri-ttP- ti rt Ii 1932, /7 Slt. 215, ir itidor s ietili 319 tf ire lt'tvnlle
AM of 192.1, -T3 lilt 3113, its nitlelded Ity section :32t if Iil(' lovowi t Act of
10126, -11 Strut. 81, on ii gift, itdil thli't''fttort'till Iho teloih of tho dollar ally
tiltolint int reslji'e't of slti gift Is rt'uilttuiii to liho lniitt ill /rle 'ttti' of tire

gl'os.q v,'Inlto of Ilwl dl'(e ll for flit< , ll'joirpo .cs (if c~hopit r' 3, thteni Men, sholll bet

creiite'd iglittist f/' ftax irpiit lilr srit ) t ,S'/ t ir6 ittitOittil of fit trix
palid ithtr thtypifr i or' tiidir tIftl I/l of flit' Rei rltic Act of 1982. 17 Stat.
2;3, or ttrir sti/nil 319 of fl/t Ri'r tr' Alt (if t2, ;3 itt. 313. as nt'edr
by S'ci'fn 3.2 .it tle /,','t-: c 'itt o 19'1 . 'l Stiff. S;, ti//h rcspet'c to so vlih
of flit' pr'-rtly tir0 ot ',Iittt the // if its is ittcl;td'it t fit' gro crstt fe,
c~r'ctl that l it amhr l (OfIO }I ri ch cre'dit shill plot* I',Trccd ti amlhnll'l 70.fil' bl!arx

f/ic , -itic t'tf/o ftr f/ir lrt' imipoqd by ,it si iolot / t81 ' r) 60 s flick irlutn (fit fre
timl' o it I c if# or fit he li' t r t ho lhr d tll, i ' rcr iiz Iottrcr) ando s'o m ucsItth of
tht(' lprrt~ , rhich ctnitutlcd Ilict pill (Is is inlhlidA ill ilh( gross eshahc, bears

to the value o~f flhc pl'o, , estaff',

12) Pot' f/ri purpist of )it:ra'ph ( 1), fhe atoit of tax paid tot tniy i/car
rit'r ihi f(i;- t' O tir Ti/t' lII iif it' o O l i rc it' Act 'ff 1932, 47 Sat. 215,

o) ut'tr tetiott 9 if the rleurit Act of 1921, 33 Sftt. 813, as ttcnd d by
secirron 321 of fl/c /rtcl - it) of /9W76, 4 S/tit. H6, ifh re',ipt to anyt propcrt
,shall b an amonititii) h tt lir u n's flic satn'i ratio t f/c to ft ltl f paid for such
year as the r'ii i of ilth propcri/l /icurs to fir total amount of nit gifts (coi-
uprited without t(lce/ion of fi t, specific ix'tt'tt/io) for suth pcar.

,,t) P')ate, Suttct'srrittt. ILit'l an Ihteritace 'ltxes.-
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"(1) The tax imposed by sit'lct1 810 or 860 shrill tie crtdite'd wvith the itonilt
of any estate, Inheritance, legalcy or su'cessitn taxes lelt tiliy paid to alny Stale
or Territory or the District of Coliibia, or aty posse, ssloi of the United Slates,.
li i'espec't of ainy properly inchilded i ilie gross estate (lnot iielidig lily Su11h
titxes pa1d with resliect to tile estate of ia person other than the iltdteti l).

1(2) The credit allowed by this subsection shalt not -e,re'i'd the folloiein!
iinlounts:

"I1 the estate does not cgreced $110,000, eiyht-tent/is of 1 ptre'coit of the lueototi
by which the iiet estate excce(ed $60,000;

"If tile uet estate exceeds $110,000 oil tIdrs not Chercd $160,000, $ 00 plus 1.1;
percent in addition of the excess over $1I0,000;

"If i the net estate exceeds $160,000 aind docis not c-tcced $260,000, $1.200 ilus
2.4 percent in addition of the cxc .ies's orr $160,000;
(continue this, using tle brackets lit the 1926 nct aund 80 pt'ent of t'w 1926
states .

"If the net ctate e.recieds $10,060,000, $1,068,4100 plus 16 percent in fld/ition
of the CeXe'ss ovcr $10,060,000,

(3) The credit allowed by this subsecth lo shall htintde only such taxts us
were actually paid and credit the'tfor cllned withi four years after the illiig
of tie return required by section 821 ori sectlhi 804. except thilt--

"(A) If it petition for redetlermhtinttion of a detllleicy his i'ei ilthd with the
Boil'td of Tax Appeals within ite tiue llrresribed Ill setiotll 871, thli 'ithll
silhi 4-y'ar Iperiod oe before tie t'xpltlol if G0 days ifi'er tit' itecision of tile
Botl'd becomes fliail.

"() If mitler setctiln 822 Ia) (2) or section t 71 (If), tit e'xtenston of timte
hilts lieni grallted for illYt, lit of nfix s\low itN lIlt' rettit |ii' t if it delliency
thlt'i within stiilt foilr-yetl.r parittd if, bi'tr tilt, dali' oi lilt'f t11wipiatlito of flit'
p'rliod of file extensitin

"Itt'fllid b:itld oill the' i'ritt nilo Idtspit' iIIw provillsii of setlolins D10 Io
(112, Il'tlusivt'), slhall be oal"Iit' if lilltil llieit'vfor Is tilht wihiiii li' prlitio aIeov
provided, Ally sit'h rifollti sIll hi' iimiI withit Inf'res."

Il'riit seeltios 935, tilO, llit 91937.
lVxphlaliw;i :

Th' Iiroliosal is de.igll'd 1ii stiinptify the it.';ilt'lit'thli's (if (i' federal est4itl'
taxK ]'y3 coll llill - thl, lpl'v,:tlll 81'h1villih-4 of' I-t'ivs mldl 1b.% tu visillg thet prlovis'ionIs
its to celdits. 'I'lW Ill'01lt'Sl'd ItltlLIl et st wol 1 111( f 111,[; l) vi'ltillge Ill t'I t lollll.
oif 1wi dm-l(lti Unite'd Slt(tvg,r w Vollhll they ilmlikt, lilly ehutlilgo ill tilt, fiIllllilt

(itf tl ciidlit for s.hltt' tiite'lttl't' ltxes. This Is ill lilt, w'il the lroposali of
Ot W ay andI', l alv i , Comml~ illi, tvmhlotIlvll tit sv o nspl. -)!1Ill l 1"i 02 oft Ihto 193',8

rl''tliili' bill (It. It, (ITS2, 75th ('tlg., :"it se-s.), bit which wlls sti'ctll Wit by
file ollill d tlithe collor'e ee,

Mt lll of it' S t ilhti riitillt, I V tli l' t rei i t' ' if 1) it lile ojti jll F' tli't utw ,
Iil order to miiake the stuffil, titx iqllul e~xaclty lIlhe itmi IlIlnl tvi'!,ll.

The ittt lit li l it', ni llii li iil ol Ituu t lit' e r !''loi of thil i' ,,lt thing
i(ilorilies, that thel liiopos11 lll l IhlV 1!)1S [)ill wVouIl dZ Stt iflel re,'liu1s08 ThI i

woldh bot 111col liilti lby winllg 11 !1ro¢lfl ( d'l Iv'dit taleh ,A ,Stuldy of stlloh
IlwVs illdiiltes, 1I t Ililt, prillis'll w ill 11l lt lc l tht, e t.lills

w  
undertl plresentli l w

iltt tt t he th In iii it' fi'o li i(of Federa l itt of ll I ii tit oi ti ritlit I'rioliit for
ol tiil 'it' cc'li'tl'i' s it itt li lc' t'sI' i' rt t ,llt ti i the ,ti' lle J rit'diclhsll

Illiir r i xilili ' e ai ss.T|lit prl'tlit.,1ll \vqllild Il(T."A.nqlio lill hntilvi- f i f(,l la l
, 

ill 14 julrlsditifoll,"

1 Thel liool roll. Nm. ll~ piroiv!Sill. \ii %% tl iM il l flit , h o millloi.O,.; i'epolrf oiii flit, t9314 r o llilw
hlill'Il! 1 t. N t.. Ro ll t, p). -,;) :

-.... t . I, 1c t<i il' 1 ill f i' 11p ll" biy ;vf jo|lli :;fit (,I)l of tlt' It'Vlm w l t o1 f 1 ,l in Il oil 0 1
si!)i wl t. dil~ bly I llo l11imhi illi m l il li tiltv I iX j llo, '-| by) '. lolll l11 i f 111 Ih Rel vio lilv .Av' of
V 3I2, ;[,, wl cndti. 'd. T (w) \,o I!. la t io ih Iii(,l t lX 11il0l lth lidhlillonal vtl.tl tll N*li ,
otil'fyclr ill ml yil i.V l k-it, Ili l| , il ~i if t twi rgi -i, Iit tlh it n oiint tot' I ho

+  
spci ~ih, vw.ll li loll

allho,'od, i illto er p lt IIl'o\t iohnl , iiwll Ili (lhi, % ow i, <! of t o , w. i ii,t ril gl.. flilt, fIlliig (il

a' li r .ie llf l T lht." dif..fe vlev 1iNt , i nsl illivi l lel vo1" ilpl i"o f x ilIll flit, liolllh n iml lol t and
010q biil lo , 14 liV XMih tlI o lt ifloilt 4tllfiv0 tliX lil lliticd liihli. IlIi ril!o sc]iloilto for 1 io
original rate Nvt'ito lr i x (Ih d Ilit h li , \c-loiii At of 190 . T111i.9i 0111111it, \\tll 9101.Violt h'ISStii
flit, e lili li o f (I -flormlililimil of Ow vo~itv (l\."

The. t91'1, lrl'ililtt \\,1.' ijloetod lboomil,wl of ;llopp oio from ii €1lt t x iltillhorilehs. N\'he
irontii fl n~t h e l ittml oi loro hoswd for comimmu i illltt Ih . -l'-dit for Istillo, tilhii'.lfailve |Nixit;
(I. o,, Ill

,  
gilhowalt, ilotl it li t l0i'l, il iii m xlim um -rlil ' t , luiscd oil tilie ni w Htinle 'aftt,,

Illl'tposl.'-'il woll li'ild l I21 ii sIlihIq!l tiil1 re~'li olio ofSil tv r11 o lilflow ,
3Ioliialf, l~aililq, oTmik'laini. ,lihiv, NllInvqota, Mot iim, Niebrn'slii, New llzailihire

,,

011141l, 10 tllolh [sMgil , ll.S i iC.irnplhia Tlexas, Vt~lnlloll, goitld \'.ell ii
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hultii0 ilitir r'.\istIig stil it'.s rovrti rsliveiii'nly to tlv t-eiuie Acl of 19)26 ano
iei credlit pirovisiins ierf. It lvii'diy semio: setsiel, however, flint tire forml

iof (lie I'kdrrii low should hi' froxen nieroly ui'iist, thoi silki's of Iht'-se

thatt fuouiiti 'i lilii'ts of the ledet'ai lakv were not oniy highly iwoh:ihk', but
almost vrrtidn,

STATEMENT OF GEORGE MORRIS, WASHINGTON, D. C., CHAIRMAN,
SECTION OF TAXATION, AMERICAN BAR ASSOCIATION

111r. Mvontcs. Afi'. Chiairmian, miynilu is Georgae Morriis. 1 amn firon
tlhe JMstic of (Columibio , and 1 01111 the et'Iirinii of the setioul of
tt iton of tilie Aieic~i al 1' Associat ioini of whichl th1ese, gent leliill
who hafve, just Spiokeni are thle cho itnlieli oif the committees.

Mrv. 1' 1511 1 is lie (.111ii 111011 1' (Ile tillilli t tte Oil inc'omie taxes. Wet
wvere Schledluledl to apel jiO 1 hir' toiiill'(ow moiinlig, biut to Sat isfy tie
JRi'ogi'iiuii lieV t'h''k llSked if We 'Otil d 'Yet ill tihis a1fteclcoon01.

I giot lit' t, hilt Mr'. ishr 1cr11ld n 't gtit here.
'1']l Sit tion ci is Itai, Wilili respecetot to (lie i lir'ilie tii X's, Wt2 Iiiiilde

St'tiiel'cli int'l 1101dat ionls to the WAVNS 111( M 11fll Ct 111)111 lc, wich(
(1011It, WithI queV161St Ofii iCriIl ifit iol i siillil ificlit itil)l irliiIn l rt ionl
am1( I joc'(it'2lre1.

A 1 svel i werie, it) whllt'0 il Ipar1l,1dptloei d by thI ir'Wys cm11d ) Ito ii

Thre, lt t
. 1 owevQel., someit tagonurs, someit hiings wr' Wvidlt like, to talk

Will, Witlli tr'slect tto t~l lie til l"Iiscolcigx ii-ed . a(nrd if I havte (lie
cliiiliii(Ii S pellniis!,it ii we wri d P''fi to l'peent tlitist to thle stafT
cfith' die )Jiit Ct[1iiioittre oil uiirial Rr'vr'i '['i'mitioli cul pot4 t(o,

the Iit i e Of ti i i mlit tee, hci'alist' thlevs aret iii t tt's of con~isidierablte
ililliaOe whlichi I dorni't t liinki it wciiildprltil tie r'omlitee tt livar,

It' wt Ilii v do ( iat I hOlit' no fiI hel. stt'ieiit,

,Nir. Motis. Tlioiikli yiou ver iiii11it.
'[lie ('iIRbnAN. MI . Fisher i111t, 1)ie1'e ?
Mr. Mr 11115. i t, is not here. Ile will lipiira c befr Itoche star of thle

'1'ieCiIAliAN Vez'yw~l. I t 1ci na111y (alit it tip) with lIIe( stalin.r (lie
'i'asiii'v

Mrl. iN1vtilis. 'I'hlalk yriiu.

M~r. Ninv'l:iui. TIle potint, we hiave to bing 1iii is 11 Simple (111) tlo
Wciild only takie a few~ miintutes.

i Iivtoili' prl'lissiiiii I wouli hihie to liiI we t :eent en to the coin-
iitee I1 th le vice' pr'es idernt of 01 u. ('llillYi '. 1 i ige rif fi lnce li )f~ r.

7. V. Piuth.
TI le' Ciz lAII'MA.t ,' li is hlt at'll right . Mr. P1ath, You may13 Crlie

forwarit.

STATEMENT OF 0. V. PACK, VICE PRESIDENT, BATH IRON WORKS
CORPORATION, BATH, MAINE

Mi'.ACT!. Trhii is a miemoirindiium~i Wi ll'ret to tile hose period
c'i''ilit forl ('xcvtSS-liI'(fits toxt's.
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A long-I'ien t contracton--contract, s covering a construetioeli pe'id
of 12 ioiiths or nmre-hts the oltion, for Federal ineFoie-tax pur-
posis, of reporting his incoIe at the Lile, that the contract is closed
oil!, and h priofi t is definitely determined, or of reporting thf
estiminted profit a nunally, hn4ed oii an estimate of earnings for that
year selion 19.4t-4, liegiulations 103.

IU'ndr the relgiilations of the Comoi ssioner of lllo Il Revenue,
whiehver of these two meet hods has lon i)pd 12n lily le chalged
with the permission of the Connissioner. (Art. 41--2, Regultions
103.)

A taxpae r is griinted certnin credits to be used in calculatUng Iis
excess-profits tax. These credits are based on the income of certain
preceding years, illnliely, the 4 years 1936, 1937, 1938, and 1939, or the
2 years 1938 and 1939.

In the ew' of a long-term ontrnetor wo lls reportel his profits
on 1a completed m'ointaet basis, his contracts toay have been corn-

)ieted in base period or subsequent years, rsultii'g in the reporting
of pro fits in those years in which profits did not reflect the actua
profits arising in each of tle, separate years.

As nii exanle, we ('an take two companies, both in the same line
of hWsiness and operating nuder the same conditiois. Company A
has reported its earnings on the eoml)leted contract basis, while con-
irony B had reipited its earnings on the pei'eentage of completion
iasis. Further, assuming that both companies have had contracts

which took them aVlroxiMOnteiy 3 years to complete, the average earn-
ings basis for the two companies wouhl le somewhat as follows:

193,5~ ~ ~ ~ ~~;21 .................... ...... .t .e ~rtl- 1 k" 1
Net e lisslisgo 51l ( 'sslpe " l'sessseyN) 5l51>H0 u5511s 'o)e

1915 - --------- '241 (X)19 M--- i --- 23. Sil 10101

1937 -------- ....... -. $) 2- ) OW)
191t5------------..... . L--- ----- 1 i % Tota1,.. 9lIl

l'hus WEh Imth eomlmnies have nppanoly earned the samei profit

ding ihe v es 1935 to 1941M applViiig tl Arnin s to the Imse sei
19:t6 ti 1939, we find thai t coMinpaiy A Ias oiily en exce's-i'ofit s c'edit
if $150000-G00.000 plus 'i--whilh eolipanv B 11:1, an excess-profits
credit of $100,000-the average ea-ning, fon 1939 and 1938.

Sei' l'O CONN er,Y. Pai'doen me. It cail take its earnings o1 in-
ve,ted (':Iiitael in that event.Mr'. ]R.riz. Assinning that they) are no( in either ('14e US great as

I11s51'.
(Diois'l tie eolnlny Which elel'ted its e:iarnings oil the co1-

illetee con (aet e -.i 31)1tist pay ae illil']l l:ergV'l' tax tha lthe ollll ! iny
whiiii rilertel o a percentlI('V hases, although tliir gross earmnigs
were identical.

This taxpayer 1(eli, ves that no flgei re other than the actin1l estab-
lished ,a'nii gs eif the 4 yeais named in te ct ('1 popev be ie'seel
to represent such earnings; if it hllpened that awcoilts wre closed
out during these 4 years iTeresenting ealniing; actually due to work
done in previeis ye'il's, Owi' credit (,stil ished oil the baimsis of plying

all of the earn ns to tilt' years in whih the acomils hIapie'ied te
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have been closed out might well be far in excess of the credit to
which the contractor was entitled; whereas if it happened that ac,-
counts were not closed oit until years sulsIqieiit to the 4 years named
for this purpose ill the act, it light well happen that the credit
would he fiii' less than that due to the actual ealrnings of the 4 years
in question. It seems entirely unfair and inequitable-both to the
Government and to the contractor-to base credits on earnings that
are determined by lie "accident" of the year in which the accounts
happeiied to be closed out, rather than on the actual earnings of
each of the years that are required by the aet to form the basis of
such credit.

The report of the Senate Finiance Committee on the Second Reve-
nue Act of 1910 seems to bear out fully that the intent of the act was
in agreement with the position tiken ibove--that the actual earnings
of each of the years should be use( rather than arbitrary figures;
, lly other interpretation apl)ears cooltra ry to reason, if not to the
lainiguage. .... -. - I

The Senate Finance Colnuitlee, ill its report Oil tile Second Reve-
niue Act of 1940, said:

If it Is (leti'rili lied that the ireoiie irCivd ill (le taxable year Is ittrIbutable
to years in the baseo perIod, the ainiuit of soeb ziome so attriblable to such
yeirs r 1will have the effect of lcreasing (lie base period net income and (ills
the credit under (lie nveroge-nrntligs metidl.

Apparently the Ways and Means Comiattee of the House of Repre-
sentatives is also desirois of preventing any unfair discrimination
against any group of taxpayers, as is evidenced in their report which
accomipanied H. R. 7378,-tho revenue bill of A42, in which tho follow-
ing statement appears under the caption of "Geniral relief":

T'xil)(yOrs nly obtain relief by meeting one of' the aeiileh tests oIntained
ill svtioll 722, out tile Iiiibtlity to ineet ie usweibe tests ill riot ecossirily
Ixelhode tile lIxpayer fr,,an whe il'refiI of lt sectiloi if It cal satisfy ilie
Co llnissloller r' (t li e lif] couritthat its iliu Is c slsluo t s 'il the pri'llles
oIideltrlylng (ll(' lseille ,sts, If (hs,, are, met, the tax will be deternin(id on
thiw Issis of it ctnsritt't

l
e base period net Inioii'O il 1ii(o of the iveirige Ibase

period iiet income doetolliniel wider the s)vcill provisloiis of stll'liattr 1]3.
Il gi'le'iil, it will 1,1 n ,essary ut hi lapayer estbtl)ishi-
1. (lihttie tax compiled under ilh' spe(,ifle provisions of sullhapitr E, results

Ii an oxcossivo and disrinfinitory its.
2. Wh it would lit' I lair nd Jonst amount relrestt iing noriimal tr, 'oings to (it'

ulsed Its 11 ,olistillCti'e bas, levieo d lnet income for ll ,x'em-rofs' ls tll htliid
11110i1 a compli allt'i-uiii of liol'iiia[ 'i'iilgs ant I e lig.S ilorinig lit 'xCP'SS-p)'i(t
tax period.

In the proposed revenue bill of 19t12 as l'1poited by the Ways and
Means Committee, ther' are Several prol)osals inte'lded to provide
relief in certain cases where inequities woult otherwise arise. How-
ever, none of those provisions flrislh specific correction of the in-
equity which we believe exists ill the case of certain lo ig-terrn con-
tractors. Rather than leave the possibilities of relief to those gener-
alities wc respect fill i' request remedial a,'tion to ir clearly inttil'po-
rated in tie Rlevenue Act' now under consideration.

This could be accomplished byi a provision to the effect, that the
earnings of each of the base years (whose incomes deteriiine the in-
Comi credit for excess-profits tax purposes) be o1 the percentage of
coirpletion basis, namely, the actal earnings for such year iin ae-
cs rihlnce with the progress of Work ahlva Iced during the year.



370 rtFNtE ACT OF 1042

Another methodut of correcting this situnion would be to Correet
section 721 its follows:

(A) .S4er it 721 (b) oif the Inteinitl lieverlite C(b.t is airriedi'd by tilserItitrg
I inirocuiiltey after the irecrrd sen teonic the(reo(f, the following:

"The Itiloiriit of let ibliirlimrl tIncoime rrttritamrrre it) 0tittaxabl year in tile
base vorted stro,111 be id ridert Ill (20inijriit rg thle to xNin ye'r'8 111veCnii0 bi.T 1e (rei1od
Iot Incomre for prim~iriof if e evedit compiled muder sect ion 713 lIn (eteviinrg
the tax under tis stibetinipter for all trrxablo yearrs."

(I1t) Sert [(ii 721 (c) (1) aind (2) Is andired to roidr is followrs:
',(I1) The (ax tinder this. .sribeluitttr for stic taixable lir s compurtvod iith-

oil( (ie tireinsliri Ini gross Inconme (if the tritimn uif tie lit rtmiornir inconlir
which is. aitriiruiabte to iii, other tualo yerrrs, riot as if sioti piriturir hadr
twoii tirletitd Ill the gross Icomre for the taixiable years tr wicht nit ibiitiitp.

"(2) T1he aggregate (if the( increase iii ti1e 111X riliutur thlins Siitritinitrti Wich
wointditive resulntedt for erich irevioliq tnixaitri year to which ally prtiol of
suchi neot iiblionu iiita llc riIiin., ttihlbrtnltIV, COMirAWitiM irf i',1101r1r ire maourrurir
Incomuie had tice1 ncudeidIlt ile gross Incomrie fori ire( trixatte year to which
at tri huhillite."

Ill addiitint to this spei'('ifii' c in, wet. s11 e.ri( tha lsrection 7212.
subipa1ragraph) (b) of 11. It. 7378 bie changetoi' 1101red as follows:

"'(5) rrf irry riririr favirtiitir g rue tr(Ntir' tuiisilrrcss or Ills 1rirrirod of
reilitrg irruroNte (t1ic1r1g rue Iisi' iriri which miiay nrasonabrtly tie cirrisiderert
irs resii rg Ill till rr:itiijrali, shinrd (if iroruiil irrirririgs 4irirrig tire irns
peirit and tlie ripplieri lill of tinls secthiril tip tire' rrtxirryer wouliti mihte Inon-
si-sicirt wIvt~lirl tire piii- iirtertytig ilii' pii iotus oif ttrtk 'iiirsc tri nit
Withi trhe cinitionis fi ittun or11i kills errriiniiI li treretir'

Tirle Chrmi.,rM'N. AIryN tjtttrtiiit?
(No respirrise.)
Tie CiIFAiRtMAN. YrOUr 11e- nt .-rireV t ut yont wouitld pvt ntder'rnte re-

lie' evtri tundler tile ptrov'isiotr 8S~ 11Vi iiptlirite(illii th I l it' llir0r bill I?
Mr.1 l,%ctt. l'te feel t(tnit it is still ai little N~ugtte. mrit tintsritli1 as

h(It we aV WON r alIei i- ii ril'V (iriS to tli'eile le01tter i rt ptreviitts bll s, thlit.
thre irilleit it 1, tnot frow irtetrpIet itig inll 111V WiO I rink tiny 11.1id
bre initerpretedr, 'itt t rink than spvrifir corr tim inn di r iire mrei tet'-
ti i.

'Te ('i t.irir 'i. It wci 1u w rre i' e lven i-ywax
Mt'. )Ad!.It 11, t W lid be I~ei'i te u i, froim o u. st indponili : yes, sir.,
'11rtV (2Ir'IUt\r.MN Fiuriri yrrtr p~ointt of view?
Mr1 . P 3n -it. Yes 'ir. t
Ille C'irnM,'iN. 'Ilirink yoti very introelt.
The' (iItAIOCMAN. Au'. Partonr is next. 'P'leir welt' tNo ot her, it.

iesses wiurse Oiirs were not onl thle list. I think we will have rini1ple
ilne toi he(r t hero. 'Mr. At kinson indtllM., Whtit e. votrr rtX' r,4run in1

we wiill Ilerti vol ini just at few riirites.
All right, 18r. Parrtonr.

STATEMENT OF GEORGE F. PARTON, NEW YORK, N. Y,, PRESIDENT,
NEW YORK STATE SAFE DEPOSIT ASSOCIATION; REPRESENT-
ING THE NATIONAL SAFE DEPOSIT ADVISORY COUNCIL

All'. I3AtTLoN. Muf'. Cl1itni11i'lnin alrd gentlerirenl of tine (c(omittee, my
namure is George F . Parton rand ro in irs s2 Broa Shet Ne
York City. inyadesi 2 iSteNw

Irle ('J1iAImAN. Ame yonl hrviiig tire sanme troubiles its last year?~
Mir. PmirroN. 'Threytr iin little 'iitt'ert, Seriitot'. ('ond itions a to

tdifferernt today.
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i 'Im, however, still representing the National Safe, Deposit A(l-
visory Council and also the New York Stale Safe I)eposit A~sociation.

The CIIARIIAN. We will be glad to he' you.
Me. PAaroN. I should first, apologize for not a)pearing yester-

day as originally sClelhilled, but a most unosual storm dislocated all
the sulbrlba traffic, and I was unable to get to my othlce to complete
this statement ill time to get here.

I should also like to express my appreciation for the privilege
of again appearing before your committee.

I ma folly aware of the til)recedented conditions which are today
facing the country, and I realize your stul)endous task of raising.
through taxation, every available dollarr in order to htlp def ray the
cost of the war. '1he safe-deposit in(lstry certainly wants to con-
trilhile its fair share in thal effort.

Our tax l)eolhlm is so relatively simaill conmared with this whole
picture that it may seem pesuml)tuotis for me to even disctiss it
under such mmstiaf conditions.

Yet I believe that you tire interested in all pertinent fcts learning
l)1on any tax, however small it may be, t Iiis alone is illy justifi-

cation for asking thew few nIinlites of yor valllle time.
I also Ibelieve Ihlt it is my (h111 *v to o0(r inlist lv, and to our 5,000,-

000 o so Iox lenti'ers. to report these facis whicll otherwise might ie
ollerlooked il tie )ress of more important problems ' .

My purpose in appearing before you today is to present, on behalf
of or industry, a plea that the present 20-ipercent tax rate on safe-
deposit box rentals be reduced to 15 percent. This would mean
a reduction of only 5 percent from the current, rate and yet it would
be ll increase of'4 percent over that of it year ago.

I shall be very brief in presenting my reasons for this request.
I have pepai-ed it slil1r' of some figmires which I recently as-

sembled from a group of 165 saife-deposit companies scattered thmllgh
27 States of the Ulion.

These figures have a very definite bearing upon this tax problemm
of ours, but us they are self-explanatory I would ask your I)erlilis-
sion, sir, to place ienl inl the record its a part of this statement,
rather than to read or discuss them in detail.

The CirmqrA,.,O. You may do so.
(The tabulations referred to appear ill this record following Mr.

IParton's statement.)
Mr. PARITON. In general, this summary reveals some very pertinent

and interesting information oil two separate and distinct phases of
Ilie safe deposit business over the country:

(1) The much heavier loss of old busitiess since October 1, 19tl,
when our tax rate was raised to 20 percent, Its compared with the
smile period a year ago wlen lhe rate was 11 percent,.

Senilator ('L.\. Lots of their haven't got anything to put in a
safe-deposit box.

Mr. IAXuToN. Welh, sir, I don't know about that. The business is
booming right now.

(2) A very marked and unusual increase in new box rentals in the
period just 1)rior to and since the date when we entered the war.
s compared with the more normal conditions in the salIo period

a year ago.
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But the point which I should like to bring out here, and )artieu-
larly emphasize, is that while the net result of the two sets of figures
shows up the safe deposit business in a favorable light at the present
time, upon close analysis it does not indicate a true prosperity. On
1he contrary, it forebodes a really serious situation which our in-
dustry will have to face when the war is over.

I appreciate, of course, that niany 'others may be confronted with
similar difficulties after the war, but our industry is so small at best,
one of the smallest in fact to which any excise tatx laus been applied,
that it is a question to what extent it could withstand a severe set-
back and survive with any degree of stability.

It would be most unfortunate for such a situation to confront our
industry which is dedicated to the protection of people's wealth and
l)ossessl oils.

By way of further explanation may I draw attention to the fol-
lowing f;ats. They are not based oi lr)ediction or gtesswork, and I
believe them to be unassailable.

I refer first to the business already lost. My summary of figures
attached to this statement shows that 165 safe deposit companies lost
5.225 more boxes since the tax rate was raised to 20 percent than
during the similar period last year under the 11-percent rate,

That represents a lot of business for us, and it is by no means the
total for the entire country.

There can, therefore, be no question at all that there has been this
definite loss of business, and it is equally certain that it is not going to
return to the safe deposit companies so'long as the rate remains at 20
percent. That I believe to be self-evident.

The second point, which relates to the gain in new business, is that
all of the new "war scare," rentals which have come to the safe-deposit
companies in recent months-business which has resulted from one
thing only, a desire for special protection against bombings and air
raids-will be eanceed outright immediately the war enls. '[hat
also is self-evident.. This particular type of new business, which also
runs into very sizable figures, is admitted to be temporary; in fact it
lirs been placed with the safe-deposit companies on that clear
IuI Ie rst n ding.

Thirdly, there are a great many hundreds of boxes that have been
rented in recent months to members of the armed forces at camps and
war-industry centers, and many additional boxes have been rented to
men who have already left ouir shores on war duty. For tie most
part these are small boxes, but in the aggregate they form a substantial
portion of this new business surge.

Many of those boxes will without a question of doubt be closed out
at the first opportunity just as soon as peace is declared.

A fourth point, which constitutes a very important phaise of all
this new business, is the thousands of little boxes rented since the
War bond drive, which are being used for the specific purpose of pro-
tecting the newly purchased bonds.

If it is reasonable in this connection to be guided by tme experience
of the safe-deposit companies during the last war,''with the boxes
rented to take care of the Liberty and Victory bonds, a very large
proportion of this newly acquired1 business will last only mtil th,
honds can be disposed of, following the end of the war.
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And again, judging from past experience, they will be disposed of at
tlat time and the safe deposit boxes which held them will also be
given up.

So, here are at least four clear-cut reasons to show that, instead of
our industry enjoying a genuine prosperity, as might be the impression
gained froin current reports, it will be sure to face a severe setback
when this war is over, unless something can be done to forestall it.

And this should be done now, rather than later. This is my main
reason for so strongly urging a reduction at this time in our tax rate.

I believe this cut in the rate would be of material benefit because,
if it were granted, it would immediately react as an incentive to many
people to rerent those boxes which they closed out because of the
20-percent tax. They would do that for the reason that they have
regarded the 20-percent rate as unfairly high, whereas 15 percent
would, I am convinced, be considered much more reasonable in relation
to other excise taxes. There is abundant proof to substantiate that
belief. This return of old business would in itself be an extremely
important offset to the war business which we expect to see withdrawn
later on and it would aid materially in providing a cushion against
this anticipated period of depression in our industry that I have
spoken of.

In addition to this, a reduction in our tax from the 20-percent
Iate, which so many prospective purchasers of War bonds have ob-
jected to, would doubtless react as an incentive for further purchases.
And surely anything that can be done to help along this worthy
cause should be encouraged.

A reduction in the rate to 15 percent could not, I feel sure, be
considered inconsistent with prevailing conditions, for even at that
rate it would still be 4 percent higher than a year ago.

Nor could it be considered a discrimination in our favor, because
at 15 percent it would still be at a higher level than many of the
other excise taxes.

And, lastly, such a modest reduction would not cost the Govern-
mont much of anything to speak of in the way of revenue.

I fully appr,('intc, Mr. (' hairinan, that it is most unusual, to say
the least, for anyone to recommend cr even suggest a reduction in
an existing tax rate with conditions as they are today.

This I'rOl)o-zil of ourts would, however, involve such an insignificant
saelifio ill reven,1li vhvretls it would Fo illlI portaittly aid an entire
inluisty, and at the sa rue tine affo rd relief to many "miillions of tax-
payers, manny of Wl10mn are ill the coutrv's ai md forces, that I
cia mnest ly hoi it will receive your motst favorable consideration.

This eo' Icde'; my tatenmen, sir, and I thank you again for the
privilege of presenting it.

The (tm ,t. %1N. Areli't you intai factor ucr t'tcted by prim'i is?
M'. PAION. We HIT not 1lncicti facevirs, Mr. ('i air'lnl11. We rent

or lease Safe,-deosit bhx,'-4.
The ClHAliMAN. 'es ; bitt aren't the r11:inu fact urers so protected?
Mr. PARTON. Yes they are subject to, priorities, but we have so

I llllbe .o llw that are unrented tlutt te'her is io dvnamd for imore

The CHAIR AN. YotI have a s'flici.nt "Il npl a 'a i l:l,.kl,'?
Mr. P.ro'. The industry is only lt Itit to 'k'rcltt 'e~ltce today.
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'rile (,,A~aM. n. Thank you very much.
Senator RAtiaFF. I)o you consider tlat this volume of temporary

Nvar-:-care btisinss- think that is what you called it-
Mr. PAtTN (inlerposing). Yes, sir.
Senator RAki.-LmFF, (continuing). Would be materially modified

by tie fact I hat tIhe rate is 20 percent rather than 15?
You sumgestAd that you believe that a rate of 20 percent would have

a deterring effect upon the old business coming bick. Do you feel
a (s that the difference in rate lstween 15 and 20 would affect
ii1eialeiiily this temporary business which is coining in, from the
st ndipoint of volume?

Mr. PAr-roN. I don't think the rate would have anything to do
with the war-scare lIsiness.

By "war-scare hl in ess'" I iiiean loiness sich as depositing with
tle safe-deposit conipaniies of (uplic, te ievords, from one section of
the (ity to a notlhei for example, ct iners' statements of accounts,
inunite books, and odher important documents.

I feel that the firns who do that business would (1o it regardless
of the rate, because they are invaluable records; they must he pro-
tected.

Senator RADCLIFFE. Then youir objection to the 20-percent rate, as
far as that particular class of business is concerned, is that it is just
intrinsically too high?

Mr. PARTON. Yes, sit.
Senator RADcLr.. And not that it would affect the volunie of

business?
Mr. PAR'roN. I don't think it would affect that particular type of

business at all.
Senator DANATIFr. Mr. Parton, I was analyzing the summary of

your figures that you submitted.
As far as I can; make out, the rentals over the period that the It-

percent tax is in effect, October 1, 1940, to June 30, 1941, show an in-
crease of 1,558 rentals, and over the 20-percent tax rate incidence.
from October 1, 1041, to June 30, 1942, there is an increase of 23,845
rentals.

Mr. PAI-ON. I think you have understated it, sir. I think the
statement shows an increase of 27,412 boxes, if you look at page 2
of the summary.

Senator DANAIUEI. 1'hey add up to 25,103. I don't know where the
difference comes.

Mr. PAnrToN. They check with may statement. In any case, there
has been an unusual increase in busine..s. That I frankly admit,
and it is general throughout the country, but my point is that most
of that business-certainly a very large proportion of it-is tem-porary, and that it will go out as soon as the war is over, and I
am trying to provide a cushion against this situation that we will
have to face.

Senator WALST. I suppose the reason that you didn't have the
record from all the States is that you have been able to get it.

Mr. PARTroN. That is correct, si'. As a niatter of fact, these figures
do not even include four of the largest banks in the country. I
c',ldn't, get those figin-es. in time to bring them here. The City Bank,
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the Chase Bank, the Manufacturers Trust Co., and the Corn Ex-
change Bank, those 4 banks themselves with 225 branches would have
materially swelled these figures, but I couldn't get them in time.

Senator DANAIIER. Both in losses and in gains?
Mr. PARTy. Yes, sir. Tie trend, however, is the same with prac-

tically every bank.
The CHAIMAN. We thank you very much, Mr. Parton.
Mr. PARlTON. Thank you, sir,
(The following tabulations were submitted by Mr. Parton for

incorporation in the record:)

SUMMARY AND ANALYSIS OF SURRENDERS AND RENTALS OF S.\ DFTO'SIT BoxIS

[Corrected to Aug. 6. 1042]

SUMMARY OF SURmENDERS

Number of boxes surrendered during the period from Oct. 1, 1940, to
June 30, 1941 (11 lcirv'etnt tax ral ,), :380 safe deposit companies r'elport-
Ing from 30 Stales- - - -. . . . . . ..------------------------- 78,410

Number of boxes surrendered (luring period from Oct. 1, 1941, to Jtne
.30, 1942 (20 1reent tax rate), m0 ,aft ielp Asit companies reporting
from 36 States .-------........-------------------------------------. , 1

Net Increase in number of boxes surrendered during 20 1pereent tax Ieriod
as comlpred with 11 percent tax period ----------------------------- 15, 678

SUMMARY OF RENTALS

Number of boxes rented during pelod front Oet. 1. 1040, to June 30, 1041,
380 safe deposit companiess reportinig from 36 Stales ----------------- 1141, 319

Nunther of boxes rnlLtv~d during pelod from ()vt, 1, 101, to June 30, 194'!,
380 sofe deposit eolmiaillls reporting from 30 States ---------------- 191,074

Net ittreitse In IumbIIe' of boxes rtlt(ld, relt,,litg mor (ltry In the war_- 74,755

SURREN DEIS

Num. Oct. 1, Oct. 1, Noa. Oct. 1, Oct. 1,
berof 1940- 1041- Inl eer of 1940- 1941- In.

sAfedeC. June June sfede. June June
State oit 030,1941 30 1042 crea S ae cm. I e ( c e

c0tei or do- State posit 30,1941 30,1942 crasecon). (It n 120 s panics percent (20- occie
aniecs ereent percent Cr w _eereport, lax txreiport-I Na"' tax

g rate) rate) rcn rate) rate)

Arizona ......... . 2 338 315 -23 Ohio 8 5. 007 6.9SW( 869
(s ain ...... 992 1, 166 184 Oklahomea .. S 756 1,077 321
Colorado .... 3 641 905 -136 Oregon .... 12 53 1,026 43
(olinietl.cat.. 26 1,381 1,671 290 Iennsylvanla... 62 7, 117 8,495 1,378
I)Istrlct of Co. Rhode Islaud... I 120 684 81

luumbla ........ 10 1,720 2,412 67n South Carolina 1 44 68 24
Florida ......... 2 983 M1 62 Tennes;ee..... 1 274 3155 1
Illinc .......... 26 12,975 17,667 4,72 Texas . 2 63 83 30
Indiana ......... 2 439 031 92 Utah .......... 4 1,047 3
Iowa .1.. . 1 67 72 15 Vermont . 1 3 3 0
Ransas 6 403 446 42 Virginia - . '2 765 840 75
Kentucky 1 104 207 13 Washington 7 1.142 1,449 307
L.outslHna 1 92 132 39 West Virgiia- 1 20 211 - 69

fe lie 1 102 95 -7 W eonsin 12 9.047 S, t26 979
M4il5w . 3 402 45 93 Wyomngn 1 78 64 -10

1 6M3 nd2 49-.! Icllga .... ... 4 193 'colal. . 78 , 41, 94, 094.1,.457 1,.......--

Minesota.... 17 1 2,231 3,732 1,90l Net In-
NL surl . .... 2 1 4,376 4,837 462 cre ase
Nebraska.. 1 2843 385 102 In Sur-
Now York. . 120 26,072 29,1-01 3,429 renders .. 1,678
North Coroline 73 130 07

70093-42-vot. 1-25
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RENTALS

Num. Oct. 1, Oct. 1, Num. Oct. 1, Oct. 1,
ber of 1910- 1941- ber of 10*9- 1941-
safedo-, June June satedo0. .in0 I Julio cao
posit 30. I'AI 30,2 crease posit 30,. creaseState 0 (1 or de- State st-91. I , or do-

plipailes percent coercenso t crease
p8ng0 rtex pral rep ort- tax taxn rate) rat) ng rate) rate)

Arizona ......... .2 3S1 836 45' North Carotjun 1 113 257 141
Caljlorih. .... 5 KIP 4 1.0N4l0 1, 1( I 257o. - I 5 ,11 3,92
Culoh'al ... 3 479 I So) 401 ktahoma . 717 1, 542 791
Conneciei+ .- 25 3,355 7,059 3,7(11 I ron .. 12 1,985 3,990 2,005
Dlistrikt of Co. I'enn'txanjn 62 28,420 39,574 11, 151
] .. ia ...... 10 1,977 4,104 2, 131 ItIu, Isl Id ... 1 517 887 370

Flrila .... 75S . 74 31 south Celo- 11i 95 29
Illinois ......... 261 10, ,51o 25, 0:45 8,512 T58nosco - 1 359 1,012 671
Iniana --- - 2 5 0 (IX 3.5 3 Lo,ls. ..... 2 27 "N N isil
Iowa ----- I Al, (24 14 Utaoh I 07. .. 1 94 2,071 1, 10;1
Eonss - -. 6 G5:3 1,1(1:1i 390) Vermm nut.. I t; 11 1)
Xentucky .... I HIS1 452) 25 1 VIuri1 2 8So) 2,117 1, 45 1
Lloliilla . .. 1 1.2 1 h2 1010 Wqshiluttont . 7 1, 378 3,523 2, 115
Maline 1 80r 170 8I West Viroini 1 . 1 229 2 27 - I
Aftirysin 3 : 1 1(53 1, 014 551 Wisconin -- 12 12,110)1(5,70's 3,0622
1% hoS1 II I1SeI (s 1 522 02 1 1 1 yorning .... 1 79i 17$ 0W.

lx Ihio . 4 9,74 1,231 1251o
ol nnst (7 201 3, 7 s3 1,7.;u 'rnlal .... 16,3:19 191,074 ....

Misui25 4,0,2 7,3114 3,thl04 Not ill-
Nehreska .1 2 Q 37 245 croocs i(1
New Yurk ---- 120 27, f,08 .19,0.51 22,146 rentals.. ....... ... .... ...... 74, 755

The CsrAlwj'rAN. All. Aktkinsoll.

STATEMENT OF ARTHUR K. ATKINSON, VICE PRESIDENT IN
CHARGE OF FINANCE, WABASH R. R. CO., ST. LOUIS, MO.

'Ihle (
0 itixs . W\ill you give your nanIme to the reporter, Mr.

Atkinszot
lr. ATKINSON. Ily nameti is Arthurl K. Atkinson, and I ami vice

president in charge (If finance, Wabash Railroad Co., with hsead-
quar1 ter's ill St. Lolis, Mlo.

I appea17ll for' the purp'iose of suibmtittinig for yoir conlsidertion a
proposedl imendlent to sections 1808 (e) of tile Internal Re.venute Cod..

lieginning in October 1941, in compny v ith other officers of tile
Wabash Rasilroatd Co., wre have beenil ill'inforl'll discutssions with
repmeseistatives of tile 'raiQ 1ty I)epatinent, nameIl~iy All. John L.
Sllivans. Assistant Secretary of tile 'J'etaslty, anf l( i'. 'Ihll~flS L.
f II i1ile19l t ile legislative CounselI' of tile l)epartniett of tile Treasury,
and also6 the I-lolflI'1b10 C2olin F. St~lui, w~hot is chief of stliff of thle
Joint Committee oil Internal Reventie I1axation.

We lurve isiesettethtiis propoltse(] anietdniet and its the heaIrings
before tile I Ioiisl Ways -Ind( AMelans ('omioittee oil April 1, 1041, 1
ap1peat-e11( ilt suipport of tilis pr1loosed 19 imfdmselt.

,1y, testimntoy Ilppeilrs, oil pages 18161 to 1818 of tise ulirievised printed
recori cof tilo.se 1tarinlgs-p1ges 1897 to 1901 of tlie revised prIinted

'I'1e lous bill isakes no provisionl with respect, to this Propsosed
1a11e0l1lhocWS a lithou~gh titere ate two el fl1(hlints incorporated in thalt
b~ill f 11(11 llulve to (t0 with the~ stamp taxN section (of the Internal Revenue

Section 1808 (e) of tile Internal. Revelile Code, relauting to Stan)1 )
tatxos, grants im~munlity in respect to the issuanrce, transfer, or exchange,
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of securities to make effective any plan of reorganization confirmed
under the provisions of section 77 of the National Bankruptcy Act.

Similar immunity is provided for in subsection (h) of section 77 of
the National Bankruptcy Act.

In view of the provisions of section 1808 (e) of the Internal Revenue
Code it would appear that subsection (h) of section 77 of the Bank-
ruptcy Act is surplusage.

Attention is directed to the fact that this exemption does not apply
to a railroad reorganization under the equity proceedings.

Senator CLARK. It does apply to an equity reorganization under
section 77 (b)?

Mr. ATICINSON. Yes, sir. 77 (b) and 77-pertaining to railroads.
All railroad reorganizations, whether consummated in equity or

under section 77 of tie Bankruptcy Act are entitled to equality of
treatment under the revenue laws of the United States.

Wabash Railway Co.-the predecessor of this new company Wabngsh
Railroad Co.--went into equity receivership on December 1, 1931,
more than 2 years prior to the passage of section 77 of the National
BJankruptcy Act.

At the time of the passa.re of section 77 the Wabash receivers
had already issiied a sIb slniiil amount of receivers certificates, and
when the i)ssibility of transferring from equity to section 77 wis
considered there appeared to be serious complications; as to whether
it was then possible to change the proceedings was a vermy doubtful
question, but even if it were successfully attempted the time loss would
have been serious,

The best estimate of the time required to reorganize under section
77 would be about 540 days from the filing of the petition, which,
in effect, would be. for the'Wabash, comnmencin de noo.

At the present time tei Wabash reorganization is in tlhe final stages.
The sale of the property at foreclosure sale under equity proceed-

ings was held )eceml)er 1, 1941 and at the present time we are now
eliaged in the distribution of the new securities. As the amount of
indebtedness of the old corporation has )een substantially reduced,
and the income over and above the amount deductible f6r interest
payments will be taxable at the new rates, the new company will
pay a substantial Federal income tax ald excess-profits tax for the
year 1942, as against no payment of any Federal income taxes for
the year 19-t--the last year which the company w.(, operated by
the receivers.

We believe that these considerations-
Senator BRIOWN (interposing). How much is involved in taxes?
Mr. ATKINQON. In the stamp tax?
Senator Bitow.,. Yes-the Wabash Railroad.
Mr. ATKINSoN. The Wabash reorganizationi involves an original

issue tax of $150,COO. and around $30,000 in transfer taxes-an aggre-
gate of $180000.

Our income taxes and excess-profits taxes payable this year are0
estimated between seven and nine million dollars.

Senator WLsr. 1)oes the Wabash Railroad Co. have to pay that
rather than the tran.,feree?

Mr. ATKINSON. Yes, sir'. We issue our secu'itics and we Tiay
the issuance tax, and there are certain taxes involved in the transfer
of the securities from the old company to the new company.
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It is proposed and respectfully recommended that section 1808-E
of the Internal Revenue Code, which, as I have said, reltes to sta l )
taxes, be amended by changing the phrase--and I quote-"or filing of
conveyances" to read "or making or delivery of conveyances," which
language is the language used in section 1808 (f), applicable to other
corl)orate reorganizations under section 77 (b) of the Bankruptcy
Act.

It is believed that the language of subsections (e) and (f) in this
particular should be uniform, and the language now in subsection
(f is thought to be preferable.

.[he second part of this proposed amendment is a change in ]an-
guage which should follow immediately the last sentence of this
section,. anld consists of the following: "or approved by any court
of the United States in receivership proceedings in such (e0urt against
a railroad corporation as defined in section 77 (in) of the National
Bankruptcy Act."

The effect of that is to merely bring a railroad that is reorganized
under the equity proceedings into the same category as a railroad
that is reorganized in the bankruptcy court under section 77
proceedings.

If justification be needed for treating alike reorganizations under
section 77 of the Bankruptcy Act and those consummated in equity
proceedings, attention may be called to subsectiou (n) of section 77,
which includes equity receivership proceedings, the same as it does
the 77 cases, in granting priority to certain classes cf claims.

Also sul)section (p) of section 77 imposes, in respect to solicitation
of stockholders and creditors the same restriction in equity proceed-
ings as therein l)rovided in section 77 of the Bankruptcy Act.

Neither subsection (n) nor subsection (p) was in the original act.
Subsection (n) was amended by tle act of August 11, 1939, to in-clude equity receiverships, and subsection (p), which includes equity

receiverships, was brought in, in entirety, by emendatory action of
August 27, 1935.

If equity reorganizations are to be required, as in these subsections
provided, *to assume the burdens created by such section 77, it natu-
rally follows as a corollary that they should be accorded its benefits
and immunities. Such is the essence of equal protection under the
law.

Senator CLARK. What your amendment proposes, in effect, would
be simply to put the advantages of reorganization under equity pro-
cedure on the same footing with those under section 77?

Senator BRowN. Would you state briefly what objection you have
to this?

Mr. AnciNsoN. Everybody I have talked with agreed that it was
an injustice and inadvertently overlooked. Everyone that we have
talked to and discussed the problem with had that impression.

Yet we have not been able to secure the action we sought in the
bill of the House Ways and Means Committee as rel)orted out.

Senator WALSH. Are the taxes being held up?
ir. ATKINSON. I amn paying taxes under protest. I am buying

stamps, I mean, to put on'these things, but I have already filed a
protest under it, and I hape that there is relief possible this year.

Of course, if it isn't done this year, we will probably not be able to do
anything about it.

378



REVENUE ACT OF 1042 379

The CHAIRMAN. I wish the Treasury would make a special note of
.this, so that we can ask you about it later on in executive hear-
ing.

Mr. ATKINSON. I would like to ask, if it is consistent, if I might
file a short brief to supplement my remarks in the record.

The CHAIRMAN. You may do so.
Senator DANAIIE, In such a memorandum, Mr. Atkinson, will you

give us, if possible, the legislative history, as to why it wasn't in in
the first place?

Mr. ATKINSON. I can't say why. I have heard so many say why it
wasn't in and why it should go in, and so forth, that I can't say just
what was the cause.

I might say that, in my reading of the reports and the history back
of the Bankruptcy Act, and the amendment as iflcorporated in
1808 (e), that Congress had in mind to expedite these reorganizations,
therefore they granted this immunity or this relief from this issuance
tax, as a matter of relief, to help along these reorganizations.

Senator CLAa1I. Your reorganization has been a good deal more
expeditious than most of those under section 77.

Mr. ATKINSON. I will leave that to you. I only know of one large
road that has been organized tender section 77. We' are l)raA(tically out,
and if anybody needed the relief we needed it.

Senator CLAnK. You are again becoming it large taxpayer for
the first time in 8 or 10 yeis?

Mr. ATKINSON. Yes. sir. As I say, we are going to pay between
seven and nine millions this year. WIre paid notlhng last year.

The Cii kTaM.N,. Thank you very much.
(The following brief was submitted by Mr. Atkinson:)

BuEp AMI'IIFYIN Tiii TESTIMONY OF Ati'iivI. K AT CIION, VI(cE lI'sinFENP IN
CHAROI OF FINANCE OF VABAsI! TIAIROAD CO.

IN TIlE MA'ti,:I OF REN'EN1'I REVISION OF 1 1912

The pIrpse of this brief Is to brhg before (he Committee oin Fhnaice Ia con.
Create formi the imiendmiieints proposed by Wabash lillroad Co. to eetlot 1808 of
the Ilternl IRevenuie Code.

For coniveniiece, sctloti 1808, subsections (e), (f), and (g) i their present
fOrll ailid ti iitiiell(iltaoriy stilisections proposed by tie railroad cOnlpittiy are set
out below ill parallel Cohunntis:

section 180q (e) of tihe Internal Reve- Secllton IS08 (e) of the lnterll Reve-
itue Code in its prleseit forii: 1nu( Code ill Its 1)10l o'id llivittldiltory

foril

(e) ORGANIZATIONN OF RAILROADS t:N- (P) [I'FOilo.AN IATlON 0' OP AILHOADS
OAOEil IN INTFIti.TArE COMtF,RCE-rTIh

, 
UNiER NAVION,\L IBANtCuVirc-Y lr,-rle

provisioiis of svettios 1801, 18012, and irov slotiq of sectiis 1801, 1,02, idiil
1821 (h) of this chapter anid sections 1871 (b) (if this ihapte' ilnd sections
3-181 and 34382 of clhiter 31 shnlti not ap- 3181 i id 318:2 of Hptler 31 shll not
Ply to the Issiitli'e. 'ltllisfer(s). r ex- mi tts to th' issilllli', trills'ler, or ex-
Clilitnge(s) of seelliiltles (or flhlilg) of ehtlllig of -crtiltios fir ikiliq or dcl'-
('OIiVe3 IlileeS io tiltlike effectiv' iily pltl l i iiV ti(,,, to tiik' i'tit i Iitl3'
of 'eorglilnizilt foil COnfi' ed 1tinder tie )lan or r(o rgill Mtitiii| ('olifit ileri lilldir
l)rovlslions of sectIon 77 of the Natiloiil the ltovlslios of so ull loi 77 of lii Nit-
Banikltiptey Ael, is nnviaded by solun Ilunual 0ifkrtlautiy Act, i itivii(ed by
I of the aet of March 3, 1933 (ol. 204, seellon I1 of the act of Mairch 3, ll33
47 Stat. 14741; . 8, C., title 11, see. 205). (eli, 20 1, .17 81a1. 147.1; U. 8, C., tItle 11,

see, 205).



REVENUE ACT OF 1942

(f) CORPORATE REOROANIZATION.-
The provisions of sections 1801, 1802,
and 1821 (b) of this chapter and tie
provisions of sections 3481 and 3482 of
chapter 31 shall not apply to the issu-
ance, transfer(s), or exchange of secu-
rities or making or delivery of convey-
ances to make effective any plan of re-
organization confirmed under section
77B of the National Bankruptcy Act, as
amended by the act of June 7, 1934 (eb,
424, 48 Stat. 919; U. S. C., title 11, sec.
207).

(f) COsPORATM i"OROANIZATIONS UN-
DEi NATIONAL PANKRUPI-CY ACT.-The
provisions of sections 1801, 1802, and
1821 (h) of this chapter and the pro-
visions of sections 34181 and 3482 of
chapter 31 shall not apply to the issu-
alice, transfer, or exchange of securi-
ties or making or delivery of convey.
aces to make effective any plair of reor-
ganization confirmed under chapter 10
of the National Bankruptcy Act, as
amended by the act of June 22, 1938
(U. S. (., title 11, sec. 501, et seq.)

New subsection proposed by Wabash
Railroad Co.:

(g) 1IEO|iOANIZATIONS IN EQUITY.-
The provisiis of sectiihii 18111, 1802,
arid 1, 21 (h)) of Hlis chapter id the
provisions of sections 3.181 and 3482 of
chapter 31 shall not apply to the Issu-
ance, transfer or exchange of securities
or making or delivery of conveyances
on or after Jamuary 1, 1942, to make
effective any plam of reorganization ap-
proved by any court of the United
states s In receivership proceedings in
sw'lh court agahist a ra road corpora-
do1 (as defined in socliou 77 (in) of the
National Bankruptcy Act) or in receiv-
irship proceedings In such court against
:i corporation entitled to reorganization
rnder chapter 10 of tie National Bank-
rlitey Act, as amended by the act of
June 22, 1038 (U. S. C., title 11, section
501, et seq.) and any moneys paid for
stamps iffixed subsequent to December
31, 1041, with respect to such Issuance,
transfer or exchange of securities, or
niakiig or delivery of conveyances, shall
be refimided If a claii for refund is
flhed prior to March 15, 1943.

New subsection proposed In H. 1R,
7378:

(I) TRANSACTION UNDER ORDEMRs OF
TIE scURITIEs AND EXCIIANOR COMMIS-

SiON.-The provisions of sections 1801,
1802, and 1821 (b) of this chapter and
the provisions of sections 3481 and 3482
of chapter 31 shall not apply to the
issuance, transfer, or exchange of securi-
ties, or making or delivery of convey.
ances, to make effective any order of
the Securities and Exchange Conimls-
slon as defined in section 373 (a) of
chapter 1: Provided, That (1) the order
of the Securities and Exchange Com-
mission In obedience to which such
issuance, transfer, or exchange of securl-
ties, or conveyances are nmde recites
that such Issuance, transfer, or ex-
change, or conveyances are necessary or
appropriate to effectuate the provisions
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of section 11 (b) of tile Public Utility
Holding Company Act of 1.35 (49 Stat.
820, U. S. C., title 15, sec. 79 (b)), (2)
such order specifies and Itemizes the
securities and other property which are
ordered to be issued, transferred, ex.
changed, or conveyed, and (3) such
issuance, transfer, or exchange, or con-
veyance Is made In obedience to such
order.

(g) Csoss iu.-SF ENCE-For exempt ion (i) CRose atrym:Nc.-For exemption
Ir case of playing cards eI)orted to a in case of playing cards exported to a

foreign country, see section 1830. foreign country, see section 1830.
It Is proposed (in this respect following the meclrnies set by the House of

Representatilves in the text of 11. H. 7378--Union Calendar No. 815) that tihe
above aiendncets he brought in as part (if section 507 of 1I It 7:378, as shown
by a complete amendatory section 507 annexed hereto marked "Exhibit A."

Tle new language incorporatedl in the Iramendatory subsections (e) find (f)
Is shown by Italics aIippearing In the right-hanrd colrmni. The language in the
present stbsections (v) and (f) which is aritted it the amelided subsections
(e) and (f) is shown above my parentheses in the left-hand column.

Tb ameridatory subsctions (g) and (Ih) are entirely new. Subsection (g)
embodies ti legislation asked by Wabash Railroad rind subsection (hi) is n
reproduction of the proposed subsection (g) in section 507 of 11. It. 7378.

Certain changes lir the captions of tie aienidatory sibsections tire made
in the Interest of brevity and uniformity and are self-explanatory.

The first (hange In file text is to substitute in the l'esent subsection (e) for
the words "or filing," as shown in parentheses in the above left-hand colunir, the
words "or making or delivery" so that the Incidence of tine tax will be upolr tle
making or delivery of a.conveyance necessary to make n pln of reorganization
effective and not upon the filing of the conveyance. This change, it will be
observed, conforms the language of subrsection (e) to the language of sub-
section (f) relating by its terms to reorganizations under section 77B rind Is
proposed in tire belief that this part of the present subsection (e) might be
inoperative should the filing of i conveyance under tire recording acts not be
necessary to carry out the plan, in any event, tine language of snhsections (e)
and (f) In this respect should be uniform arrd the language of tire present sub-
section (f) seems more nearly to fit the ease.

As the committee Is aware tie present subsection (f) pertains to reorgaiza-
tions under section 77B, whereas section 77B is no longer in effect, having been
superseded by chapter 10 of tle National Barkruptcy Act as amended by the act
of June 22, 1938. Accordingly, tile ruilro id company proposes that this subsec-
tion (f) ie brought up to date by substituting for tire words "section 77B of the
National Bankruptcy Act, irs amended by the act of June 7, 1034 (eh. 424, 48 Stat.
919, U. S. C., title 11, see. 207)," being tire language placed il parentheses in the
present subsection (f) as set out above in the left-band column, the following new
language, being tire language shown in italics ir the amended subsection (f) as
set out above in the right-hand column: "Chapter 10 of tire National Iankrptcy
Act as amended by the rct of Jrrne 22, 1938 (U. S. C., title 11, see. 501, et seq.)."

The new amnendatory subsection (g) set out above in tile right-rand colirrin is
the heart of the legislation desired by Wabash ]Railroad Co. lit order to put rpon a
basis of equality under the tax laws fll railroad reorganizations and corporate
reorganizations whether consummated tinder tire National Bankruptcy Act or
tinder receivership proceedings in a court of tire United States. Tiere Is no
ground for discrimination as between these two procedural irethods of attaining
the same ohiective--rn exprlitiors reorganization that will extinguish a debt-
ridden corporation without taxable income and substitute therefor n new corpo-
ration upon which tie Gloverinment niry rely irs a dependablle taxpayer.

Congress did tiot attempt to nrake tie National Bankrlrte' Act tire exelrsive
procedure for railroad reorganizations but on the contrary le,'t the equity pro.
cedure unihpalred. and this seems also to be trrte as to ordinary corporate
reorganizations which are embraced in chapter 10 of the Bankruptcy Act; Con-
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gross recognized that in certain circumstances one of these methods of procedure
might be preferable to the other and that In other circumstances the reverse
might be the fact, and gave to the railroad companies already in equity receiver-
ship the right to transfer to the National Bankruptcy Act, without, however, re-
quiring such transfer, and left both procedures open for future reorganizations,
Accordingly, there should be no tax penalty that would destroy or limit the free.
dom of choice between alternative procedures equally sanctioned and authorized
by law.

It may be noted in this connection and in justification, if such be needed, for
treating alike reorganizations consummated under section 77 of the National
Bankruptcy Act and those carried through in equity, that subsection (1) of
section 77, which includes equity receivership proceedings, grants priorities to
certain classes of creditor's and also that subsection 'p) of section 77 imposes in
respect to solicitation of stockholders and creditors the same restrictions in equity
receivership proceedings as are therein provided for proceedings under section 77
of the National Bankruptcy Act. Neither subsection (n) nor subsection (p) was
in the original act, Subsection (n) was amended by the act of August 11, 1939,
to include equity receiverships and subsection (p) which extends to equity receiv-
ersinips, was brought iii In its entirety by the anmendatory act of August 27, 1935.
If equity reorganizations are to be required, as in these subsections provided, to
assume the burdens created by said section 77, it follows as a corollary that
they should be accorded its benefits and immunities. Such is the essence of equal
protection of the laws.

The proposed amendment has been the subject of discussion with representa-
tives of the Treasury Department and of the Joint Committee on Internal Revenue
Taxation and no objection has developed from either of those sources: on the
contrary Wabash Railroad Company confidently anticipates complete cooperation
on their part.

The enactment of the proposed amendment was urged by Arthur K. Atinson
on brhalf of the receivers of Wabash Raihvny Co. at the hrearins held oi April
1, 1912, before the Committee on Ways and Means of tie House of Representatives
on revenue revision of 1042. Mr. Atkinson's statement' first appeared on pages
181018 of the Ways and Means Commitfee's print of said hearings dated April
1, 1142, and is now set forth on pages 18)7 and 1898 of the revised printed record
thereof, The House bill, 1I, H. 7378, which has been reported out makes no pro-
vision for the proposed amendment. Thils bill, however, contains various aienid-
merts to ictor revenue acts including an amneldrent to other snhsections of
section 1808 of the Internal Revenue Code; namely, subsections (g) and (hl).
The charges proposed by the House in these subsections are preserved in the
annexed proposed Senate substitute for section 507 of IT. R. 7378, but are re-
lettered "(h'" and "i)."

Tihe Wbash reorganization is now in the final stages.
The sale at foreclosure of the properties of Wabash Railway Co. under equity

procedure was held on December 1, 1941, and tbe securities of the new company,
Wabash Railroad Co. are now In process of distribution. Tire railroad company
has found it necessary to pay under protest substantial stamp taxes pursuant to
the present section 1808 (e) In connection with the consrmnntion of the re-
organization.

It is vitnl therefore that in amending the Internal Revenue Act the right of
Wabash Railroad Co. to a refund of such stamp taxes be given in clear rnd
exoveqs la nguange.

It is respectfully submitted that the setting up of the new subsections (e), (f),
(g), aid (h), amended as above Indicated, will bring all of the'e snetions into
harmony and up to date and will place equity reorganizitions aird bankruptcy
reorganizations on an equality, and will accomplish more completely tire intent
of Congress as indicated by the exemptions given under the National Bankruptcy
Act.

For fire foregoing reasons, the favorable consideration and action of the com-
mi

t
tee is urgently requested.

Respect fully submitted.
Alnwnit K. ATrKnrsow,

Vice President in ahurge of Finance of Wabaeh Railroad Co.,
St. Lous, Mo.Dated, ArouST 10, 1042.
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ESxIIIBIT A

PaoPosRD SENATE SUBSTITUTE FOR SEUIION 507 or H. R. 7878, UNION CALLENDAU
No. 845

S0, 507. STAMP TAX IN eIONNEUION WITH IIAILROAD AND CORPORATE RIE01)OANIZATIONS,
AND WITI TSANSAl IONS UNDER ORD)-S OF SECURITIES AND FXChANGE COMMISSION

Section 1808 Is amneided by changing subsections (e) and (f) and by adding
two new subsections designated as (g) and (h) and by changing the designation
of the present subsection (g) to (I) so that subsections (e), (f), (g), and (h)
of said section, as amended, will read as follows :

(e) l coranIzation of railroads under National Bankruptcy Act.-The provisions
of sections 1831, 1802, and 1821 (b) of this chapter and sections 3481 and 3482 of
chapter 31 shall not apply to the Issuance, transfer, or exchange of securities or
making or delivery of conveyances to make effective any plan of reorganization
covilrined under the provisions of section 77 of the National Bankruptcy Act, as
amended by section l of the act of March 3, 1933 (cli. 204, 47 Stat. 1474; U. S. C.,
title 11, see. 205).

(f) Corporate reorganizatons under National Bankruptcy Act.--The provi-
sions of sections 1801, 1802, and 1821 tb) of this chapter and the provisions of
sections 3481 and 3482 of chapter 31 shall not apply to the issuance, transfer,
or exchange of securities or making or delivery of conveyances to make effective
any plan of reorganization confirmed under chapter 10 of the National Bank.
ruptey Act, as amended by the act of June 22, 1938 (U. S. C., Title 11, see. 501
et seq.).I

(g) Reorganizations In equty.-The provisions of sections 1801, 1802, and 1821
(b) of this chapter and the provisions of sections 3481 and 3482 of chapter 31

shall not apply to the issuance, transfer, or exchange of securities or making or
delivery of conveyances on or after January 1, 19P2, to make effective any plan
of reorganization approved by any court of the United States in receivership
proceedings in such court against a railroad corporation (as defined in section
77 (m) of the National Bankruptcy Act) or in receivership proceedings in such
court against a corporation entitled to reorganization under chapter 10 of the
National B.inkruptcy Act, as nmneided by t11 act of June 22, 1938 (U. S. C., title
11, sec. 501, et seq.) and any moneys paid for stamps affiked subsequent to Decem-
ber 31, 1941, with respect to such Issuance, transfer, or exchange of securities,
or making or delivery of conveyances, stall be refunded if a claim for refund is
filed prior to March 15, 143.
(h) Transaetions mider orders of the Securities and Eitchange Conmitssiol-

The provisions of sections 1801, 1802, and 1821 (b) of this chapter and the pro-
visions of sections 3481 and 3482 of chapter 31 shall not apply to the issuance,
transfer, or exchange of securities, or making or delivery of conveyances, to make
effective any order of the Securities and Exchange Commission as defined in
section 873 (a) of chapter 1: Provided, That (1) the order of the Securities and
Exchange Commission il obedience to which such Issuance, transfer, or exchange
of securities, or conveyances are made recites that such Issuance, transfer, or
exchange, or conveyances are necessary or appropriate to effectuate the provi-
sions of section 11 (b) of the Public Utility Holding Company Act of 1935 (49
Stat. 820, U. S. C., title 15, see. 79 (b)), (2) such order specifies and itemizes the
securities and other property which are ordered to be issued, transferred, ex-
changed, or conveyed, and (3) such issuance, transfer, or exchange, or conveyance
is made in obedience to such order,

(I) Cross reference.-For exemption in ease Of playing cards exported-to a
foreign country, see section 1830.

STATEMENT OF JOHN C. WHITE, REPRESENTING SOUTHEASTERN
COMPRESS & WAREHOUSE CO., ATLANTA, GA.'

Mr. WHrrE. My name is John C. White and I am appearing aS
counsel for the Southeastern Compress & Warehouse Co.

The CHAIRMAN. You may proceed with your statement, Mr. Whit6.
Mr. WimTr. We are asking for an amendment to section 752

(c) (2) of the Internal Revenue Code.
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That section covers what is called the highest bracket amount
of a transferee corporation after it had received certain property
in exchange for issuance of its stock.

The result of it, so far as this company was concerned, is that its
highest bracket amount was reduced from $500,000 to $1,440 as a
result of having received from the parent company a small ware-
house property which was worth a very small percentage of the
total assets of the parent company. The section itself is extremely
complicated, and almost impossible to understand on reading it,
but in brief the point of it is as follows:

The transferee's highest bracket amount for any taxable year after the
exchange shall be an amount which Is a percentage of such transferor's highest
bracket amount immediately preceding the exchange-

Well, the transferor here had $500,000 highest bracket amount im-
mediately preceding the exchange and the section goes on to pro-
vide that there shall be a percentage of that amount--
equal to the percentage which the excess of the transferee's daily invested capital
for the day after the exchange over its daily invested capital for the day of the
exchange is of such transferor's daily invested capital for the day of the
exchange.

We submitted this particular state of facts to the Bureau and
they ruled that this meant that the highest bracket amount of the
Southeastern Compress & Warehouse Co. was reduced from $500,000
to $1,440.

That means in effect, that the rate it will pay is uniformly 60
percent for tie past year, for the fiscal year ending this year,
whereas if it had any highest bracket amount or had been al eto
keep its prior highest bracket amount, it would be able to pay its
excess-profits tax at the graduated rates provided in section 710 (a).

It. is plain, from the committee reports, that this section did not
take into account transfers between existing corporations.

It was directed at corporate split-ups. fn other words, it was in-
tended that, if a corporation transferred some of its property to a new
corporation that then the highest bracket amount of the two com.
panies should be the same as that of the single coin pany before but by
failing to take into account necessary transfers of property b etween
existing corporations and corporate groups, the result of this section
is that a highest bracket amount can be entirely eliminated without
the knowledge of the corporations involved, because of this very
technical section.

That point isn't important for fiscal years ending after 1942, be-
cause the graduated excess-profits tax is out.

The CHAIRMAN. You have the flat rate?
Mr. WrnE. That is right. So that this is important primarily for

the fiscal year ending 1942.
Now, I have drafted a suggested amendment which would read as

follows. It would go to section 217 of H. R. 7378:
Section 752 (c) (2) Is amended as of the date of Its enactment by inserting

at the end thereof the following new language:"This paragraph shall not reduce the highest bracket amount of an existing
transferee corporation, but the net income from the property transferred shall
be taxed at the same rate at which it would have been taxed to the transferor
corporation if that be higher."
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Now, this amendment, I think, would avoid any transfers for the
purpose of reducing taxes. It would not protect or cover those, but
where a transfer of property was made for corporate purposes quite
unrelated to tax problems, this would avoid what seems to us to be
a rather inequitable provision, and k purely' unintentional provision
of the present section 752 (c) (2).

The CHAIMAN. Have you submitted your suggestions to any mem-
ber of the Treasury?

Mr. Wnrr. That has been submitted to them in a memorandum in
the last day or so, but I haven't had any reaction from them.

The CHAIRMAN. Any questions?
(No response.)
The CHAIRMA. Thank you, Mr. White.
We will recess until 10 o'clp* tornqrrow morning.
(Whereupon, at 41: 2 :P.Ifthe heafihwas recessed, to reconvene

at 10 a. m., Thursdy uly 30, 1942.)

."

4. .4J

~' "'~'

'I

.4

385





REVENUE ACT OF 1942

THURSDAY, JULY 30, i942

UNITED STATES SENATE,
COMMITTEE ON FINANCE

Washington, b. 0.
The committee met at 10 a. m., pursuant to adjournment, in Room

812, Senate Office Building, Senator Walter F. George (chairman)
presidilng.

The CHAIRMAN. The committee will come to order, please. Mr.
Spence.

Senator VANDENBERG. Mr. Chairman, before the witnesses start, I
want to bring two matters to the attention of the Treasury for their
study, very briefly, if you will permit me. The first point is that the
United States Board of Tax Appeals handed down a decision on June
23, 1942, that--
payments received * * * by a naturalized citizen and resident of the United
States, from the Canadian Government under its Pension Act as compensation for
disabilities incurred from injuries received in 1018 while In active service as a
member of its armed forces, are taxable income to the petitioner in the respective
years when received.

In other words, although we exempt pensions to American citizens
who fought in the World War No. 1 under our flag, we do not exempt
pensions to American citizens who fought under the Canadian flag.

I think the situation is so obvious in its inequity that I would like to
have it studied with a view to a possible correction of that situation.

The other matter arises in a letter from John L. Lovett, general
manager of the Michigan Manufacturers' Association, who points out
that when a war contract is renegotiated even though contractors may
have been previously paid on the basis oi the original contract, there is
no arrangement for a readjustment of the tax, as the result of the re-
negotiation of the contract and it is suggested-and I think quite
equitaibly-tbat somrtbing 9hoild be done about that.

I would like to have both of those matters referred to the Treasury
staff for their study and recommendation.

The CHAIRMAN. On the latter point it will be necessary to do some-
thing. and it will also be necessary to take care of the situation where
the Comptroller General may disallow the cost item in any plant-
expansion program, which disallowance, of course, may come in some
subsequent year even after the statute of limitations ha applied;
because of the volume of work thrown on the Comptroller'u office, he
m~y not be able to audit all those accounts and may discover something
after the statute of limitations has applied. Some provision, in my
judrzment, must be put in the bill to take care of that situation.

Senator VANDENBERG. Well, that is precisely the same situation, in
general, that I was speaking of.
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The CHAMMAN. Yes; that is true. I do not see any of the Treasury
representatives here this morning. Is Mr. Spence in the room?

(No response.)
The CIAHIMAN. Mr. Satterlee.

STATEMENT OF HUGH SATTERLEE, NEW YORK, N. Y., CHAIRMAN
TAX COMMITTEE, NEW YORK COUNTY LAWYERS ASSOCIA-
TION

Mr. SATrERLE. Mr. Chairman, and gentlemen, my name is Hugh
Satterlee. I am a New York lawyer and I appear partly as chairman
of the committee on taxation of the New York County Lawyers Asso-
cittion and partly as an individual. I should like to have permission
to file subsequently a written statement embodying several points, two
or three which I shall mention briefly this morning. That statement
will not consist of more than 10 or 15 pages so I should like permission
to file that and have it printed in the record.

The CHAIRMAN. Yes, sir; you may do so.
Mr. SArTEnLEc. We all realize, of course, that high taxes are neces-

sary and particularly excess-profits taxes in these times, but that makes
it all the more essential that so far as possible, there should be equality
of taxation and discriminations should be ironed out.

I have particularly in mind this morning two features of the excess-
profits tax law which, it seems to me, call loudly for amendment and
modification.

One relates to corporations which, through reorganization, succeed
a corporation which at the time of the reorganization had an operating
deficit.

Now just briefly, so you can better understand the point I have in
mind, under the statute as it stands, of course the invested capital of a
corporation consists generally of money and property paid in, plus
accumulated earnings and profits, if any, less distributions which have
been made otherwise than out of earnings and profits, in other words,
distributions of capital.

Even though a corporation has suffered an operating net loss, never-
theless it is still entitled to the original invested capital paid in, which
is fair and proper under the principles of the excess-profits tax law,
because that is the investment in the business, and of course, corpora-
tions often, particularly in their early history, suffer operating lo ,,es
which are afterward made up. But, at any rate, that is the law now
and was the principle adhered to under the excess-profits tax of 1917,
1918, and 1921.

However atin unfortunate situation, unfortunate tinder the law as
phrased today, arises where a corporation with an operating deficit
reorganizes into another corporation. Under the statute as it now
stands, if a corporation of Maryland, for example, decides that the
Delaware law is more favorable and reorganizes under the law of Dela-
ware, with the same stockholders and wi(h ihe same capital stock,
nevertheless, if that Maryland corporation, we will say, had a paid-in
capital of $1,000,000 with an operating deficit of $200,000 and if it had
continued as a corporation of Maryland without a change in the cor-
porate jurisdiction, it would have been entitled to an invested capital
of $1,000,000.
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Nevertheless, if it reincorporates in another State, without other
changes, its invested capital is reduced by the amount of its operating
deficit to $800,000, in the case that I have cited.

Now the bill as passed by the House may, to some extent, remedy
that situation. As a matter of fact, I say 'may" because I have been
studying the matter for the last week or two, and I took this particular
question up with two of my partners, one of whom is the former chair-
man of the Board of Tax Appeals and the other man used to be in
the chief counsel's office for a good many years and we reached three
different conclusions as to the meaning of the statute,

So I am not very clear as to just what the statute was intended
to do, but I think that it may have been intended to accomplish this
result, that is to say, where one corporation owns-I am talking now
about section 761 proposed to be added to the Internal Revenue Code
by section 218 of the reve, ue bill of 1942-where a corporation owns
the stock of another corporation and liquidates that other corporation
or merges it or consolidates with it, as I read the statute I think there
is a considerable ground for saying that the intention is that the cor-
poration which succeeds to the other corporation by liquidation, mer-
ger, or consolidation, shall be entitled to include in 'its invested capital
he invested capital of the corporation that has gone out of existence,

without reduction of such invested capital by any operating deficit of
the predecessor corporation.

That is fair and reasonable, because the successor corporation, by
hypothesis, in that kind of reorganization or liquidation succeeds-
steps in the shoes of the predecessor corporation.

However, if the reorganization is effected by a slightly different
method as for example in the illustration I cited of a Maryland and
Delaware corporation, the Maryland corporation transfers all of its
property to the new Delaware' corporation in exchange for all the
stock of the Delaware corporation, and then the Maryland corpora-
tion dissolves and distributes the stock of the Delaware corporation
to its stockholders so that the old stockholders of the Maryland cor-
poration become stockholders of the Delaware corporations, and the
same stock is outstanding and the same assets are in the enterprise
except that there has been a new corporation changed from one Sate
to another, in that event, under the statute as it stands and under
the revenue bill as I read it, the new corporation has its invested
capital reduced from the original investment by the amount of the
operating deficit of its predecessor which is not fair and creates great
discrimination between two enterprises which have exactly the same
investment but one of which happens to have a change in the place of
incorporation or other reorganization.

Now, there is a good deal of difference between a situation such as I
have indicated, where the reorganization really becomes a continuance
of the same business without substantial change, and the case where
one corporation, for example acquires by the issue of its stock, only
part of the property of another corporation. In that case, it is per-
fectly fair that the corporation which acquires the property should
include in its invested capital only the value of that property at the
time it receives it, or the basis of the corporation which tralisferred it,
which transferred the property because the corporation which trans-
ferred it, having other property, presumably conthinues in business.
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So the corporation which acquires the property is not a true suc-
cessor to the selling, transferring corporation.

Of course, also in the case of a recapitalization which, under the
statute, means simply a change in the corporate structure, in the corpo-
rate capital, without reincorporation in that case a deficit corpo-
ration's invested capital is not impaired by the amount of its operating
deficit, and it seems utterly unfair and illogical to penalize a corpo-
ration which has merely reincorporated, for example, in another State
or gone through another reorganization which effects no change in the
enterprise, other than having a new corporation possibly in a different
State.

So I think, in a case like that, whatever the proposed bill means, there
certainly should be a clear provision in the bill to the effect that a true
successor corporation-that is the corporation which, by any form of
reorganization, stands in the shoes of its predecessor which had gone
out of existence-the successor should be entitled to the same invested
capital as the predecessor.

Let me give you one more illustration of the unfairness under the
statute as it stands. Under the statute as it stands, a corporation suc-
ceeding to another by reorganization takes the assets of the other at
their basis to the prior corporation and, of course, if there is an
operating deficit in the prior corporation, the assets, at their basis to
that corporation, add lip to less than the original paid-in capital of
that corporation.

However, those assets may, in fact, at the time the successor corpo-
ration takes them, be worth considerably more th'n their basis to the
prior corporation, which is likely to be cost to the prior corporation n.

Using the illustration I made of the corporation with the paid-in
capital of $1,000,000, with an operating deficit of $200,000, if that corpo-
ratiol transfers to a new corporation, which becomes truly its suc-
cessor, the basis to the new corporation and the invested capital is
$800,C00.

It makes no difference that those assets may be worth $1,500,000, so
long as the basis to the old corporation is only $800,000.

So that the result is that tlie corporation is hornswoggled both
ways. The new corporation is not entitled to the investedcapital of
its predecessor, and it is not even entitled to take the assets at their
fair value at the time it receives them. But it seems to me clearly that
where a reorganization results simply in a change of form without
substantial change in the enterprise itself, that tle new corporation
should be entitled to the same invested capital as its predecessor
corporation.

Senator DANAiErn. Mr. Satterlee, may I interrupt you, please?
Mr. SATFWaLEE. Surely.
Senator DANAIEn. Do you have a copy of the bill at hand, sir?
If not, here is one.
Mr. SATWEIRLEE. I have a copy right over here.
Senator DANAHEn. Directing your attention, please, to page 243,

beginning in line 3 and running (lown through the end of that sen-
tence, does not that take into account, or is not it contemplated to take
into account, the situation you are describing?
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Mr. SATEIRUE. It is. As I say, in certain situations at least I think
it means that, although I am not clear but what the situations are
limited. This is section 761?

Senator DANAHER. Yes, sir.
Mr. SAVITIILEE. You see it defines, at the beginning of section 761 on

page 241, the term "liquidating transaction" as-
the complete liquidation of another corporation under section 112 (b) (6) or the
corresponding provision of a prior revenue law, or

The liquidation of another corporation, or a transaction having the effect of
liquidating in whole or in part, some or ill of the stock of another corporation.

Then having defined a liquidating corporation, it goes on, on page
242, and at the beginning of the subdivision to which you call my
attention, subdivision (2) at the bottom of page 242-well, it refers,
of course, to a liquidating transaction, and the liquidating transaction
under (1) refers to receiving property on the liquidation of another
corporation.

That, if apparently your view and mine are right, takes care of the
situation where the receipt of the property is by liquidation of the
other corporation, but in the instance which I cited, for example, it
does not get the property strictly by liquidation.

Let me put to you two different situations. If corporation A
acquires all the stock of corporation B by the issue of A stock to the
stockholders of corl)oration B, then having acquired B stock it liqui-
dates B, under this provision by liquidation it gets the assets of B,
and my belief is that this was intended to give whatever invested
capital it got through getting the property of B, it got the same
invested capital as B had.

But, instead of going through that procedure A issues its stock
to B for the properties of B, and then B, having received for its
properties the stock of A, distributes such stock of A to its stock-
holders.

Although the result is the same in the two different transactions,
simply the order of events is different, and the result in both cases
is that the new corporation has the same stockholders and the same
assets as the old.

Nevertheless, in fact A has not received the assets of B by liquida-
tion but has received the assets of B by the issue of its stock to B
and that is particularly the kind of situation which, it seems to me,
should be remedied, because there is no difference, in substance; the
ony difference is in the form of the reorganization.

enator TAIP. Is not this language pretty broad, "the liquidation
of another corporation, or a transaction having the effect of liquidat-
ing in whole or in part, some or all of the stock of another corpora-
tion" in the event property is received by the taxpayer? It does not
say "purchased." It says "received" in a liquidating transaction.

I should think either of the things you stated would be liquidating
transactions. The language is broad enough.

Mr. SAntERLEE. If you go along to page 244, in the middle of the
page, you will see-

In determining the aniount of the adjustments under subsections (a) and
(b), if a corporation owned stock in another corporation, and such corporations
are merged or consolidated in a statutory merger or consolidation, or such cor-

7093-42-vol. 1-26
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poratlons are parties to a liquidating transaction which results in the liquida-
tion of such stock in a manner similar to that resulting from a statutory merger
or consolidation-

then the same result follows.
But it starts out with the condition that the corporation must own

the stock in the other corporation.
Senator TAFT. Is this a new provision?
Mr. SATrElLEE. This is entirely new, yes; and, as a matter of fact,

one member of the Treasury Department that I spoke to about it
said that certainly in the case that I cited the new corporation would
not have the benefit of the invested capital of the old, and he doubted
if this provision, even in the cases strictly within it, was intended to
have that effect.

That is why, it seems to me, in any event, there should be a clarifica-
tion of these provisions, which nobody seems to have a perfectly clear
idea about.

The second feature that I have in mind, the second principal fea-
ture, is in connection with section 734, which has been mentioned to
you before, and which is still a groat source of confusion and dissatis-
faction. It cannot be said vet that it has had any serious effects, except
as a threat, because it was only enacted about a little over a year ago,
and the result of it could only become apparent after the excess-
profits-tax returns had been reviewed and additional assessments
made in connection with them.

But section 734, to refresh your recollection of it, in effect provides
that if, in determining invested capital or net income for excess-profits-
tax purposes, a position is taken which, although in conformity with
the law as it is now held to be, is inconsistent with the position that was
taken in some year back as far as 1913, because in some earlier year the
construction of the law by both the taxpayer, the Treasury Department
and even by the courts, lower courts, may have been different from what
it is now, in that event, if the taxpayer complies with the law as it
stands today, but takes that inconsistent position, the Treasury De-
partment may recompute his taxes for any earlier year, and assess an
additional income tax which, if less than the excess-profits tax under
the present law, will be credited against that tax, and if greater than
the excess-profits tax, the Treasury may collect it with interest.

Senator TAr. That has not been changed in this law.
Mr. SATrErL. Nothing was done about it in the Ways and Means

Committee. The first result of that statute is, of course, that so far
as excess-profits taxes are concerned, it opens wide the whole period
of limitation back to 1913 and just takes away the statute of limita-
tions entirely, which we think is a bad enough result and an unneces-
sary result, and for that reason alone, the statute should be repealed
in its entiretv.

Of course, the statute of limitations is designed as a statute of repose.
Sometimes it works in favor of the Government and sometimes in
favor of the taxpayer, but it has always been regarded as beneficial
to both in that old matters, once decided,'should not be entitled to being
reopened indefinitely for all years to come.

So that, it seems any advantages of the statute, if there are any, are
more than offset by this fundamental defect, and as a result of'that,
the statute has th6 effect of penalizing a correct computation of the
excise tax.
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In other words, if a corporation computes its excess-profits tax in
strict conformity with the law as it is held to be today, but that con-
struction is different in respect to some item from the way the item
was treated for income-tax purposes in an earlier year, why, its correct
computation is at the price of having to pay an additional income tax
for some earlier year.

The alternative is to make a false excess-profits tax return for the
current year, which certainly does not seem to be desirable as a
matter of policy.

I notice that Mr. Blodgett, of Boston, who appeared before you last
August on this same point and who has studied the matter probably
in greater detail than I, is on your list this morning and will un-
doubtedly present the matter fully to you.

But there is one particular situation with respect to it that I
should like to go into, and that is the reference in the statute to the
predecessor.

If, to paraphrase the statute, some item has been treated in the
past incorrectly for income-tax purposes, either by the taxpayer or
by a predecessor, why then the taxpayer is charged, not only with its
own income taxes, but also with the taxes of its predecessor, and a
"predecessor" is not defined in the statute, and so far as I know, it
is the first use of the term "predecessor" as a word of art in any in-
come or excess-profits tax statute.

Originally the Treasury Department promulgated in its regulations
a definition of "predecessor" which was wid6 opbn and created so
much stir that bv an amendment it limited the definition to some
extent, but in a definition which still is difficult to understand and
which is capable of various interpretations. It seems to me that
there is some justification for including a predecessor corpo-
ration, as well as the taxpayer, if the statute is to stand at all,
with certain drastic modifications, provided the predecessor is a true
predecessor corporation in the sense that the tftxpayer, as I indicated
previously in connection with the discussion of the other point, is a
true successor.

But, as the definition of "predecessor" stands in the Treasury regu-
lations now, that is not so.

In other words, to take the example given in the regulations, if
corporation A transferred some depreciable property to corporation
B back, w will say, in 1024 at a time when corporation A was consid-
ered to be free from tax on that transaction, and corporation B under
the same mistaken view of the law depreciated that property, not at the
then value, which was greater than its base to corporation A, so that
it took less depreciation than it was really entitled to, as it has since
been held, if corporation B now, for excess-profits tax purposes, in-
cludes property in its invested capital at its actual value instead of
its basis to A, under the regulations of the Treasury Department, it
will be charged with the tax which A should hive paid on the transfer
back in 1924, although A may be still and probably is still in exist-
ence, and the only reason it is not charged with the tax is that the
statute of limitations had run against it.

In that kind of situation, which is given as an illustration in the
regulations of the way section 734 would apply, the successor cor-
poration never benefited in the slightest degree in respect of the posi-
tion taken by this so-called predecessor corporation.
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As a matter of fact, iii this very illustration, the fact that both B
and its predecessor were mistaken in the view of the law back in 1924
has resulted in the successor or the transieree corporation-it is not
a true successor-having received the benefit of less depreciation de-
duetions than it was really entitled to, and yet now, if it takes a
correct position for excess-proflts tax purposes, it is to be charged
with the tax which should have been paid by a seller corporation, a
transferor corporation back in 1924.

Now that situation, as I say, certainly should be cured, whatever
is done with the statute. On the other hand, it seems to me that
there might be justification for taking the position that where the
transferee corporation was a true successor to the transferor, as in
the case of these organizations I was speaking of a few minutes
ago, where the successor succeeded to all the property of the former
corporation and had the same stockholders, there is some warrant
for going back to the predecessor, because to tile extent that the
assets ofthe predecessor were not diminished by the tax which
should have been paid, on the present understanding of the law,
at the time of the reorganization the successor corporation was bene-
fited because, by hypothesis it took all the properties of the prede-
cessor and not simply part oi tile assets.

In other words, both in the case of deficit corporations, of which
I spoke somewhat, and in the case of section 734, if it is not to be
repealed altogether, it seems to me that the line of demarcation
should be whether, in connection with the reorganization the new
corporation stands truly in the shoes of the old corporation, or
whether it is simply, in effect, a purchaser of part of the assets of
the old corporation.

But, I sincerely believe that both these features of the excess
profits tax law will have to be and should be thoroughly reviewed and
corrected, if there is not to be tremendous discrenination between
different business enterprises with truly the same invested capital
and the only difference being that soie of them may have gone
thro,.-zh, for one business reason or another, a form of reorganization.

I thank you, gentlemen.
The CHAIRMAN. Thank you, Mr. Satterlee.
(Mr. Satterlee presented the following supplemental statement:)

SUPPMEMENTAL ST.\TEMENT Suirvwn BY lUlon SATMnrTnr, CnAMMAN, COMMITrE
ON TAXATION, NEW YORK COUNTY LAWYnSN' ASSOCIATION

AucusT 5, 1042.
Hon. WALTER F, OEORE,5

Chairman, Committee on Pinance,
The Senate, Washington, D. 0.

D',:Ast SIR: The committee on taxation of the New York County Lawyers' Asso-
ciation, pursuant to authority granted by the Board of Directors, respectfully
submits the following recommendations regarding the revenue bill of 1942:

I. INVESTED CAPITAL OF SUCCESSOt TO DEFICIT CORPORATION

In general the equity Invested capital of a corporation Includes money and
property paid in, plus accumulated earnings and profits, If any, loss distributions
to stockholders which were not out of earnings and profits OInternal Revenue
Code, sec. 718). If a corporation has 1)o earnings and profits, but a deficit, it is
neve"'heless entitled to an invested capital equal to the money and property paid
in, the actual investment, provided the deficit Is occasioned by operating losses
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and not by distributions to stockhohlers, (If coLrse, any subsequent earnings
and proflis tiust first lie applied iii redu tit 11 of ile deillit to the amionit thereof
before they are effective to Increase tii ill\estd ,apital over tile amount of the
cash 1id property paid in.

InI tile existllg statute the situation of a success corporailion to a corpora-
tionl with ln olperaling dfilclt is unfurtlijuate. Even Ithiough It siLaVIls in the shoes
of its predecessor corporation, its invested capital is reduced by the atnouit of
the operating deficit of its predecessor. If the )redecess'r haid a plid-in calil
of $1,000,000 anld an operating dit ficit of $250,00), its Invested ciipiial was $1,000,-
000, but If for tosiness reasoai the predecessor was reorganized into a corpoora-
tion of' 4titlier State with preclsely tile s1ine a ses illl sharohilders, without
illterruitioll of ithe enterprise a1s a going concelrll, tile snicessotr corl-kpl[ oll would
be entitled to an initial invested capital of only $750,I00(

Under the revenue bill of 1942 as passed by tie Ilouse this lack of logic and
equity may liwsstlty have been remcdiled to ii limited extent. Ii section 701,
proposed to be added by section 218 of the bill, if a corporation having aired
the( stock of ti eroth. corporation In a trailsaction ill which gain or loss was not
recognized liquidates such corporationn, or tile two corporattlons iiie merged or
('0oiiolidited i t a statutory merger or coiisolitdttion, then there Is inciieiv Ill the
equity Invested tapitlti of the corporation continuig after tile liquidation or
merger of- consolidation (of the other corporat inti, Ill lien of tihe amounts deter-
miid to be otherwise iicludible in the equity invested capital of suci c<orpora-
titn with respect to the other corporation, the ainonaut determined to tie necessary
to icloct tie equity Invested cil)itiil and the deIlcit In PIirliilgs i11di mIthIls, if any,
of tie transferor, Apparently, I lierefore, if a coporn illon succeeds io t e l sitness
amid assets of another corporation by first acquiring I(s stock iand then hlqudatnhg
it, or merging or consolidalng with it, tile lrede essor's invested capitiil i in-
cluded III tilt Invested ciil)]tal of the suct'essor Corpormi on, unless the reference to
any deficit ill earnings and profit means ntht the invested capital is to tie r-
duced thereby. Such Incluston is logical and proper bienuse Ilit original Invest-
Inlent is conillted ill tie successor corporaion except for a change in form not
recognized for Income-tax purposes.

llowt'ver, so fills ia ly ie Inferred from tile complex excess-profits-i ix iro-
visons of the code and of the revenue bill, If a corporation succeeds itolher
corporatton Just as cffecively and completely as by life metlods above specltb'd,
bat In a slightly different miner, It will not be entitled to tile lnvestitd capitill
of Its predecessor. If a corliratlon of Delaware, fur example, by tit' Issue of
fill of its stock acquires fill of tile assets of a corloraltlon of Marylaind which
thien distributes InI lhqltdatlon to Its shareholders the stock of the Delaware cor-
jioration In exchange for their old stock, tie Dtlavare vortorntlot becomes the
successor to the Maryhamid corporatlon Just as truly as tholigh, reversing lhe
order of events, the Deltware corporation liid first Issied Its stock to the share-
holders of tMe Mit yland corporation a fud then uiqtred the Iropethns of the
MUtrylid corporation by lilquidatig It. (Cf. cloise (C) of seelton 112 (ix) (1)
of Internal Revenue Code with clnses (A) and (B)). Nevertheless, in the case
of the lctmlkvlthon of the properties fli-st, is distmligitlslwd fromn the elsti of I le
acquisition of tie stock first, the result being Ideitical, tin successor corporation
mlght have less Invested cattal Mian tie corporation which sm-ceeded another
cornoraton Iv a slightly dffereLt nieuthod.

The acqutsltloi by one corporation III excltinge for itq stolc of only part of
the assets of anotlier corporation presents fil entIrely Wl'ffYreiit sititlon. There
tile traisferee corporation Is not the successor to the business and protiertles of
the transferor corporatio, but Is ouly the purchaser of speclfld assets. which
proveriy should be Ihlluided In the litmested clipitil of tie icqui ring corporatilon
at their cost to It or it their baosts to the triansferor corporitlon dotenilen t U11o10
whether or not gain or loss wa reognlzed Iii tile trausactlon. (Cf. sec. 112 (g)
(1) (D) of Internal Revenue Code.) It Is otly where the contatilig cortiora-
tlo Is oi trie successor to the predevessor corloratlu, withl sibstatittlv aill tie
iu'oortles of the predecessor continuing In tile ownership of the successor and
till the sull'hollderq of (lie predecessor contlnuin as shareholders of the stlcet's-
sor, however. the reorgitntzitton lie cfeeted, thlu t (1(o Siiel'sor sho tl( i aiecord-
illc with tle fiitlamentiil principtles of Ite uxcess irefd's titx ithide III its
Invested unpitol the inves ted capital of its predecessor. (Cf. sec. 112 (g) (11
(Mt of Internal Revenne Code.)

Of course, a tire reeapltaii-aation of a cornoratlon wIthont rehlicpoi)Otatlon
and withoiit the paytiieiit In for stock of aditltofal cnpttul or the distrlhiutlon



396 REVENUE ACT OF 1942

of existing capital to shareholders does not change its invested capital. (Cf.
see. 112 (g) (1) (E) of Internal Revenue Code.) Equally no change in the
investment occurs when a new corporation succeeds the old by a reorganiza-
tion resulting in the continuance of the same business and assets and the same
shareholders. The difference in the form of the reorganization does not warrant
radical differences In the treatment for excess profits tax purposes of the two
enterprises.

If section 761 (b) (1) means that, if one corporation which has acquired all
the stock of another corporation In a transaction in which gain or loss was not
recognized liquidates the other corporation, the transferee corporation shall
include in its Invested capital the invested capital of the transferor corpora.
tion, then the discrimination pointed out above between reorganizations accom-
plishing the sam4 result may be remedied by inserting a provision extending its
benefits to a reorganization effected by the acquisition by one corporation in
exchange for Its stock of substantially all the properties of another corporation,
followed by the distribution in liquidation by the transferor corporation to Its
shareholders of the stock of the transferee corporation.

On the other hand, if the section is Intended to have a meaning different from
that above ascribed to it, then the bill should be amended to provide that a
true successor corporation shall be entitled to the invested capital of its prede-
cessor corporation, with a definition of predecessor that shall restrict the term
to a corporation which shall have been succeeded, however, the reorganization
was effected, by another corporation continuing the same assets and the same
shareholders. One method of accomplishing the desired result would be by
providing that a taxpayer which is an "acquiring corporation" as defined in
subdivision (a) of section 740, as amended by section 216 of the bill, shall In-
clude in its Invested capital the invested capital of a "component corporation"
as defined In subdivision (b) (1), (2), (3), and (4) of section 740 as amended.
Another method would be to provide that a taxpayer shall be entitled to include
In its invested capital the Invested capital of a predecessor corporation, "prede-
cessor" being defined substantially as follows:

"A predecessor means a corporation which was merged Into the taxpayer, or
a corporation which was consolidated with another corporation or other corpo-
rations to form the taxpayer, or a corporation which the taxpayer liquidated
after acquiring substantially all of its stock, or a corporation which was liqui-
dated in favor of its shareholders after transferring substantially all of its
properties to the taxpayer, provided in each case no gain or loss was recognized
In the transaction and the taxpayer gave no consideration other than Its own
stock, except that the assumption by the taxpayer of a liability of the other
corporation, or by the fact that property acquired was subject to a liability, shall
be disregarded."

(See discussion of predecessor " under recommendation II relating to see.
784.)

The need for a revision Is emphasized by the present discrimination in favor
of a successor to a corporation with accumulated earnings. By way of com-
parison, assume that corporation A with paid-in capital of $1,000,000 and etarn-"
ings of $250,000 is reorganized into X, and that corporation B with paid-in
capital of $1,000,000 and an operating deficit of $250,000 is reorganized into Y.
Under existing law X would have an invested capital of $1,250,000, and4 even
though it should suffer an operating loss of $250,000 in the first year after re-
organization, it would still retain an invested capital of $1,250,000. If the
reorganization had not taken place and the same operating loss had occurred,
A's invested capital would have been reduced to $1,000,000. On the other hand,
on the above hypothesis Y would have an invested capital of only $750,000. In
short, under the present law it is more advantageous than not for a corpora-
tion with accumulated earnings to reorganize, because its earnings become
frozen as paid-in captial, while it is disadvantageous for a corporation with an
operating deficit to reorganize, because Its pald-in capital is reduced by the
amount of the deficit. In the case of corporations which several years ago for
business reasons reorganized without thought of excess profits taxes, the result
Is unfair and discriminatory.

The foregoing inequity results from failing to give full effect for excess-profits
tax purposes to the principles enunciated in the Sansdme case (60 Fed. (2d)
031 (C. C. A., 2d Circuit), certiorary denied 287 U. S. 607) and fully accepted for
income-tax purposes. There, where a new corporation by the issue of its stock
acquired the assets of an old corporation, whose stockholders received the stock
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of the new corporation, the court stated (Pith reference to the reorganization pro-
visions that it appeared extremely unlikely that what was not "recognized" as
a sale for the purpose of fixing gain or loss should be "recognized" as changing
accumulated profits into capital, and held tliat a corporate reorganization resulting
in no gain or loss did not toll the company's life as a continued venture and that
what were earnings of the original company remained earnings of the successor.
As we have seen, Uy providing that a transferee has an Invested capital equal
to the income-tax basis of its predecessor, but without allocating such basis to
capital and earnings as required by the Sansome decision, the paid-in invested
capital of a successor to a transferor with accumulated earnings is unfairly
increased to the detriment of a successor to a transferor with an operating deficit,
the basis of whose assets is treated as the invested capital of the successor with-
out allocating it between paid-in capital and operating deficit. If the income-
tax rule Is to be followed to the extent of limiting a transferee to the basis of its
predecessor, even though the value of the assets may be much greater, surely
it should be applied to the extent of putting the successor in the same position
as its transferor as regards accumulated earnings or operating deficit.

II,. REPrAL OR LIMITATION OF SECTION 734 OP INTERNAL REVENUE CODE

Section 734 of the Internal Revenue Code, headed "Adjustment in case of
position inconsistent with prior Income-tax liability," was added by section 11
of the excess-profits-tax amendments of 1941, approved, March 7, 1941, without
any opportunity for a hearing on the desirability of its enactment,

In effect the section reopens the period of limitation on assessments and collec-
tions of income taxes as far back as the Revenue Act of 1913, not only in the
case of the taxpayer, but also of its predecessors in title, by providing that where
an item is treated for excess-profits-tax purposes inconsistently with the treat-
ment of such item in the determination of the income-tax liability of the tax-
payer, or a predecessor, for a prior year, then the tax liability of the taxpayer
for the current year is to be Increased by the amount of income tax due for the
prior year on the basis of treating the item in the prior year in the same manner
as for the current year. In other words, as the price of correctly stating its
excess-profits-tax liability for the current year, the taxpayer is required to pay
additional taxes for prior years barred by the statute of limitations, even though
the difference of treatment in the prior year was in conformity with the law as
then construed by the Treasury Department, as well as by the taxpayer, or by
decisions of the Board of Tax Appeals and the courts. The purpose of statutes
of limitation Is defeated.

The section requires a taxpayer to review ancient history to ascertain at its
peril whether or not in a previous year an item entering into its accumulated
surplus account, for example, has been treated inconsistently, and it permits
the Treasury Department to co;apel the taxpayer either to accept its views in
the determination of excess-profits tax or to suffer redetermination of taxes for
nearly 30 past years. Because of varying interpretations of the proper treatment
of similar items over a long period, it is likely that any treatment of certain items
for excess-profits-tax purposes may be inconsistent with the manner in which
such items were regarded In some earlier year, The section invites a fishing
expedition In waters long since supposed to have been fished out, as a result of
which complicated calculations are necessitated, penalizing the taxpayer for past
mistakes shared in by the Treasury Department,

The language of the section is intricate and its meaning is incapable of precise
delimitation. Perhaps the most patent uncertainty is in the use of the term
"predecessor," which is nowhere defined In the revenue acts, The confusion in the
statute is reflected In the regulations attempting to apply the section, By Treas-
ury Derision 6045, promulgated May 3, 1941, sections 30.784-1, 30.734-2, 30.734-3,
and 30.734-4 assumed to interpret the meaning of the statutory language, includ-
Ing a definition of "predecessor." In consequence of the resulting doubt and dis-
satisfaction, however, by Treasury Decision 5112, promulgated January 26
1942, the regulations were amended to formulate an entirely new definition of
"predecessor" and to assure taxpayers that a taxpayer was not required to adopt
a position inconsistent with the previous Incorrect treatment of an Item, but
might continue the incorrect treatment for excess-profits tax purposes, if the
Commissioner did not object, and that a taxpayer Who had taken an Inconuist-
ent position might, upon notice to the Commissioner in writing, withdraw from
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such position. Ii short, the taxpayer is faced with tile alternative of perpetua-
tion of error or penalty for ancient mistakes,

Section 734 is inconsistent with tie policy which has existed for so many years
of fixing a reasonable period of limitation for the assessment and collection of
taxes, and it should be repealed ili its entirety. If not repealed, the actionn should
be radically revised and rewritten to limit its application to tile accomplishment
of such proper purpose, paramount to the established principle of repose, as may
be determined to be vital.

Perhaps tire most crying need of amendment Is for the elimination of any ref-
erence to a "predecessor" or for a restricted statutory definition of such term. No
one knows what that term was intended to mean, the Treasury Department hav-
lig tiled its )land at two different definitions, Certainly if a predecessor's treat-
ment of tn Item is to be taken into account, a predecessor for the purpose of tire
section should be limited to a corporation to whose buiirness and properties the
taxpayer succeeded and whose liabilities it assunied. If corporation A reorgan-
ized In brother State, for example, into corporation B, so that the business of
corporation A was continued by corporation B except for it mere change in form,
there maiy riot be complaint if B is treated as standing Ii the slices of A. But if
corporation A merely transfers some of its assets to corporatioii B, air existing
corporation, and both A and B continue in business, It is unfair aid illogical to
penalize B for a mistake of A and to collect from B a tax which A should have
paid and which could still be enforced against it except for the possible expira-
tion of the period of limitation.

Suppose corporation B ill exchange for' its stock acquires all the stock or all the
assets of corporation A, which is thereupon liquidated, so that In either event
corporation B continues with the assets and the shareholders of corporation A.
Assuming no recognition of gain or loss in the transactions, A is a true predecessor
to B, its successor. On the other ianid, If' corporation B by tire issue of its stock
acquires sonic of tire assets of corporation A, which continues in business with
its other assets, then by hypothesis B is riot a true successor to A and A is not
its predecessor. If A were so regarded, arid A incorrectly treated an item of in-
come. then under section 734 the treatment of such item correctly for excess-
profits tax purposes by both A and B would result In charging the additionil-tax
due to tie correction against both A and B.

Tire test should be whether or riot the treatment of the item by the transferor
corporitioi benefited the taxpayer. If the taxpayer was i true successor, then
any reduction in the tax liability of Its transferor would redound to Its bere.
fit, ut if it merely acquired part of tle propertyN of another corporation, any
tix saving by its transferor would be ia matter of indifference to it, Another
criterion Is whether or riot the transferee has ia liability t law or in equity for
unpaid taxes or other debts of the transferor, as It would if It received all the
assets of tire transferor in exchange for the Issue of stock or in liquidation, and
as it would not If it merely acquired part of the assets of the transferor, whose
remaining assets were sufficient to satisfy till its labilities, Control of the
transferee by tire transferor, which would often exist where the transfer was
only partial, is not significant,

There is already in the statute a definition which broadly describes a prede-
cessor for any reasonable purpose intended. It Is suggested, therefore, that at
the very least section 734 be amended as of the date of enactment of the Excess
Profits Tax Act of 1940 (the date as of which see. 734 took effect) by adding a new
paragraph to subdivision (a) thereof reading as follows:

"(4) 'Time term 'predecessor' ireans a component corporation as defined In
section 740 (b) (1), (2), (8), and (4)."

Another fair, but comprehensive, definition would be as follows:
"(4) The term 'predecessor' nieans a corporation which was merged into

the taxpayer, or a corporation which was consolidated with another corporation
or other corporations to form tire taxpaiyer, or a corporation which the taxpayer
liquidated after acquiring substantially all of Its stock, or a corporation which
was llinuinated in favor of its shareholdlers after transferring substantially all
of its properties to the taxpayer, provided in each ease no gain or loss was
recoginIz'd in the tririsnetlon and the taxpayer gave no corslderation other
than its own stock, except that the assumption by the taxpayer of ii liability of
tire other corroraton, or the fact that property acquired Is subject to a liability,

shall be disregarded,"
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These definitions are similar to those proposed under recommendation I re-

lating to the invested capital of a successor to a deficit corporation. A successor
corporation which is entitled to the invested capital of a true predecessor corpo-
ration, as it should be, is scarcely in a position to protest If it Is identified
with its predecessor for purposes of the application of section 734, but It would
be badly treated If it were saddled with the sins of a transferor whose invested
capital was not regarded as continued In a successor corporation.

Oher amendments to section 734 which seem most needed are:
1. A provision expressly permitting t taxpayer at any period of a proceeding

to alter Its position with respect to any item if asserted to be Inconsistent with
the treatment of such item in a prior taxable year.

2. A provision imposing the burden of proof on the party asserting incon-'
sistency in any proceeding before the Board of Tax Appeals or In the courts.

3. A provision that ny adjustment for inconsistency shall not result In a tax
greater than if no inconsistent position had been maintained,
4, In any event, a provision for the payment without interest of any excess

tax due to an adjustment for inconsistency.
5. A limitation of adjustments for inconsistency to taxable years not earlier

than 1032.
111. IMPROVEMENTS TO REAL PROPERTY BY LESSEE

The House has adopted a provision in section 113 of the bill, excluding in-
provements by a lessee as Income to the lessor, to overcome the hardships result-
Ing from the United States Supreme Court decision In Helverisig v. Breasn (809
U. S. 401 (March 1940) ), wherein it was held that improvements made by a
lessee constituted Income to a lessor at the time the lease is forfeited or other-
wise terminated and the lessor secures control and possession of the property.
Apparently the section was not made retroactive, although this is not altogether
clear either from the bill or ihe Thouse committee report. A history of the situa-
tion certainly warrants making the section retroactive to and including the tax
year 11)37.

Prior to the decision in the Circuit Court of Appeals for the Second Circuit in
Hiewitt Realty (o. v. Coalmlssfoner, 76 Fed. (2d) 880 (1935), the Treasury De-
partnetit attempted to compel lessors to return as income the value of the
improvements erected by lessees, in accordance with tile then existing reguihtions
(art. 48. regulations 62, 05, mid 69). The cllemtvt case itldicated clearly that a
lessor received no taxable income, by reason of improvements made by the lessee,
prior to the sale of the property. This determination was followed generally by
the Board aind the courts. By and large, there were probably 11 returns of in-
conm under the old regulations made subsequent to the lleiitt case,

When the Bruun decision came down in March 1940 the Treasury Department
illtimediately pilcced ul) those cases which were not outlawed by the statute of
lihitatioins (viz: 1937 and subseotent years) dnd mn(e efforts to assess addi-
tionai taxes based oil Income allegedly received 'under the Bruun decision.
Probably many of the eases so Iivolved are still unsettled. The House bill and
committee report leave it rather vlgue is to what the situation Is to be with
respect to such cases, The committee report states that "if a lessor has paid In
prior years tax upon income * * * attributable to the value of improvements
made by the lessee, tie amount of such inconic will be added to tie basis of the
property lit order to provide a l5roper adjustment for the income so taxed." The
new section Itself, in subdivision (b) tlereof (anidnihing sec. 113 (if the code),
ioos not speak of payment of tax hazed oi such Ilticolnie, but provides for cost

basis adiustmont "if all amount representing any part of the vallne of real prop-
erty attributable to buildings erected * * * by a lessee il respect of such
prolierty was Included in gross income of the lessor * * *"

The bill does not state whether the incltsloni was by the taxpayer originally
or by tlie Department on an audit. In addition, it would lrnenr to be fair to
charge those cases which were picked tip by the Department following the Bruan
decision ald prior to tie taxable year beginning after Doecember 31, 1941, with
such income, while permitting others to follow along on the more equitable basis,
as proposed by the new section, It Is possilhe that what was intended in the
House bill was to leave under the basis proposed in subdivision (C) of section
113 of the code those cases In which payments had been made under the old
regulations and where claim for refind would now be barred by the statute of
limitations, so that they would at least get the benefit of an increased cost basis,
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which is fair enough. If that was the intention, we do not believe it is well indi-
cated in the bill and therefore suggest the addition of a sentence to the new
paragraph 10 (in sec. 22 (b)) reading as follows:

"The amendment made by this paragraph shall be applicable with respect to
taxable years beginning after December 81, 1936."

The proposed subdivision (b) which adds a new subsection (c) to section 113
of the code, would then remain as It is and apply to those cases where the tax-
payer included such income and paid a tax thereon and would now be barred
from claiming a refund, except that the date "January 1, 1942," would be changed
to January 1, 1937.

IV. LIQUIDATION OF HOLDING CORIORATION

Where a corporation has no assets except all or nearly all of the stock of
another corporation, public policy and business convenience favor action to elimi-
nate the holding corporation and vest the stock of the subsidiary corporation di-
rectly in the shareholders of the holding corporation. Since no change In the
ownership of the individual shareholders in the ultimate assets is affected by such
a transaction, except the change of an indirect into a more direct interest, there
is no more reason why gain or loss should be recognized than in the case of any
other corporate readjustment included within the scope of reorganizations speci-
fied in section 112 of the Internal Revenue Code. Where State corporation laws
permit, a union of the two corporations may be accomplished without recognition
of gain or loss by a statutory merger or consolidation, although the Treasury
Department questions such procedure and the decided cases are not altogether
satisfactory. (See Anna V. GImore v. CommlszIoner, 44 B. T. A. 881.)

It is suggested that the elimination of the holding corporation in such a situa-
tion should be made possible of accomplishment In the simplest possible manner,
namely, by dissolution and liquidation, without recognition of gain or loss for tax
purposes. An amendment to the Internal Revenue Code is accordingly proposed
to the following effect:

"Section 112 of the Internal Revenue Code is hereby amended by inserting in
subdivision (b) thereof a new paragraph (7) reading as foll ws :

"'(7) Property Received by Shareholders on Complete Liquidation of flq4ding
Corporation.-No gain or loss shall be recognized upon the receipt by the share-
holders of stock of a controlled corporation distributed in complete liquidation of
a holding corporation. For the purposes of this paragraph a holding corporation
shall be considered to be a corporation, substantially all the property of which
consists of stock in another corporation of which the holding corporation is in con-.
trol as defined in subdivision (h) of this section, and a distribution shall be con-
sidered to be in complete liquidation only if the distribution by the holding cor-
poration is in complete cancellation or redemption of all of its stock and the
transfer of all of its property occurs within its taxable year.'"

v. PowEsS OF APPOINTMENT

The Federal estate-tax law now taxes, and since 1018 has taxed property
passing under an exercised general power of appointment, that is, a power which
can be exercised In favor of the person possessing it or in favor of his creditors
or estate (Internal Revenue Code, see. 811 (f)). The law never has taxed prop-
erty subject to an unexerelsed general power, or property subject to an exercised
or unexercised limited power; that Is, one which cannot be exercised In favor of
the person possessing it or for his benefit.

The revenue bill, as passed by the House (see. 403), proposes to subject to
estate tax all powers, general or limited, exercised or unexereised, except certain
limited powers.

Section 408 (a) Includes in a decedent's estate any propery "with respect to
which the decedent has at the time of his death a power of appointment", which
is defined to mean any power except powers to appoint (a) to the decedent's
spouse, descendants of decedent or his spouse, spouses of descendants, and chari-
table donees, or (b) within a "restricted class" if decedent had or acquired no
beneficial interest in the property.

Section 403 (c) provides that the executor of a decedent may recover from
the person receiving the property by reason of the exercise or nonexercise of the
power such portion of the estate tax as the value of the property bears to the
net estate and the exemption.
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Section 403 (d) provides that the amendments shall not be applicable to (a)
limited powers released within 2 years after passage of the act; (b) limited
powers exercised before the enactment of the act; and (c) powers released
before the enactment of the act.

Section 452 subjects to gift tax the exercise or release of powers of the same
character taxed under section 403, and makes the amendment inapplicable to
the release or exercise of powers of the kinds and within the periods specified
in section 403 (M).

These provisions contain features which seem illogical and unfair, some of
which are discussed below.

1. The provisions of the bill apply retroactively to existing powers of appoint-
ment. If persons possessed of any such powers relinquish them in order to
avoid the estate tax, they may be subjected to gift tax. It is provided that if
a limited power is released within 2 years after enactment of the bill, such
release will not be subject to gift tax and the power so released will not be sub-
ject to estate tax, but similar relief is not extended to existing general powers,
An effort to avoid the retroactive operation of the new tax may be unavailing
because there is some dofibt, as to most of the existing powers which the bill
would now tax for the first time, whether they can be released or relinquished
under the laws of the various States under which such powers have been
created. In many cases powers are vested In infants, who would not be able
effectively to relinquish their power until they become of age, perhaps 15 or
20 years from now.

It would seem just that the bill should be modified so that it will not have
any retroactive effect but will apply only to powers of appoiRment created
after the enactment of the new law. At the very least the execution of an
instrument purporting to relinquish a power should be sufficient to comply with
the statute, irrespective of its effect under State law, and in the case of infants
they should be permitted a reasonable opportunity after attaining their majority
to execute a release, As regards the period within which release is permitted,
the holders of general powers should have the same privilege as the holders of
limited powers.

2. The distinction which the bill draws between taxable and nontaxable powers
seems unsound since taxability depends on the class of persons to whom the
property might be appointed, instead of the persons to whom It Is actually ap-
pointed or to whom it goes because of the nonexercise of the power. The bill
would impose the tax on the people who actually get the appointive property,
or exempt such persons from tax, depending upon the relationship to the de-
cedent of other persons who might have got it but did not get it. If a decedent
had the power under his father's will to appoint property, in which he had a
life estate, among his children, and in default of the exercise of the power the
property would go to his brother's children, the power would be exempted from
the new tax, irrespective of whether the decedent exercised the power and
appointed the property to his children or refrained from exercising it and let
the property go to his brother's children. However, if the decedent had had
the power to appoint the property among all the Issue of his father (including
his own children and his brother's children), within a provision that in case of
his failure to exercise the power the property would go to his own children, then
the bill would tax the power, even if the decedent failed to exercise it and let
the property go to his children, or even if he exercised it and appointed the
property either to his own children or to his brother's children, or partly to
both. In the case first put the decedent's nephews and nieces would be exempted
from the tax if they acquired the property, while in the second case the de-
cedent's children would be taxed if they acquired it. Yet, in both cases the
decedent would have had precisely the same control over the property, the same
choice between permitting the property to go to his own children or his brother's
children.

The bill provides that the estate tax on a power of appointment may be col-
lected out of the property subject to the power. Since, whenever a power is
taxed, the additional tax will be paid by the persons who actually get the prop-
erty, it would seem reasonable that the question of whether or not the power is to
be taxed should depend on whether or not those persons are entitled to exemption.
At least it is doubtful whether taxability of the power should be based on the
test as to whether or not other persons who might have received, but did not
receive, the property are entitled to exemption. If the provision be enacted, it
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would seem desirable that It be changed so as to provide that the taxability or
nontaxability of powers of appotintment shall depend on the identity of the per-
sons wrro actually get the property, whether by exercise of the power or Ia
default of the exercise of the power, rather than or the identity of the persons
to witot it mght have been, but was not, appointed. The bili recognizes that
spouses and descendants and educational, charitable, etc., institutions ought to be
exempt from the new tax, and consequently it ought to provide that property
subject to any power (except possibly a general power) which actually passes to
such benefle.aries shall be exempt.
3. As regards the classes of powers to appoint which are exempt from tax, it is

submitted that there should be included descendants of the donor of tile power,
Powers of appointment are commonly granted by parents or grandparents to a
child or grandchild with the appointment limited to tire descendants of the donor.
The natural purpose of the creation of such a power is to prevent the property
front being dissipated in the event that there should be no descendants of the
donee, but should be descendants of the donor. If the execution of the power
were limited to the descendants of the donee, the proper objective of the donor,
which was not to benefit the donee, but to keep the property in the ownership of
qualtled members ot the donor's family, might be defeated. If it testator gave a
power to his two children to be exercised jointly in favor of members of a class
comprising their descendants, it would appear tiat the power might be taxable
to both of tire donees.

Vi. T&%NS"ERS F0 PUBIC .IC, Ott.\tlI't.\tL.E, AND RMlIIOUS USES

The predecessor sections of tire internal revenue acts to subdivision (d) of
section 812 of tile Internal Revenue Code, dealing with the deduction of residuary
charitable beqtests in computing the net estate for estate-tax purposes, have
undergone several changes. The Bureau originally held that only tite amount
actually received by the exempt legatee was tire aniouit allowable as a deduction.
Titrs, if the residuary estate, after tire prrynent of all charges but before tire
payment of the Federal estate tax was ,$50,001), and the Federal estate tax was
$10,000, tie Burenu held that tie arnount dlhuctililt was the balrrce of $40,000.
l1h issue catte before the United Statevr Supreme Court in Idards v. Slocum
(264 U. S. it ), wh ci overruled tire Bureau's contention and held that the full
anmouit was deductible without any reduction on account of tire estate tax itself.
Tire particular objection urged try the Supreuie Court to the Bureau's tireory
was Hint it Involved two rrutually dependent indetermirates and thrt the solution
required the use of an rigebraic formula.

Thereupon the Bureau citused on amendment to the Revenue Act of 1924, which
provided that where any charitable bequest was subject to any estate tax or
Inheritance tax, the antount deductible or account of such bequest should be
tire amount of the beriuest reduced by tire amoun of the taxes. 'fihe amendment,
however, proved so burdensome antid tie deterihition of the tax rendered so
diflirult oi account of tire interriliation of State and Federal taxes, that when tire
Revenue Act' of 19201 was adopted a retroactive provisirr wis inserted striking
out the clause requiring tle deduction of taxes from such charitable bequests as
required by tile 1924 act. Tire 1932 act, however, again restored tile provisions
of the 1924 act requiring the deduction of taxes, and as it result the tax services
carry a six- or seven-lpltge formluiia is the oeithod of ihnly deterritning tire tax.

It is recomnmnded that the situation be remdiled by elirrlnrtlrrg tire 191:32
enrerdment, and It is thrrefore proposed that section 812 (d) (rf the Internal

Revenue Code be amended by eliminating the second sentrie reading as follows:
"If tire tax itposed by section 810, or any estate, succession, legrny, or ihrl-

tanie taxes, are, either by the terms of tire will, ry the law of itho Jrlisrlletioi
under svirich the estate Is dininistered, or by tire haw of tir Juri ridiclrt tlnprrs-
tIg the particular tax, raynb'e in whole or in irrt out of the bequests, legacies,
or devises otlerwise deductible under 11irs prragriltr. nthern ire rirritnot r lirilible
under this paragraph slril be the arnount of such bequests, legieles, or devises
reduced by the amount of such taxes,"
Respectfully submitted.

('otMMTI.E OF TAXATION, Naw' YORK COUNTY LAWYgnis' AScI&'rioN.

By Hugh Satierlec, Cnirimint; Robert 0, Burko, Mary 11. Donlon,
Wilbur I-. Friedman, Jacob Mertens, 3r., Eugene L. Mullaney,
David Opponreim, Morton Pepper, Weston Vernon, Jr.

Senator VANDENBERG. Mr. Chairman, I presented two letters earlier
in the day.
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The CHAIRMAN. I wish the representatives of the Treasury would
note the suggestions made by Senator Vandenberg earlier, to which
he will call attention again.
. Senator VANDENIBEitO. Earlier in the day I presented two sugges-

tions which the Treasury will inquire into, and now hand them to you.
(The letters referred' to by Senator Vandenberg are as follows:)

LAWIENCE SOUDDFR & CO.,
Grand Rapids, Aich., July 28, 1942.

Senator ARTNTR H, VANDENBER;O.
Senate Finance Committee, Washington, D. C,

Sin: The United States Board of Tax Appeals handed down a decision on
June 23, 1942, in the case of H1. N. flenry v, Commissioner of Internal Revenue
(Docket No. 108258, 47 B. T. A. No. 24).

This decision covered the taxability of pensions received from the Canndian
Government under its Pension Act as compensation for disability Incurred dur-
ing the last war by citizens or residents of the United States. The decision Is
as follows:

"Payments received in 1037 and 1939 by petitioner, a naturalized citizen and
resident of the United States, from the Canadian Government under its Pension
Act, as compensation for disabilities Incurred from Injuries received in 1918
while in active service as a member of Its armed forces, are taxable income to
petitioner In the respective years when received."

During the last World War, upward of 35.000 persons from the United States
Joined the Canadian Army before the United States entered that war. A nilm-
her of these individuals were killed In action or died of disease while so serving.
In fact, the Canadian Government, according to statistics, was paying pensions
to 1,321 dependents resident In the United States, of those who were either
killed in action or oltd of disease. Tile annual amount disbursed to those
denondents was $757,225.

The number of those who joined the Canadian Army from the United States
and sustained disabilities from wounds or disease, according to the 1936
statistics issued by the Canadian Government were 6,707 persons receiving dis.
ability pensions for a total amount of $2.235.574. The total disability and
dependent pensions represented 8.25 percent of the total war pensions paid by
the Canadian Government,

On account of the close proximity of the State of Michigan to the Dominion
of Carada, a large number of those receiving pensions from the Canadian
Government are resident of the State of Michigan. The pension received by
many Of these pensioners constitutes their entire means of support,

The amount of pension which they receive Is not very large and provides a
little more titan a bare existence. To have it reduced by the payment of Income
tax coupled with the current Increased cost of living, works a hardship on the
pensioners, end in some cases at least, may cause them to become partial public
charges which Is undesirable,

The decision while the Board arrived at is the only one it could arrive at
under the present income-tax law.

The acts rrovlding for pensions and similni allowances to the United States
veterans of the last war made sneclal provision that these pensions would not
be subject to income tax. accordingly, are not taxed. Tile award of ppnslons
made to Americans and the dependents of Americans who jolped the Canadian
Army was made for the same reasons as the award of pension. which was
made by the United States to Its veterans. Although these Canadian veterans
did not serve In the United States Army there Is sufficient similarity of service
to consider the poc sbility of exempting the pensions from taxation.

At the present time, section 22 (b) (5) excludes from gross Income, compensa-
tion from injuries or sickness. A war vetornn's pension can, In a measure, be
considered as compensation for injuries or sickness.

The man Is receiving a pension on nceount of a disability caused either through
injury or disease while serving in the Army. but of course, the amount ho receives
Is not from HnOatl Insurance or Workmen's Compensation Acts, and. the Board
was compelled to rule that it was not exempt under this section. It would appear
that a slight aimn"fleation of this section would be all that would be necessary
to cover the situation.
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I am bringing this matter to your attention in view of the fact that, at present,
the Senate is considering this year's income tax act and If you consider the
subject, favorable action could be taken at this session.

The same situation, of course, will arise out of the present war. It is a welt-
known fact that a large number of Americans have joined the Canadian Army.

I have the honor to remain,Yours truly, (Signed) DUNCAN RICE.

MICHIGAN MANUFACTURERS' ASSOCIATION,
Detroit, Mich., July 87, 194.

Hon. ARTnun H. VANDENBERG,
Senate Office Building, Washington, D. 0.

DEAR ARTHUR: Herewith Is a copy of a letter I have received from Mr. C. H.
Forrest, of the Falls Spring & Wire Co., Detroit, Mich., who raises some pertinent
questions. I am also enclosing a copy of a letter Congressman Roy 0. Woodutff
sent me from Randolph E. Paul, Assistant to the Secretary of tie Treasury Depart-
ment, Washington, about the renegotiated contracts situation.

I would feel a lot better If there were a provision in the revenue act authorizing
the Treasury Department and the Bureau of Internal Revenue to make such
reviews and refunds after a contract has been renegotiated.

In other words, an Industry has certain earnings on the face of its contract for
the year 1942. Sometime early in 1043 this contract has been renegotiated and the
company agrees to return to the Government a certain amount but it has already
paid income and excess-profits tax.

My thought is that there should be some way of recovery of such excess pay-
ments to the Treasury Dppartment because of refunds made on the contract to
the particular branch of the armed forces.

This does seem to be very vital and you will find there will be thousands of cases
where these returns will have to be kept open and adjustments made.

Mr. Paul Indicates that might be done by administrative ruling. I would feel
tlt there would be more protection if in the Revenue Act there was a clause
authorizing the Treasury Department, upon request of the taxpayer, to reopen
and review the return in the light of the effect the renegotiated contract would
have on it.

I feel that unless something of that general nature were placed In the
Revuue Act, that the Treasury might well take the position that Congress had
not authorized It to take these renegotiated contracts into consideration.

I bring this to your attention because with the bill before you in the Senate,
I think you could take care of this without much difficulty. Mr. Paul, I think,
understonds the problem, and I don't believe that he would have much objection.

Thanking you, I am
Sincerely yours,

(Signed) JOHN L. Lovm',
General Manager.

(The communications referred to in Mr. Lovett's letter are as
follows:)

FAL.s SPRING & WIRE Co.,
Detroit, Mieft,, July 23, 1042.

NATIONAL ASSOCIATION OF MANUFACTURERS,
Detroit, Mich.

GENTT,?EN: I attended the tax meeting yesterday at the Hotel Statler which
you held in conjunction with the Michigan Manufacturers' Association and wish1
to say that I enjoyed it very, very much.

However. it was unfortunate that Mr. Carlton did not happen to be looking
my way inasmuch as I had two questions pertinent to the issue to put before
the meeting and I would certainly like an expression from your Tax Committee
on them.

I left the meeting at approximately 3:15 or slightly before, having overstayed
my allotted time at that point. However, there were several digressions that
consumed considerable time, questions that did not pertain to the tax meeting
whatsoever. This is to be expected at a general meeting such as we had yes-
terday arid interesting as the questions might have been, their discussion denied
questions like my own from being answered.
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The first question I wanted to put before the meeting was this.
Just what is going to be the position taken by the Bureau of Internal Revenue

on depreciation of machinery and equipment used in your normal business but
not used in the discharge of your war contracts? Are they going to allow 100
percent of your normal depreciation or have they indicated that this allowance
will be reduced to say 50 percent or some other figure?

My second question is this and related to the first.
In renegotiating our contracts, will the Renegotiating Board auditing such

contracts eliminate from their costs depreciation on the machinery and equip.
ment used in our normal business but not used in discharge of our Government
contracts?

To carry this thought further, if a company Is occupying a leased building
and using only a portion of that building in the discharge of their Government
contracts, will that company be allowed to apply the cost of the entire building
to the cost of the contract?

These two questions seem to be uppermost In our minds at the present time
and if you have any solutions to these problems, we will appreciate It very
much if you will forward them to us.Very truly yours, FALLS SPRING & WIRE CO.

(Signed) C. H. FOeaEsT.

TREASURY DEPARTMENT,
Washington, D. C., Jsly 21, 194Z,

Hon. ROY 0. WoonauFr.
House of Representatives,

Washington, D. 0.
MY DEAR M. WooarrFr: Reference is made to the letter received by you from

John L. Lovett, Detit, Mich., dated July 6, 1942, which you handed to me.
Mr. Lovett Is interested in the problem of firms which have subcontracts

with firms holding contracts from the Government and which are obligated to
renegotiate such contracts if the prime contractor is required to renegotiate Its
contracts.

He suggests that some provision be made in pending legislation to allow such
companies to file amended returns and recover back amounts paid in excess of
the liability determined in the light of required adjustments.

The Bureau of Internal Revenue Is presently working with the War Depart-
mert on the tax problems arising out of the requirements for the renegotiation
of contracts. Although this study has not yet been completed, it seems likely
that the problem raised by Mr. Lovett can be handled administratively.

I would suggest that he advise the firm in which he is interested to submit
to the Bureau of Internal Revenue detailed facts concerning its situation, In
order to insure that the Bureau has that problem in mind in connection with
its general study.

I am returning herewith the letter from Mr. Lovett.Sincerely yours. (Signed) R,\NnoLPr E. PAUL,
Assistant to the Reoretary.

The CHAIrMAN. Mr. Priest.

STATEMENT OF BENJAMIN B. PRIEST, OF HALE, SANDERSON,
BYRNES & MORTON, BOSTON, MASS.

Mr. PRIEST. Mr. Chairman, and gentlemen of the committee, my
iiame is Benjamin B. Priest. I am an associate in the law firm of
Hale, Sanderson, Byrnes & Morton, in Boston.

I am submitting a written memorandum concerning some sugges-
tions that we have to make regarding the excess-profits tax. I would
be perfectly content to rest on this memorandum except for the fact
that, unfortunately, it was written and prepared before the act which
has been passed by the House was available to us.

Consequently, you will find that the mathematical examples con-
tained in the memorandum are now incorrect, and that the mechanical
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suggestion we have for the relief will probably be altered because of
the now method of imposing the income and excess-profits tax.

Our suggestion is limited to corporations in bankruptcy or that are
insolvent and in receivership, and is further limited to those corpora-
tions in that situation which the courtt feels have all opportunity of
working out of receivership or bankruptcy.

Our suggestion is based on two major premises: First of all, it is
for the benefit of the Nation and the public to maintain as many
corporations as possible in a going position, financial position, so that
they are operating as a going concern, without deterring the war ef-
fort or the public policy.

I think there are several reasons for this, First of all, so that goods
may be produced during the emergency and after the emergency as
thll r supply civilian needs, so that after the war emergency is over,

may be employment for men who are nov engaged in the war
service, and, not the least important, so we may have a source of rev-
enue, present and future.

Another reason is that with the excess-profits rate applied to the
income of the corporation in bankruptcy or receivership, it will, in
most instances, make it impossible for that corporation to continue
and work itself out of its unsound financial condition, and it may re-
sult in a condition where the courts will refuse to allow a corporation
to continue to do business in receivership because of the fact that they
will have the alternative of long years before they would be able to
pay off the claims of the creditors or, of liquidation, to protect the
creditors.

Now, our suggestion is, very briefly, this, that we exclude from thehigh rate of the excess-profits tax, but not from the rate of regular
income tax that amount which is used or irrevocably set aside to pay
the claims of creditors which, of course, were incurred before bank-
ruptcy or receivership.Now, this call be done very simply. We suggested a new provision to

be added to section 711 that this amount be treated as a deduction in
determining the excess-profits net income.

Senator TAr. Would not that make it rather desirable for a cor-
poration to go into receivership, if it is near the edge?

Mr. PRIEST. If it were too close to the edge, it might, Senator Taft,
but most corporations would prefer to keel) their credit and also avoid
the expense of receivership, which, in general instances, would be more
than if they were running as a going concern.

Senator TArT. If they could go into receivership and pay their debts
instead of staying in business and not paying their debts, would not
that be the case?

Mr. PRIEST. Our suggestion is limited for that very reason to cor-
porations which are insolvent and in receivership or in bankruptcy,
and as soon as they became solvent or relieved froim the control of the
court, then, at that point, of course, the exception would no longer
apply. We would try to meet the Senator's suggestion in that way.

Senator DANAHER. Would not the petitioning creditors put it in
receivership, whether the company liked it or not?

Mr. PRIEST. Yes; I think probably they would, Senator. Our sug-
gestion here would be if it was so hopelessly insolvent that the court
would declare it as insolvent, then it would have this relief only to the
point where it would become solvent and relieved from the control
of the court.

406



REVENUE ACT OF 1942 407

Now, the suggestion of deducting this amount in order to determine
your excess-prfits net income would not aPly e der t e present ree-
nue act, and, therefore, I suggest in older to nercomplirsh the sa e
result, if the committee wishes, this could be done, again in a very
simple, mechanical way, by merely allowing an addition to the credit,
to your excess-profits credit, of such amount as is used or irrevocably
set aside to pay the claims of the creditors so long as the corporation
remains insolvent and under the control of the court.

In making this exception to the application of the excess-profits
tax, we do not feel we are in any way circumventing the purport of
the act or decreasing the possibility of revenue. The purport of the
act is to prevent people, as I understand it, from becoming enriched
from profits resulting from the war emergency, and by exempting this
amount, it would in no way enrich the stockholders, because the
amount would go solely to creditors for value received and the stock-
holders would not receive any of the excess-profits over and above the
average profit which might be incurred because of the war emergency.

As a matter of fact, as long as the corporation remained in receiver-
ship or bankruptcy, the stockholders would receive nothing from the
income.

We tried to cover in detail in the brief, the argument with reference
to that, and that applies regardless of the change in the law.

Now, as far as revenue is concerned, it may be true we would lose a
small amount of present revenue. Comparatively, it would be an ex-
tremely small amount, but we feel it would benefit the country to per-
haps take this small present loss, in view of the fact that, as soon as
these corporations became solvent and came out of bankruptcy and
receivership there would be additional revenue, and not only would
they then become subject to the income tax and excess-profits tax with-
out exception, but they would also become subject to the capital-stock
tax, the declared-value excess-profits tax, and also, the unlawful with-
holding of a surplus from distribution for which a .corporation in re-
ceivership or bankruptcy is not responsible.

Now, also in the memorandum are cited examples whereby similar
relief has been given to the corporations in other taxes. I do not wish
to take the time of the committee with reference to that. I merely
wanted to point out the change that will have to be made with refer-
ence to our memorandum because of the new act which has been passed
by the House.

Thank you very much gentlemen, for your courtesy.
The CUAInMAN. Thank you, Mr. Priest, for appearing here.
(The memorandum submitted by Mr. Priest is as follows:)

SUGoEs',rn RELIEF FsoM EXCEss-PRoviT.s TAX TO CORPORATIONS IN BANxRUPTCY On
ROVIVEI5111'P, SUBMI'rID BY BENJAMIN It. PRIKSr, OF IIALE, SANDERSON, BYItNI.8

& MORTON, BOSTON, MASS.

PROPLEAC

$ome corporations are so holmlessly insolvent that they are placed In bank-
ruptcy or receivership for the sole purpose of liquidating the assets Immediately.
The excess-profits tax creates no great problem for these concerns, The businesses
are doomed,

On the other hand, many corporations although overwhelmed with debts tit the
present are In such financial condition when they enter bankruptcy or receivership
that the court may feel thit it Is Justified in ordering the continuation of the
businesses with the prospect that the creditors can be paid in full from the busi-

76093-42-vol, 1----27
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ness income, the businesses salvaged for the stockholders, and the public benefited
by having them continued In existence through future tax revenue, production of
materials, and employment of people. It is with reference to these corporations
that a real problem is created by the exceSs-profits tax.

A receiver or trustee in bankruptcy who is conducting a business with a view to
paying creditors and eventually returning a going concern to the stockholders has
first to pay the current expenses of running the business and then from the profits
pay off debts accrued in prior years of operatic in receivership or bankruptcy,
Improve and perhaps expand the business facilities to place the business in a con-
dition to compete with other businesses and thus insure some future Income and
then from the profits remaining, if any, retire Indebtednesses incurred prior to
bankruptcy or receivership. The primary purpose of his appointment was to pay
the claims of the creditors and yet if the business income is taxed to the vanishing
point he cannot do this and continue the business. The only alternative is to
dissolve and liquidate the business. When the need during the present war emer-
gency ifor materials and tax revenue and after the war not only for materials and
revenue but also for the employment of people released from the war effort is
considered, it is submitted that It Is to the interest of this Nation to save and
preserve all businesses that it can without deterring the war effort and weakening
public policy.

There are so many variables Involved in computing the excess.-profits tax that
It Is difficult to determine any example which might be labeled as an average
situation, Ignoring the possibility of a carry-over, if the excess-profits credit is
zero the amount of annual income left after paying an exces-profits tax of
94 percent and an income tax of 40 percent would reach a ininiiumm amount of
3.6 percent with which must be paid other taxes and the above mentioned debts
and capital investments, It Is obvious that as the amount of the excess-profits
credit approaches the amount of annual Income the amount of that tax approaches
zero and the regular Income tax approaches 40 percent of the income. The mnaxi-
mum amount which could be retained after paying these two taxes, again ignoring
loss carry-overs, would be 60 percent of the net Income.

The variables with which we are concerned are the amounts of the base period
average income or time equity invested capital and the amount of the creditors'
claims. Since the corporation is now In receivership It is fair to assume that-its
average net income during the base period from 1935 to 1940 would be compara-
tively small, Its excess-profits credit if computed on base-period income would,
consequently, be small, and time amount of income left after taxes would be rel-
atively close to the minimum of 3.6 percent of income, On this basis it would
be practically Impossible to work the corporation out of receivership.
The ratio which the amount of Invested capital bears to the amount of annual

Income will determine time percentage of net income exempted from the excess-
profits tax computed by the Invested capital method. If the invested capital Is
zero only the minimum amount of Income could be retained and as it approaches
the ratio to income.of 14 or 16 to 1 the amount of income which could be retained
approaches tile maximum. If invested capital and Income were equal there
would be remaining 7.15 percent of the Income. If it were 8 times as much as
tie Incomte tie amount remaining would be 15.0 percent of tile income. If it were
6 times as large, the percentage would be 27 percent of the income. If 10 times,
the percentage would be approximately 48 percent.

The length of time required for the business to become financially sound would
depend upon how long the good business cycle continued, how much would be
available to pay the creditors and how much their claims amounted to. It has
always been true that periods of depression alternate with periods of business
activity. A corporation in receivership cannot count on continuance of enough
income to liquidate past debts for more than a few years at a time, The amount
of claims which a receivership must pay is not measurable in general average
terms because of the vast difference In circumstances which lead to receivership.
It is, however, reasonable to suppose that any corporation, when it is forced into
receivership, has accumulated a very substantial amount of unpaid bills and has
exhausted or nearly exhausted its credit, It is likely that the amount of such
unpaid bills will amount to two or three times the average annual net income,
If it is assumed that claims to be paid equal twice the net income, the taxes under
the proposed program leave Income available to liquidate only 2 percent of such
claims per year at the worst and 20 percent per year at the best, Thus it
would take at least 5 years and more likely something apk'eaching 50 years to
dissolve a receivership, and at the same time avoid destructit n of plant capacity
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and organization and displacement of labor. The courts in general are not
patient with receiverships which continue year after year. Some Government
agencies have exerted their efforts to bring receiverships to a quick conclusion.
If the alternative to immediate sale and liquidation is a lolig span of years
In which debts are to be paid off at a small percent a year it is almost certain
that courts and receivers will find it necessary to abandon thoughts of saving the
organization and will be forced to sacrifice values and organization notwithstand-
ing tile loss to the public of a going, producing enterprise, the loss to labor of
employment and the loss to tie Government both in substantial bad debts charged
off and in the loss of a potential taxpayer.

SUGGESTION

Amend section 711, Internal Revenue Code, by adding at the end of subsections
(a) (1) and (a) (2) thereof a new paragraph containing the substance of the
following:

"There shall be deducted from the normal-tax net income of domestic cor-
porations which for any portion of the taxable year are In bankruptcy under the
laws of the United States, or are insolvent and in receivership In any court of
the United States or of any State, Territory, or ile District of Columbia tile
amounts used or irrevocably set aside during said year to pay duly approved
claims filed in bankruptcy or receivership and bona fide indebtednesses of said
corporations incurred prior to bankruptcy or receivership, or renewals thereof."

Under the provisions of this subsection if money were actually paid as a divi-
dend on the claims of the creditors durhig the year, or If the court approved a
partial dividend during the year and for the sake of convenience ordered the
money to be set aside and accumulated for payment In a subsequent year, the
amounts so paid or set aside would not be subject to the excess-profits tax,

ARGUMENT

When a corporate business is being conducted and carried on in receivership
or bankruptcy all control and management is ousted front the corporation and
its stockholders and is vested in the receiver (subject to court order) or the
trustee (United States v. Whf~ridpe, 231 U. S, 144, 58 L. Ed. 159).

The Income from the business passes Into the hands of the receiver or trustee
to be used, In brief, to pay the expenses of conducting the business and the court
proceedings, and to pity the claims of creditors which accrued prior to receiver-
ship or bankruptcy, and which have been made unenforceable directly against
the business assets by action of court and law.

All of this income Is at present subject not only to the normal and surtax
Income taxes but also to the excess-profits tax. Under the proposed amend.
merit 811 of the Income would remain sublet to the normal arid surtax income
taxes and all of the income except that used to pay the legal obligations of
the corporation incurred prior to receivership or bankruptcy would lie subject
to the excess-profits tax, When the receivership or bankruptcy proceedings
terminated, the exception would be no longer applicable.

The amendment is urged for the reason that the results accomplished thereby
would not nullify or circumvent the purposes and priciple of the excess-profits
tax, are just and equitable, and would be for the best Interests of the public
and Government. Moreover, time rdllef suggested is similar to that given under
olher taxes to corporAtions overburdened with debt.

I. The anteadncut would not nullify or ireeemvent the purposes arid prinelple
of the excess-profits ta

A, Purposes anmd principle of the excess-proflis ta,-One of the purposes of
the excess-profits tax was, of course, to raise revenue, but another purpose Just
as strong, if not stronger, was to regulate the amount of profit which might be
made in this period of war emergency so that it would not exceed the average
animal profit for a certain period prior to time emergency or, lit tire aiteratim-e,
a certain percentage of the capital invested in the corporation. Tihe underlyhig
principle of time tax is to prevent any nereon or persons from being enriched
front business profits which were made because of the chm-vmnmtance of war.
The House Ways amid Moans Committee It submitting the first Ite-enue Act of
1940 stated in explaining the excess-profits tax feature of the act:
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"It Is the desire of this committee, which is favorably reporting a bill which
will enable a larger proportion of our citizens to participate in the responsibility
of providing an adequate national defense than has ever been the case before,
that there shall not be an opportunity for the creation of new war millionaires
or the further substantial enrichment of already wealthy persons because of the
rearmament program" (1940-42 Uim. Bull., 068 (H. Rept. No. 2491, 76th Cong,,
3d session, June 10, 1940)).

The same committee Iii its report numbered 2895 and dated August 28, 1940,
which accompanied the second revenue bill of 1940, reaffirmed andapproved the
above statement of Its purpose. (See 1940-2 Cum. Bull., 496.)

B. The enreldment would not resist in tile unjust carichnient of any person
or pcrsqns.-The Income exempted from the excess-profits tax by tie amend-
iuent would go only to creditors of the corporation who are prohibited by force of
law from enforcing their claims against the corporation, They would not be
enriched for they furnished full value in the past for what they would receive.

The stockholders of the corporation could not receive any of this income and
if any of the other income was used by the receiver or trustee to improve or
expand the business for the creditors' present and the stockholders' ultimate
benefit, that income would have been subject to the excess-profits tax.

It may be argued froni an economic point of view that tile stockholders would
gain financially to some extent because if income used to pay creditors' claims
were exempted frmn the excess-profits tax, more money would be available to pay
creditors arid tie corporation would approach solvency at an accelerated rate.
As the time neared when the corporation could emerge from receivership or
bankruptcy the corporation's stock would near the point when it would again
have some pecuniary value. Thus It might be said that the amendnient would
serve to enrich the stockholders because It would hasten the time when the
stock regained some monetary value or would accelerate the rate of Increase
In the value of the stock. It is submitted that such an enrichment would be
extremely small, not within tire purport of the excess-profits tax, arid further-
more could be largely accounted for by the use of the income which was not
used to retire the claims of creditors arid on which the excess-prc fits tax was
paid. Any gain in the value of the stock would of course be taxable when the
stock was transferred.

C. The amendment would cause no loss of reveme to the Governmecnt.-Comn-
pared to the entire tax program, the amount of revenue which the Government
might lose by the amendment would be infinitesimal. 'Moreover, a substantial
part of the apparent revenue loss might be recouped inI other ways. It is entirely
probable that the creditors of the corporation In receivership or bankruptcy may
have written off part or all of their claims as bad debts and taken deductions
therefor in their tax returns. When the exempted Income is applied to the
payment of their claims, therefore, the creditors would be required to report it
as income and pay a tax thereon. These income-tax collections would in part,
and in some cases wholly, compensate for tile loss of the excess-profits tax oii the
business income so used. Also, present arid future creditors of corporations in
bankruptcy and insolvency would not be able to claim successfully that the corlio-
ration's debts could be written off as bad in view of the provisions of the proposed
amendment arid consequently their income taxes would be higher because their
deductions would be lessened. Even though there is some comparatively small
loss of present revenue it is submitted that it would be more than offset by
hastening the time when the Government would collect taxes from a going concern
which would be in a sound financial condition and subject to more arid larger
taxes than it would have been In receivership or bankruptcy. Once the corpo-
ration recomnmnded to conduct and carry on its business it would again be sub-
ject to the capital stock tax, the declared value excess-profits tax, arid the tax
on improperly accumulated surplus, aid It is fair to assume that Its taxable income
would be as great, if not greater, than it was when the receiver or trustee was
conducting the business,

II, The amendment is fair and equitable and for the best interest of the pniblio

Generally, a business hr carried on in receivership of bankruptcy for two reasons:
First, to protect the creditors against further loss arid pay them in full if
possible; and, secondly, to salvage the business for tire stockholders.

It is not equitable to jeopardize the creditors' chances to receive payment III full
by Imposing the high excess-profits tax oni all income received by the business and
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thus diminish any excess over the business and court expenses which would be
applied to pay their claims. The purpose of the excess-profits tax is to keep this
excess small so that stockholders will not receive unduly large Income from the
business. In this case, however, the excess would be used to pay creditors and
would not enrich stockholders, It is submitted that the payments of these
frozen claims of the creditors should be allowed as a deduction in determining
the receiver's or trustee's net income subject to the excess-profits tax just as a
trustee is allowed to deduct from the income of the trust for tax purposes all
income which is distributable to the beneficiaries. In this way the excess-profits
tax will apply only to that part of the business income which might enure to the
stockholders' benefit and will not impede the payment of the creditors' claims
which was the primary purpose of the receivership or liankruptcy proceedings.
This is the result which the amendment seeks to accomplish. It would not allow
a double tax deduction for these debts for, although they have previously been
deducted from income for regular income-tax purposes, they have never been
deducted in determining net Income for an excess-profits tax and under the pro-
posed amendment they would not now be deducted again for regular incomie-tax
purposes.

The amendment is fair to the stockholders. It would allow the corporation to
rid Itself of its oppressive debt burden in shorter time and start business anew
with the opportunity to replenish the capital investment of its stockholders and
with the prospect of being able at some future date to pay them a reasonable
return on their money invested in the corporation,

Moreover, it is submitted, the amendment would be for the best public interest.
It will accelerate and assist the progress of a corporation in emerging from
receivership or bankruptcy and when the court control is terminated the Nation
will have acquired a financially soband corporation which will not only be required
to furnish more revenue In the form of taxes but will be able to do so and which
will be eipaible of continuing in business both during and after the war emergency
manufacturing n.aterIals and employing people, rather than succumbing to liquida-
tion in the hands of a receiver or trustee In bankruptcy,

III. The relief given by, the amendment to corporations ove rtrdened with debt
is similar to that granted them under other taoes

A, Undistributed profits taw.-A surtax on undistributed corporate profits was
established by the Revenue Act of 1936 and, although Incorporated with the
normal tax in the Revenue Act of 1938, the undistributed-profits feature was
retained until repealed by the Revenue Act of 1939. (See 19306 Revenue Act, see.
14:1938 Revenue Act, see. 18.)

Under both acts, corporations in bankruptcy or Insolvent and in receivership
were exempted from the undistributed-profits tax. (See 1936 Revenue Act, see.
14 (d) (2) ; 1938 Revenue Act, see. 13 (e).)

This tax was regulatory and was designed to force distribution of profits to the
stockholders by means of taxable dividends. It was obviously unfair to apply Its
high rates to the Income of corporations in bankruptcy or receivership for the law
prevented the distribution of Income to stockholders. The profits of the business
which might ordinarily have been available for dividends were required by law
to be used to pay the claims of creditors.
The situation under the excess-profits tax is very much the same. The tax is

designed to regulate tile income available to be distributed or accumulated for
the stockholders, but If the corporation is in receivership of bankruptcy the
income required to be used to pay creditors' claims cannot possibly be made
available to stockholders and should not, therefore, be subject to the regulatory
excess-profits tax.

Of iartlcnlfir interest is the Senate Finance Committee's discussion of the
House committee's suggestion tl'at a corporation should be exempt from the
undistributed profits tax If it was in bankrutcy or receverslp for only part
of the taxable year. In acquiescing In this House proposal the committee said:

"Thiq proposal is founded on the principle that if a corporation goes into
bankruptcy or receivership after its taxable year has started, it Is so weak that
an undistributed profits surtax ought not to be or cannot be imposed upon it.
Similarly if it comes out of bankruptcy or receivership during its taxable year,
It should be allowed to operate free of such tax during the remainder of the
year In order to recover its strength" (1939-2 Cum. Bull. 687 (S. Rept, No.
2160, June 1, 1936) ).
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The advisability of allowing an insolvent corporation an opportunity to regain
its financial strength free from taxation of an extraordinary sort has thus been
recognized by both branches of Congress.

B. Personal holding companies-surtax on ndistributed fncorne.--In deter-
mining the income taxable as undistributed-under subehapter A, section ,504 (b)
of the Internal Revenue Code provides for a dedtiction from net income of-
"amounts used or irrevocably set aside to pay or to retire indebtedness of any
kind incurred prior to January 1, 1934, If Such amounts are reasonable with
reference to the size and terms of such indebtedness."

All corporations whether solvent or insolvent are given relief by this section
from debts of long standing. Before they are forced under threat of penalty
taxation to distribute their income they are permitted to retire long established
debts and thus render their financial position more sound.

The same type of relief is also found In Internal Revenue Code, section
27 (a) (4) which is apparently no longer applicable to any particular tax.

C. Miscell eous.-Some relief frota regular taxes Is also extended to finan.
dlally unsound corporations by the following:

Internal Revenue Code, section 22 (b) (9) (exclusion from gross income).
Regulation 103, section 22 (a)-14,

For the above reasons we respectfully urge the adoption of an amendment
similar to that suggested herein,

HAL, SANDaSON, BvRNsxs & MOaRTON.
BOSTONf, MASs.

The CHAIRMAN. Mr. Blodgett.

STATEMENT OP GEORGE R. BLODGETT, OF HERRICK, SMITH,
DONALD & FARLEY, BOSTON, MASS.

Mr. BLOnonr. My name is George R. Blodgett. I am an attorney
a member of the law firm of Herrick, Smith, Donald & Farley oj
Boston, and I do much corporate tax work,

I shall talk about section 734-the so-called inconsistency section,
about which Mr. Satterlee has just spoken to you. I (lid not know
lie was going to speak this morning, and I think I can omit quite a
little of my talk as the result of his excellent presentation.

I urge the repeal of the entire section, or if repeal is not accepted, its
great revision. The American Bar Association and local bar associa-
tions have formally urged repeal of the entire section.

I appeared before you on this subject last August. I thought the
members present felt that some action should be taken, but action
was deferred with other technical matters which were to be included
in a separate technical bill never adopted.

Section 734 makes provision for adjustments in cases of so-called
inconsistent position. Its underlying purpose is apparently to pre-
vent a taxpayer from reducing its excess-profits tax through uncon-
scionably reversing a position which had been erroneously allowed to
it in some income-tax matter- of a prior year and which had reduced
its tax for that prior year. But it goes' beyond such a purpose and
produces totally different and unfair results as I shall show by illustra-
tions.

I will not stop to explain the wording of the section as Mr. Satterlee
has just done this.

This provision has much greater scope than a statute merely waiving
the statute of limitations back to 1913 because--

First, it permits the Government to reopen specific tax liabilities
previously brought to a final court or board decision between the tax-
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payr-or a "predecessor"-and the Government, even a decision of
the Supreme Court of the United States in a ease between the same
parties on the same transaction.

Mr. Satterlee has pointed out that the term "predecessor" is not in
any way defined in the law. It is not a technical term the meanin of
which is established. The regulation on the subject is most un-under-
standable, and we can only be sure that it departs substantially from
the statements made in the committee report when the section was
adopted,

The second reason ,why the section has much greater scope than
a statute merely waiving the statute of limitations back to 1913 is
because it imposes on a taxpayer the unpaid tax liabilities of other
independent taxpayers for which it may never have been liable
under former law, and over which it never had any control.

It is not my purpose to discuss the philosophy underlying the
section. I shall talk only about the hardships, resulting ron the
present wording, to taxpayers who are striving not to take incon-
sistent positions or to be otherwise unfair.

This section has no place in an excess-profits tax law. The pur-
pose of the excess-prolits tax credit is to exempt from the excess-
profits tax a certain amount of current income, determined by earn-
!ngs from 1936 to 1939 or by the investment and accumulated earn-
ings. Mistakes made 20 years ago in determiniing the taxes of this
taxpayer or of some so-called predecessor, have no bearing on the
amount of current earnings to be deemed excessive.

Mr. Satterlee has told you that the term "predecessor" is entirely
undefined, and the same may be said as to the term "maintaining a
position." The regulations have attempted to define both terms, but
they ar, to me, un-understandable and unsatisfactory in other respects.
In an"s event, they are of very doubtful validity, unsupported by
anything in the law, and they are subject to retroactive change by
the Commissioner at any time.

Using an extremely simple example to illustrate some of the dif-
ficulties with section7734, assume that in 1924 a going corporation A,
the buyer and the present taxpayer, issued substantial amounts
of its stock and money to corporation B for property in a transac-
tion which everyone has always correctly treated as fully taxable
to B, the seller, but which nevertheless constituted a reorganization
under the tax law which results in what is technically a substituted
basis though actually the same amount as a cost basis. Many trans-
actions are technically "reorganizations" although tile full profit is
taxed. The value of that stock when issued is material in computing
corp oration A's invested capital for excess-profits tax purposes in 1942
ant its depreciation in intervening years. While the value of stock
is always a matter of opinion, let us assume that $200 a share was the
correct value and is the one which the corporation has consistently used
and which the Bureau after investigation has always accepted. Never-
theless, if the 1924 taxes of the seller, corporation B, were determined
by using a value of less than $200 a share, the buyer and the present
taxpayer A will be liable for all the 1924 taxes of B thereby avoided
plus 6 percent interest thereon since 1924.

The section has imposed on corporation A the buyer, an entirely
new liability to pay someone else's 1924 taxes ior which it could never



have been liable under the 1924 law or under any other law until sec-
tion 734 was enacted in 1941,

Corporation A, the buyer and taxpayer, might not have any 1942
current excess-profits tax even if the stock were valued at zero. If so,
it is not doing anything, either fair or unfair, to reduce its excess.
profits tax. Nevertheless section 734 applies; it has maintained an
inconsistent position and must pay the seller's 1924 taxes. This seems
to me to be a basic difficulty with section 734--it imposes a penalty
which may be of staggering size and bear no relation to the excess-
profits tax saving resulting from the change of position. Often a
staggering l)enalty where there is no excess-profits tax on saving at all.
Any such result is squarely contrary to the underl ing purpose of the
section to prevent reduction of excess-profits tax through unconscion-
able changes of position.

Further difficulties are encountered by corporation A, the buyer.
It may be impossible, certainly it would be difficult, to find out what
value the seller B put on the stock it received 17 years ago, as B may
be out of existence or its records destroyed. Other practical difficul-
ties are encountered, yet under established principles the burden of
proving the various facts before the Bureau of Internal Revenue, the
courts, or the Board of Tax Appeals is on the taxpayer.

Corporation A, the buyer, may choose to use $150 per share on its
excess-profits tax return rather than the correct $200. If the Com-
missioner does not choose to attack the $150 figure, even though he
knows it is wrong, the taxpayer is liable for additional taxes for every
intervening year from 1924 to the present which result from reducing
its annual depreciation allowance on the property because of this
reduction in cost, as well as any 1924 deficiency in taxes of the sellers
resulting from their having used a value of less than $150.

In short, A, the buyer and present taxpayer, has no choice but to
take some inconsistent position and to pay some prior year penalty.

Senator DANAHER,. Mr. Blodgett, if the language with reference to
the liability of a predecessor were eliminated from section 734, would
not that meet most of the objections that you raise with reference
to it?

Mr. BU)DOErr. That would meet many of the objections. I was
planning later on to outline three or four additional things. I would
be (lad to do it now, if you wish.

Sganator DANAIIR. No; you may defer it.
Mr. BLoa ozrr. That would meet many of the difficulties of imposing

on the taxpayer the liabilities of someone else over which it had no
control.

Senator DANAHEII Thank you. Pardon the interruption.
Mr. BroDumor. If it uses the higher correct value for the stock it

issued it may be inconsistent with the seller's treatment in 1924 and
may have to pay the seller's 1924 tax; if it uses a low value it is surely
inconsistent with its depreciation treatment in the past and may have
its taxes reopened for all the years back to 1924.

Many of the defects in the law are well illustrated by the only
example of its operation given in the present regulations. The ex-
ample I am giving is taken exactly from the regulations. It is the
only example given there.

A taxpayer acquired depreciable property in 1934 from a so-called
"predecessor" for stock in a transaction whIch was incorrectly treated
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in 1934 by the predecessor as a nontaxable exchange. From 1934 to
1940 the taxpayer based its depreciation deductions on the predeces-
sor's low cost, and thereby overpaid its income tax in all of those years.
If the transaction had been correctly treated as taxable, it would
have had a higher cost and have had higher depreciation and less tax
in its preceding years. On its 1940 excess-profits-tax return the tax-
payer claimed the correct higher basis of the property for invested
Capital purposes.

Under section 734 taxpayer's 1940 excess-profits tax is increased by
the amount of the tax which the predecessor should have paid on the
exchange, plus interest, less the taxes overpaid by the taxpayer, plus
interest, because of its too small depreciation deductions.

In this example the acquiring corporation is forced solely by section
734 to bear the burden of the predecessor's 1934 taxes on the exchange,
for apparently it would not have been otherwise liable therefor
whether or not the statute of limitations had run. The two corpora-
tions were not in any way interconnected or with common stockholders,
and the present taxpayer, the purchaser, had, so far as the regulation
indicates, no control over or knowledge about the seller's taxes.

First, let us notice that the taxpayer is penalized, even though it
had no current excess-l)rofits-tax liability to pay, whichever position
is taken about the taxability of the 1934 exchange. The example in
the regulation gives no indication that, aside from this adjustment,
the taxpayer had any excess-profits tax. It pays the penalty anyway.

Second, what could the successor corporation have done to avoid
this penalty?

The 1934 transaction was probably one which was correctly treated
under the then current decisions as a tax-free reorganization lut which
under the more recent court decisions should have been taxable.

May the taxpayer, in order to avoid the section 734 penalty of hav-
ing to pay the predecessor's tax, maintain in its excess-profits tax
return that the transaction was nontaxable? That is the way it was
treated in 1934 but incorrectly. Such a consistent position would not
only result in probably higher taxes for the 'ntervening years but
would also involve the filing of a return which was knowingly false
in the light of recent Supreme Court decisions. If the taxpayer has
the right to file such knewingly false returns, any such right should
be very clearly stated in the law.

There is no suggestion anywhere in the law that it is anything
except a criminal offense to file knowingly a false return.

An amendment to th1 regulations last January might, with some
difficulty, be construed as a permission by the C0ommissioner to file
such an incorrect return. If the Commissioner is willing that the
taxpayer should file a knowingly incorrect, though consistent, return,
the law should so state in unmistakable language and not leave it
to an indirect implication contained in the regulations.

Third, in the example in the regulation, the predecessor corpora-
tion clearly should, in all fairness, bear the burden of the tax. There
is nothing in the regulations to indicate that the predecessor corpora-
tion has gone out of existence or that it is without assets, or anything
else about its present status. But no provision of the law or regula-
tions permits either the Government or the successor, which pays that
tax as a penalty under section 734, to recover the tax from the prede-
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cessor, even though it is active and solvent and may have agreed with
the successor to discharge all tax liabilities determined against it.

Fourth, the only reason why, even under the amended'regulations,
the successor corporation in the example which I have taken from the
regulations is liable under section 734 is that the other corporation
is made a "predecessor" solely because of the fact that the present
taxpayer incorrectly used the other corporation's low basis of the
assets for the purpose of depreciation in the years between 1934 and
1939. Of course, the effect of this error was to increase, rather than
decrease, the present taxpayer's taxes for those years.

It might have been hoped that the penalty would be applied only
in cases where the present taxpayer is making a manifestly unfair
claim. But. neither the law nor the regulations contain even an
intimation to that effect, and I have not learned of any instructions
by the Commissioner to his subordinates which indicate any discretion
at all in the matter.

Taxpayers cannot hope that the Board of Tax Appeals or courts
will apply the law any differently than they find it in the Internal
Revenue Code.

While believing that the section should be entirely repealed, a
group of people interested in this section have suggested amendments
designed to:

(1) prevent this section from applying to very old transactions and
to limit it to transactions in some recent period, such as the last
decade;

(2) limit the definition of "predecessor" to corporations over whq$e
prior year action the present taxpayer or its stockholders had control
because of stock ownership, and so forth.

Senator DANAHER. Or knowledge, knowledge of what they had
done.

Mr. BLorMr. I should think not. When would the knowledge be
acqired?

Senator DANAHER. I do not know, unless it would be actual knowl-
edge, because they surely could have guarded against it, that is all.

Mr. BLODTT. I have a number of cases, about six, going as far back
as 1917, and I cannot find out anything now about the 1917 trans-
action, even if I travel all over the country. I cannot conceive how
it could now be established whether or not my client had knowledge
in 1917. Certainly I cannot find out anything now,

(3) give the taxl)ayer a right to maintain a consistent position.
There is no sucli permission in the law fo maintain a consistent

position which is necessarily an incorrect one.
(4) put the burden of proving any inconsistency upon whichever

party, taxpayer or Treasury, is trying to profit' by claiming the
inconsistency;

(5) limit any penalty to the amount of the saving of the current
excess-profits tax which results from maintaining the inconsistent
position;

(6) eliminate the interest on the prior year deficiency.
I ask permission to include the text of the amendments prepared

by these people as an addition to the record. These amendments were
not drafted by me and tbey do not represent my ideas in all pat-
ticulars. Nevertheless, I think they will be helpful.
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(The text of the amendments referred to is as follows:)
SEc. 734. ADJUSTMENT IN CASE OF POSITION INCONSISTENT WITH PRIOR

INCOME TAX LIABILITY (added by see, 11, Excess Profits Tax Amendments of
1941).

(a) DEFINITsoNs.-For the purposes of this seption--
(1) Taxpayer.-The term "taxpayer" means any person subject to a tax under

the applicable revmue Act.
(2) Income tax.-The term "income tax" means an income tax imposed by

chapter I or chapter 2A of this title; Title I and Title IA of the Revenue Acts
of 1938, 1936, and 1934; Title I of the Revenue Acte of 1932 and IN- T4te II
4f the 4levene Aets of 4-024 tad 46024j, 4T4e 44 ef he -Reveae We ts 44 tad

9Sj Tite 4 oe the Reae Wet 4 404j --itle 14F the 4Re'eese Aet o 404&+j en
seeti4aof ethe " of Oetebec*+ 044,ia w ie f o sefees pt'sfitstan haypse
by T"tle 4ef 4&he lRe'eee Wets of 4024 s 

49+8s e Tie 4 f the leiene
Wef 4+9+ ; or an income, war profits, or excess-profits tax imposed by any of the
foregoing provisions, as amended or supplemented.

(3) Prior taxable year.-A taxable year beginning after December 31, 1939,
shall not be considered a prior taxable year.

(4) Predecessor.-The term "predecessor" means a person (other than the tax-
payer) who at a time when it controlled the taxpayer or was controlled by the taxpayer
transferred property (i) which for income-tax purposes for any taxable year, has at
any time been treated, or (ii) which is treated for excess-profits-tax purposes, under
this subchapter, as having in the hands of the taxpayer a substituted basis (as defined
in sec. 118 (b) (M)) determined directly or indirectly by reference to the basis in the
hands of such person. The term "controlled" as here used has the same meaning as
"control" under section 118 (h).

Adjustments for inconsistency relative to a predecessor shall be made only in those
cases which have to do with the basis to the taxpayer of property transferred by a
predecessor to the taxpayer and to the recognition or nonrecognition of gain or loss in
connection with such transfer.

(b) CIBCUMSTANCEO OF ADJUSTMENT.-(1) If-
(A) In determining at any time the tax of a taxpayer under this subchapter

an item affecting the determination of the excess-profits credit is treated in a
manner Inconsistent with tie treatment accorded ouch Iteni in the determination
of the Income-tax liability of such taxpayer or a predecessor for a prior taxable
year or years; and

(B) the treatment of such item in the prior taxable year or years consistently
with the determination undhr this subchapter would effect anl Increase or de-
crease Ill the amount of tile income taxes previously dternilned for such taxable
year or years; and

(C) on the date of such determination of the tax under this subclapter
correction of the effect of the inconsistent treatment In any one or more of the
prior taxable years is prevented (except for the proviplons of section 3801) by
the operation of any law or rule of law (other than section 3761, relating to
compromises),

then the correction shall be made by all adjustment under this section. If in a
subsequent determination of the tax under this subchapter for such taxable year
such Inconsistent treatment is not adopted, then the correction shall not be madeIn connection with suil subsequent determination.(2) Such adjustment allaf be made only if there adopted In the determination
a position maintained by the Commissioner (in case tle net effect of tile adjustment
would be a decrease In the income taxes previously determined for such year or
years) or by tine taxpayer with respect to whom the determination Is made (in
case the net effect of tile adjustment would be an increase li the Income taxes
previously determined for such year, or years) which position Is inconsistent with
the treatment accorded such item Ill the prior taxable year or years which was not
correct un,'er the laiw applicable to such year.

In flug a return, or pn any subsequent proceeding weith respect to tine deter-
mintatis of ta liability, sno provisions of thin subchapter shall be deemed to
require a taxpayer to snaintaln a position, with respect to any item whieh is
inconsistent with the treatment accorded such. Ite in the prior taxable pear
or years which seas not correct under the tan applicable to such ear; and the
Commissioner, tile Board of Tax Appeals, and the courts shall, on demand of
the taxpayer made at any tinac before entry of tJudgment, determine the tow
liability by treating any such item in a manner which shall not be lnconnistet
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with the treatment accorded such Item ins the prior determination. In any pro.
cceding before t1w Board of Pa Appeals or the courts the burden of proof in.
establishing that an itonsistent position has been taken., and the amount of the
adjustment resulting therefrom, shall lie with the party asserting such in-
consistency.

(C) METHOD AND EFFECT OF ADJUSTMNNT.-(1) The adjustment authorized by
subsection (b), in the amount ascertained as provided in subsection (d), If a
net Increase shall be added to, and if a net decrease shall be subtracted from,
the tax otherwise computed under this subchapter for the taxable year with
respect to which such inconsistent position is adopted.

(2) If more than one adjustment under this section is made because more thatn
one inconsistent position Is adopted with respect to one taxable year under this
subchapter, the separate adjustments, each an amount ascertained as provided
In subsection (d), shall be aggregated, and the aggregate net increase or decrease
shall be added to or subtracted from the tax otherwise computed under tils sub-
chapter for the taxable year with respect to which such Inconsistent positions
are adopted.

(3> If fli the AdjeotWAeete 41te this seetien, made off eeeotiat of the esdptioe
f t" .. ossse positio14 Of potE Ons with Kw8e e to ee tetiehie yeas' utdow

thi s~hehpte 4m4d in "t aggregate *et hseweaso, the te lespesd by this sub-
tSte hell in te easo be less then the aeowt of eeh aggregatoe isswae

(8) The amount of the adjustment under this section made on account of the snain-
tenance of an inconsistent position or positions with respect to one taxable year under
this subchapter shall in no event exceed the amount of the difference in excess-profits
tax which results front the maintenance of the inconsistent position as compared with
the amount of excess-profits tax which would have been payable if a consistent position
had been maintained; and the aggregate amount of the adjustments under this section
for all years shall in no event exceed the amount of the income taxes determined for
prior years resulting solely from the incorrect treatment of such items in such prior
years.

(d) ASCErrAI IMENT OF" AMOUNT OF ADJUSTENT.-Il computing the amount
of an adjustment under this section there shall first be ascertained the amount of
the income taxes previously determined for each of the prior taxable years fgr
which correction is prevented Tihe amount of each such tax previously deter-
mined for each such taxable year shall be (1) the tax shown by the taxpayer, or
by the predecessor, upon the return for such prior taxable year, increased by the
amounts previously assessed (or collected without assessment) as deficiencies, and
decreased by the amounts previously abated, credited, refunded, or otherwise re-
paid in respect of such tax; or (2) if no amount was shown as the tax by such tax-
payer or such predecessor upon the return, or if no return was made by such
taxpayer or such predecessor, then the amounts previously assessed (or collected
without assessment) as deficiencies, but such amounts previously assessed, or
collected without assessment, shall be decreased by the amounts previously abated,
credited, refunded, or otherwise repaid in respect of such tax. There shall then
be ascertained the increase or decrease in each such tax previously determined for
each such year which results solely from the treatment of the item consistently
with the treatment accorded such item in the determination of the tax liability
under this subchapter. T-o he 4 iserese of deees s o eeewtuised fo eeeh eeb
tee few eah sue yeas Nte shall be added iitewet tsee .: eoa'pute d as If te
ineiseaso ow deoeeos eontsttuted at defleienuey owl em dowpy t as th ease my
hefoe seh piew, tbe yea. There shall be ascertained the difference between
the aggregate of such increases, ples -the iterest attbete le oeaeh, without inter-
est, and the aggregate of saceh decreases, pkise th inteest a4w i be t e"
without interest, and the not increase or decrease so ascertained shall be the amount
of'the adjustment under this section with respect to the inconsistent treatnment of
stich item.

The CHAIRIMAN. Did you appear before the Ways and Means Com-
mitteeI

Mr. BLODEn'r. I did; yes, sir.
The CHAIRMAN. The Ways and Means Committee did nothing?
Mr. BwLnrr. The Ways and Means Committee did nothing; but

1 believe there have been some discussions between the staff of the
Joint Committee on Internal Revenue Taxation and the Treasury
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Department, and perhaps it was in the light of those discussions that
the Ways and Means Committee did nothing. I think there was
some thought that amendments might be made later in this section.

The CAinIMAN. The position of the Treasury Department has been
it could be done by regulation which could prevent the unusual result
which you point out, and which others have pointed out, I believe.

Your position is that the statute itself ought to be clarified.
Mr. BLo 'rr. I think the statute should be clarified. The people

with whom I talk find the amendments which the Treasury made
as the result of recent clamor in the Ways and Means Committee
appearance quite unsatisfactory and vague, if nothing else.

I doubt whether many of these points, such as waiving the 6-percent
interest, and the permission to file knowingly false returns, can be
taken care of by regulation.

The CwmnL\N. Thank you very much, Mr. Blodgett.
Senator DANAHE, Mr. Chairman, before we conclude with him,

I would like to ask one other question.
The CJIATI!MA. All right, Senator.
Senator DNAHEII. You remember, Mr. Chairman, last year we were

all very much impressed by the equity of the claim and we reserved
action on this feature of the then bill before us, because we expected
that administrative relief would come up in a bill that never did
come up.

I would like to know if Mr. Blodgett is in a position to tell us how
adversely the Treasury's position would be affected if section 734
were repealed entirely Are you in a position to comment on what
would be the effect on the Treasury were we to repeal section 734?

Mr. BLODIrIM. I do not see how I could honestly make any estimate
on the figures. I do not see that I can say anything beyond my
feeling that the injustice far outweighs any benefit to the Treasury.

Senator DANAITEX. I think it ought to be out of the bill entirely.
All right, thank you.
Senator WALsH. Are many taxpayers affected by this?
Mr. BLOnoE'rr. Well, I have myself not 10 taxpayers, but 10 reor-

ganizations, many of which go back to 1917. On most of them I can-
not find a single fact. The old company lias gone out of existence,
its records are destroyed. Of course, the Bureau will not let me see
the tax returns of al) entirely independent taxpayer in 1917, even if the
Bureau has thlem. I can find nothing. I have traveled around the
country, trying to find something. If we move it up to some recent
year, say 1932, it would not be so terrible, but to go back to 1913 is
totally impractical.

The CHAIMAN. Thank you very much, Mr. Blodgett.
Mr. Clapp.

STATEMENT OF A. W. CLAPP, VICE PRESIDENT, WEYERHAEUSER
TIMBER CO., TACOMA, WASH.

Mr. CLAPL. Mr. Chairman and members of the committee, my name
is A. W. Clapp. I am vice president of Weyerhaeuser Timber Co.,
Tacoma, Wash.

The statement I would like to make also relates- to section 734.
although it is a rather limited feature. After Mr. Satterlee's and
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Mr. Blodgett's statements, I do not need to explain the general pur-
poses of section 734 to this committee, but I think it would be helpful
to give a specific illustration of an inconsistent position and how it
results.

My company in 1927 sold to another wholly unrelated company a
large block of timber tinder an installment contract.

In 1933, in tile depths of the depression, and at a time when most of
the installments remained unpaid, my company had to cancel the con-
tract and retake the timber. The Internal Revenue Bureau had
regulations providing for computation of profit or loss on the cancel.
ation of such an installment contract.

In making its income-tax return for 1933, the company followed the
Bureau's regulatiois and what at that time both it and the Commis-
sion believed to be the law.

Recently the courts have decided that the regulation was not in
accordance with law and have laid down the correct rule for comput.
ing profit tinder the law in force in 1933 in cases of cancelations of
installment contracts. The court's decision was followed by the Com-
missioner, who now has regulations which embody it. Under this
correct rule we should have returned and paid for 1933 a tax on a profit
of a very considerable amount more than we did. But the year 1933
was "closed" when the court decisions were made.
In making our 1940 excess-profits tax return, we included in our

surplus account as part of invested capital the profit which, under the
correct rule, we ma de in 1933.

But as that position is inconsistent with that taken by is in our
original return for 1933 we were required under the provisions of
section 734, and did, recompute our tax for 1933 and paid, as a part
of our excess-profits tax, the deficiency in the 1933 tax, together with
interest at the rate of 6 percent per annum from the date when it
should have been paid.

There is no question of a predecessor company here, and if section
734 is to be retained, we make no objection. It may be fair that we
should pay this deficiency and interest if we desire to include the
previously untaxed profit 'in our invested capital.

But the law as now written, as we understand it, as interpreted by
the regulations does not provide for deduction at any time of the
interest which we have paid from our earnings.

Our position is that there should be a proper amendment to section
734 providing that the interest which is included with the deficiencies
for prior year which the taxpayer must add to its excess-profits tax
payment may be deducted from its earnings when paid, and con-
versely that interest included with overpayments for prior years
which the taxpayer may deduct from its excess-profits tax otherwise
payable must be included in its earnings when it receives such credit
for' that interest.

While the previous speakers have spoken of the inconsistent posi-
tion taken by taxpayers, the committee, of course, realizes that when
the Commission, in auditing the first excess-profits tax return of a
taxpayer, maintains a position which is inconsistent with what was
(lone in prior years, resulting in the lowering of the income in those
prior years, the taxpayer is given credit in its excess-profits tax for what
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should have been refunds in those closed years, a refund of the amount
of the overpayment in the closed year, plus interest.

Senator VANDENBERG. In other words, you follow the inconsistency
between the regulation of the Commissioner and a subsequent ruling
of the court.

Mr. CLAPP. Yes' we followed the regulations of the Commissioner
at the time we made our return.

This is the first instance, to my knowledge, that taxpayers have
not been allowed a deduction for interest paid on income-tax defi-
ciencies, and the first instance that interest upon refunds or credits
for overpayments have not been required to be included in the tax-
payer's gross income.

We believe that the failure to provide for the deduction of interest
in case where the adjustment is for a deficiency in & prior closed year
or for the inclusion in the gross income of a corporation of the in-
terest for which it receives ci'edit (in case where an adjustment made
as a result of an inconsistent position maintained by the Commission
there is disclosed an overpayment in a prior closed year) must have
been an inadvertence.

Heretofore, under all revenue acts, interest oi deficiencies has been
a deductible item, and interest on refunds an addition to gross in-
come. The principle of section 734 has, with respect to positions
maintained by a taxpayer in a current income tax return (or by the
Commissioner in auditing it) inconsistent with income tax returns (or
,eUCeninations) for prior closed years, has been in the Internal Reve-
nue Code for several years as section 3801.

Deficiencies or overpayments for years as far back as 1932 (but not
prior), even though the years are "closed" so that the statute of limi.
stations otherwise precludes additional assessments or refunds, may
be determined under circumstances similar to those covered by section
734, and deficiencies for prior "closed" years -issessed, with interest,
or refunds made, with interest.

Interest on such deficiencies is deductible when paid, and interest on
such refunds when paid or credited included in gross income.

Furthermore, adjustments under section 734 apply only to years
which are "closed."

By a closed year, of course, we mean a year for which the statute
of limitations has run, so there could be no deficiency assessed or
refund made.

If a position maintained by a taxpayer in computing its excess
profits tax is inconsistent with that taken in an income tax return for
a year not "closed," section 734 does not apply. In that case the
Commissioner will assess in the ordinary course, as additional income
taxes, deficiencies for the prior year, the deficiency will be paid with
interest and the taxpayer given a right to deduct the interest in com-
puting its earnings in the year paid.

Conversely, if a position maintained by the Commissioner in deter-
mining a taxpayer.q excess profits tax is incoi,6istcnt with the treat-
ment of the item in determining the income tax for a prior year which
is open (for refund), the taxpayer will be entitled to and in the or-
dinary course be paid a refund with interest and the taxpayer m-e
quirdl to include that interest in its gross income for the year paid
(or credited).
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There is no reason or logic whatsoever in this different treatment of
interest paid by the taxpayer on deficiencies or paid (or credited to
the taxpayer) upon refunds for "closed" years and like interest paid
or received on account 'of deficiencies and refuids for "open" years.
That there was no real intention in section 734 to make such a dis-
tinction seems clear from the following language in clause (d) of
the section [parentheses and italics supplied] :

To the Increase or greasee so ascertained for each stich tax for each Suich
(prior) year there shall be added Interest thereon computed as if the increase or
decrease constituted a deflcie0nc or an overpayment as the ease nmay be, for such
prior taxable year.

There is, of course, no way in which we can tell whether the amend-
ment suggested by us will produce more or less revenue. It woul
seem to me reasonable to suppose that the Commissioner may make
more adjustments, thus entitling taxpayers to reduce their excess-
profits taxes by the amount of overpayments disclosed for prior years
with interest that taxpayers will make. If that is so, revenues would
be increased by such an amendment.

I understand that there is no question of revenue involved. I think
the Treasury will tell you the chances are with the amendment we
suggest the revenues would not be affected.

Now, unquestionably, most adjustments made by taxpayers under
section 734 were made in making their first excess-profits return for
1940, and most adjustments made by the Commissioner will be made
in auditing those returns. In either event, interest on deficiencies
will be paid and interest on overpayments credited in 1941.

Therefore, whatever amendment is adopted should be made retro-
active so that it will have the same effect as if included in the original I
section 734. We have'no fear but that this will be acceptable to the
Treasury.

The subject which has so far been discussed was presented by me to
this committee on August 15 1941, when the Revenue Act of 194!
was under consideration. Alter my presentation the following oc-
curred (record of hearings, pp. 560-561) :

The Cn.A ?ImA N. On the face of it, It looks like your omjlialInit Is very well
founded. I think the Treasury ought to make a special note of that-

Mr. RAY.-

who was the representative of the Treasury then present-
Yes, Senator George.

The CHIAIRMAN. And see how that way be remedied.
Mr. AY. The Treasury Is considering this particular section with respect to

that point and a number of other points, It Is a very specialized problem, and
we will look Into it, sir.

During the same colloquy Senator Danalier said he thought I was
right and asked the Treasury representative (Mr. Ray) "why they
should permit deduction of interest paid on a deficiency for an open
year and deny the deduction of interest paid on a deficiency for a
closed year."

No report on the subject was made by the Treasury to the Finance
Committee. Presumably the committee would have taken no action
anyway because it decided that no "administrative" amendments, so-
called, should be considered at that time.

The same subject was presented by me to the Ways and Means
Committee in March 1942, during hearings on the bill now before
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you. No action was taken by that committee, on section 734, at all.
I am reliably informed that the reason for this was that while the

Treasury representatives and the legislative counsel for the Joint Coin-
mittee on Internal Revenue Taxation agree that an amendment should
be made curing the particular point which we have urged, there was
some difficulty in agreeing upon other amendments to the same section
(734) and in the rush to complete drafting of the bill for the Ways
and Means Committee, revision of section 734 had to be postponed,
presumably for presentation to this committee.

I have been informed that there will be amendments submitted to
this committee on section 734, I mean, by the Treasury Department
and the counsel for the joint committee.

We insist that there being no objection of any kiad from anyone,
but on the contrary a general agreement with our position, there should
no longer be any delay in the adoption of a proper amendment. We
assume that such an amendment will be drafted and submitted to the
committee by the legislative drafting experts. If that is not done,
we suggest that the following, if adopted, would be.suilicient and
proper:

(a) Subsection (d) of section 73.1 of the Internal Rtevenue Code Is amended
by adding at the end of said subsection the following:
"If the amount of the interest o Increases which is Included In the compu-

tation of such adjustment exceeds the anmunt of the interest on decreases which
Is Ineided II tile coniplitatfoi of such 11413djasi ent the 1tllnOUnt of such excess
shall be deductible from the gross income of the taxpayer in the year In which
the adjusted excess-profits tax Is payable; it the amount of the Interest oni de-
creases which is Included in the conputation of such adjusintent exceeds the
anmooait of tie interest on increases which is Icluded in the coniputmtion of sut
adjustment, the amount of such excess shall be added to the gross income of the
taxpayer in the year iu which the a(julsted excess-profits tax is payale."
(b) The amendment made by subsectIon (a) shall be effective as of lile date

of the enactment of the law amended thereby.
The correction of this is a simple matter.
The CHAIRMAN. The suggested amendment deals only with this ques-

tion?
Mr. CLAPP. This'particular question that I have discussed so far.
The CH IRI ta . The interest question?
Mr. CLAPP. The interest question, yes; that particular amendment.
I feel I must say something else about section 734. I add this because

this is a matter that came Up just before I left Tacona, in fact tile week
before I left Tacoma.

It concerns. I would say, a threatened construction and application
of ection 734, which I think is so far inconsistent with the real intent
and purpose of the section that I think it should be called to the atten-
tion.of the committee.

It arose, by the way, in connection with a conference over the excess.
profits tax return of my company for the year 1940, and this is what
developed : We were to l that, wiile the examining agent agreed with
the position which we had taken in making our excess-profits tax return
and certain adjustments under section 734, they had been advised or
believed that the construction to be given in certain circumstances by
the Treasury Department would be different, and I want, by illustra-
tion, to point out what that was.

Now, it may be, it seems to me as a lawyer, that the construction
which is I hreatened would be wrong, but I think it should be called to
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the attention of the committee, and I think the committee should ask
the Treasury experts or representatives whether such construction
could be or would be given by the Treasury. Now, the illustration is
this, and this is an illustration which shows what our position was
and the way the point came up before the internal-revenue agent in
charge at Seattle.

A corporation had, and its return showed, a very serious net loss in
1933, say for the purpose of illustration of $100,000 net loss in 1933.

Its return was accepted by the Commission. Of course, there was no
tax paid or payable, and no tax determined, except as the return showed
that there was no tax.

In making its excess-profits tax return for 1940, the corporation treats
an item in such a way that if it had been treated consistently in its
return for 1933-I have already explained the kind of inconsistency-
it would have added $125,000 to its gross income and resulted in a net
income of $25,000 instead of a net loss of $100,000 for that year.

Now in this instance, the question is, what is the increase in such tax
previously determined for such year which results solely from the
treatment of the item of $125,000?

We have been informed-and this is what we fear-that the Treas-
ury will hold that the increase would be a tax on $125,000 rather than
a tax on $25,000.

Now that is in spite of the fact that if the taxpayer had properly
treated, in accordance with the law, as it actually was, if the taxpayer
had properly treated the item in his 1933 return, it would then have
paid a tax upon only $25,000, because its other loss wouhl have ab-
sorbed most of that profit.

We submit that such result could not have been in contemplation by
Congress, and that far beyond causing an inequity to the taxpayer,
it imposes upon him the grossest arid most unpardonable inequity.

Now the trouble with section 734, if there is any trouble-I do not
say that there is, but I think the committee should ask the Treasury
whether a thing of this kind could be done-if there is any trouble
with section 734 as at present worded, it deals only with the tax
previously determined. Now the people at Seattle, while they haven't
yet ruled'this way, have said there cannot be any minus tax, "therefore
you have to start with zero and you compute the tax on whatever the
adjustment is, the total amount of the adjustment. Although had you
included that adjustment originally, it would have been offset by
other deductions-by a loss,

Here again, we would have, if such a ruling is possible, an entirely
different treatment of doing equity for a closed year than for an open
year.

If in the example given above, the year was 1939, no adjustment
would be made under section 734, but the Commissioner would assess
an extra tax for the year 1939 upon $25,000, not upon $125,000.

It seems to us that this demonstrates an obvious fault if any such
construction, as we have been told may be made, should be made by
the Treasury Department, and we ask that the committee ascertain
from the Ticasury Department whether such treatment is possible
and, if it is, it should be corrected.

Very obviously, what was intended was when an adjustment is
made 'to correctly reflect the law now, in its excess-profits-tax return

424 REVENUE ACT OF 1942



REVENUE ACT OF 1942 425

what it should do is to go back and see whatever deficiency there
would be in the tax, and that deficiency of course should be computed
by the determination made by its own return in computing its loss
or gain, whichever it should be, and adding to that loss or gain the
amount of the inconsistent item.

The CHAIRMAN. You may me laboring under a misapprehension,
Mr. Clapp. The Treasury may not take that view.

Mr. CLAPP. That is true.
The CHAIRMAN. But suppose you take the case where the recogni-

tion of losses by the Department was exactly $125,000, and subse-
quently the Treasury found you should have, in computing your in-
come tax, computed'an omitted item of $125 000 certainly the Treas-
ury would not then insist that they would tae that separate item out
of the related return in transactions for that year and tax you on the
$125,000.

Mr. CLAPP. Well, I say they certainly should not.
The CHAIRMAN. No.'
Mr. CLAPP. But you will note that the law itself speaks of determina-

tion of a tax. It makes no reference to the determination of the
company's net income or the company's loss.

The (lHAmIMAN. That would certainly be resorting to a technicality
and would be an extremely'harsh and inequitable rule. I do not
think the Treasury would do that.

Mr. CLirp. I do not think it would, but I do think it should be
called to the attention of the committee. It is an illustration which
has been called to our attention. It is, you might say, a threat that
has been called to our attention.

The ChrAu mAr1 . It is an imminent danger.
Mr. CLAPP. It is an imminent danger.
The CIIRAMAN. Thank you, sir.
Mr. Brooks.

STATEMENT OF JOHN W. BROOKS, REPRESENTING PASS &
SEYMOUR, INC, SYRACUSE, N. Y.

Mr. BROOKS, Mr. Chairman and members of the committee, my
name is John I. Brooks.

I am vice president and treasurer of Pass & Seymour, Inc., located
at Solvay Station, Syracuse, N. Y. We manufacture electrical light-
ing supplies essential to the war effort; employ approximately 625
peop~le.Our invested capital as of January 1, 1942, was approximately

$1,600,000.
I am not proposing to take your time with our detailed historical

figures, but rather to discuss some of the principles of the proposed
corporation's normal, surtax, and excess-profits tax and the apparent
effect on our corporation, our employees and others similarly situated.

I will ask for the privilege, Mr. Chairman, of filing a supplement,
more lengthy memorandum.

The CIAIRMAN. Yes, sir; you may file a supplemental memorandum,
if you desire to do so.

Mr. Bnooxs. One hundred percent of our present output is classi-
fied as being necessary to the war effort. All expansion to convert
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and prodtice has been financed by the company with their own capital,
plus borrowing, from our local 6rnnk.

We fully recognize the need for higher taxes to finance the war.
It, is, however, necessary to determine how far smaller companies

clt go in paying taxes and at the same time have enough left, to
finance the Jobs it, is essential for them to do.

T is is especially true in the durable goods industries, most of
which ar essential.

Reference to the data which you have will show that the durable
goods industries, Which are compelled to use tile invested capital
bsis, because of small earnings in the base period, lmyit a much higher
rate of tax than tile nondurable group. The separation is very
uarked, running as high as 20 pointsnd up; ii other words, aO to O(

percent of net in soi1e instances before Ftl eral tax as compared with
over 80 percent in mny durable goods industries,

I make that statemnt, Senator, ol the basis of figures prepared
for me by Standard Statistics.

Could these ilequlities be leveled out. by introduction of higher
brackets for in\'ested capital credits, below $5.000,000 level?

Ill other words, a percentage ration for the first million, again for
the second and for the third, and fltilly reaching thi present 8
l)ercent lat the $5.000,000 level.

I am colnereld about the imtl)aet of the proposed taxes-normal
surtax and exeess.profits tax, on our own company king as it, will
over 83 percent, because:

(a) Will 1atke it ditllcult to fiatnce needed equipmmt and inven-
tory for the war effort;

(b) I)istribution of tax does not appear t) me to be fairly spread
among all interests.

By that I linetir ill comparison with nondo tabh goods, ma il-order
hoUtses, soft-drink ma1o filtato t rers, and others of that type who, be-
tcause of the nature of their blusiless, elnjoyed an earni'ng record in
the base years which is denied to the durable goods on the basis of
their experience.

A after ll, the nonldorahle-goods comlulreies who liad good enrunugs
in the base period should be just as much interested in financing tile

(r) I am concerned about tile possibility of carrying on after the
war, providing em )loyinent for tile h 1,ndeds of peo)fe who look te

us to provide el ploymient (as mny have for over 50 years)
Ill closing, I fully recoguzhehe iiost difficult, ftisk which confronts

the cononittee. If the submission of any of our detailed data would
help, vo l ot ve but, to 1Isk.

Senatot' CONNALLY. Just one question.
You say early all of your products are regarded as necessary for'

the war?
Mfr. Biloogs. Thait, is right,
Seilutor CONNALLY. You are, therefore, getting it higher price, of

('t(il Irse.

Mr. 3tnools. No; the same prices we had been getting,
Seltor CONNALY. The s1me prices you had been getting over a

)eriod of yearsI
Mr. Btuois. Yes. Our prices are frozen by 0. P. A.
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S0enator CONNALLY. 1rereO your profits during the 4-year base period
fairly satisfetory I

Mr. Bittoois. No, sir; they were not.
Senator CONNAMY. They wore not?
Mr. Biloois. 'hy were very unsatisfactory. You will recall that

during that, base leried, the building construction-and we are tied
in with building construction in hurge part-

Senattor CONNALLY. YOU prefer the alternative of an invested
capital bsis?

Mr. Buooais. We are forced to use that, because the use of the
average earnings ba1se would hbe too ex pensive.

Senator CONNALLY. You adv 'at the rising of the percentages
on till bss up to $,000,000, is that right?1
Mr, Bioos. Yes, sir; that would help us if the percentages allowed

on invested capital in flhoso smaller lrtwkets were adjustable.
SVlator CONNALLY. 'lThn i8 your thOught I
Mr. liCKMs. Yes, what we are suffering froi is a la1k of a suitable

credit for excess profits as compared with most industries.
Sdliltlor CONNALLY. Of Cour-Se, if you1 do llit., hive 11113 excess prolits,

you (to liot have, to my 11113 ' eXtess-Irolits lix.
Mr. B]tRoos. We nivo n) exvess profits ill the I rue sense of tn excess

profit.,
Inl other words, w'e are not making ally excess profits out of tie war.

Our profit. is entirely nornial.
ThIe ('IAIuM,\N. Your volume is inc reused, of course, ol account

of the war?
Mr. ]3ntoOKs. Yes.
The CIMr 'MN. Your p'dlts r4to is lower?
Mr., ]htoos. Our )roflts ratio is lower.
Senator '',Pr. Wlho, Klnd of stockliolers do .you have
Mr. BRooKs. You would call it a close corporaito.
Senator ''ar. What?
Mr. BitOoKS, I think you would call it. a close corporation.
Seallitor T,,r. You 1111ea1 owned by a family, t le lt'lielers of iti

family ?
Mr, 1lhu0oois. Families or relatiives, and niny of the eniployces.
keniador 'l'Avr. l)i'ing the ,1 base years presunbly they got. 110

d ividhends, practically?
Mr. Ilmoolis. That'is right, they only ] had one.
Seiiat or TA-r. 'I'hoy got, on siltisfa'ctorily without, ileo dividends?

They ire otherwise weali .thy?
Air,. A1toms0(. None would be called wealthy I a few tire well off; most

of them are not,.
Soliator CONNALL.Y. YOU 1m1ean11 to tell Senator George, though, that

your volune is heavier now but. you ire nilalcing less money?
Mr. j ilKs' , Yes, sir.
SelnatOi' CONNALYI.'. So tho more business you do, thie less well offyou are Vt

Mr. Bimomis. We have ha(d i'ereaseq ill material costs, we had many
ilnCretises in labor costs,, and our selling prices are the samllo.

Senttor TArr. You mean you would make less money after paying
83 percent iin taxes?
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Mr. Booxs. We are making less money before taxes, and we are
making substantially less after taxes.

Senator TAFT. If'you makes less money before taxes, you haven't
any excess profit to pay, I mean, more than in the base years.

Mr. BROOKS. Don't misunderstand me. I do not mean to say we are
making less than in the 4 base years, I did not intend to say that.

Senator TAFT. Less than when?
Mr. BROOKS. Less than the year before, and the year before that;

1940 and 1941, definitely less than 1941 and 1940.
The CHAIRMAN. 1939 was one of your base years.
Mr. BRoOKs. Yes, sir.
The CHAIRMAN. If your profits were going up during the last 2

years of the 2-base years you have some relict?
Mr. BwooKs. They are not adequate for our purposes.
The CHAIRMAN. It still leaves you in a position where you have no

adequate credit against the excess profit.
Mr. BROOKS. Yes, sir.
The CHAIRMAN. And it puts a combined rate on everybody of 83

percent Federal taxes.
Mr. BROOKS. Yes, sir.
Senator TAFT. Of your invested capital, how much is new money

that you put in since the war business developed?
Mr. Bnooics. We have not put in any additional capital since the

war started.
Senator TArr. I thought you said the expansion has been financed

by the company with their own capital plus borrowing from local
banks. You inean expansion during the recent years, that had nothing
to do with the war?

Mr. BnooKs. No, no. It is a normal financing, without going out
to gt additional money, except by borrowing.

Senator TAFT. It occurs to me that the relief provisions in the bill
might be al)plied. If your earnings in the base period for the industry
was unduly depressed I should think maybe you could get relief from
that.

Mr. BnooKs. I have not checked into that personally. I cannot
answer that, because I am not familial' with that detail.

The CHAIRMAN. Tlank you very nmuch, Mr. Brooks.
Mr. oBRoOKS, Thank you, sir.
(A supplemental memorandum submitted by Mr. Brooks is on file

with the clerk of the committee.)
The CHAIRM-5AN. Mr. Fishches.
(No response.)
The CUA.1IAM.%N. Mr. Hotchkiss.

STATEMENT OF 0. F. HOTCHKISS, JR., PRESIDENT, STOW MANU-
FACTURING CO., BINGHAMTON, N. Y.

The CHARMAN. Mr. Hotchkiss, you represent the Stow Manufac-
turing Co., of Binghamton, N. Y.?

Mr. HOTIiKrSS. Yes sir. This is an amendment to a brief which
we were too late to get before the House Ways and Means Committee,
but we did hand it in at Mr. Stain's office.

My name is C. F. Hbtchkiss, Jr. I am president of the Stow Mani-
ufacturing Co., of Binglamton, N. Y., incorporated under the laws of
the State of New York.

428



REVENUE ACT OF 1942 429

I wish to present for your consideration certain facts concerning
the excess-profits tax as it affects our corporation and other corpora-
tldns' ifi similar circumstances. I ahi also presenting a plan for cor-
recting the inequities which will be explained later in this brief.

As I am not an accountant, I have brought with me Mr. W. E.
Craw, assistant treasurer of our company, and Mr. J. J. Dawson, a
New York certified public accountant who acts as our accounting
adviser. These gentlemen assisted in the preparation of this brief.

Would it be permissible for those gentlemen to come up here in
case there are some questions that they know ho'w to answer better
than I?

The CHRAIRMAN. Yes.
Mr. HoTcnKIss. Will you gentlemen step ip, please?
The Stow Manufacturing Co. was established in 1875, and incor-

porated in 1895.
We manufacture flexible shafting and related products. Funda-

mentally, flexible shafting transmits portable rotary motion. It is
used in portable tools, instruments on aircraft, automobiles, ships, and
so forth, and remote control of valves and other devices. I have
put a little sample in each copy of your brief, so you will get an idea
of what we are talking about. Here is a larger size that we make for
the Navy. I am not trying to sell flexible shafting, but I thought you
would like to know what we are talking about.

Our customers include all types of manufacturers, practically all of
whom are either prime or subcontractors to the Government. We also
have a considerable volume of prime contracts with our Government,
the Canadian, and Australian Governments.

Our peacetime products were mostly portable tools and speedoineter
core used in automobiles. This suffered greatly during the depression
but we were making an orderly recovery during the base period of
1936 to 1939, although our profits during'this period were very small.

Starting in 1938, we assisted the Ordnaiice Department in the de-
velopinent of a special flexible shafting for gun fire control. It was not
until the year 1941 that any profit accrued from this development.

In the .fall of 1941, at the request of the Navy Department, we
developed a special flexible shaft for use on ships. By correcting
a faulty condition on warships, we are not only saving' many ships
from disaster but we nre saving the Government thousands of dollars
on every ship that is built. The use of our product has speeded de-
livery of many ships to an appreciable extent.

The type of flexible shafting used for the Army and Navy has been
made for many years by our company, )y hand. Our production was
very small, alnd entirely inadequate to m~ieet the demand upon us by
the Government. It was therefore necessary for us to invent and
build special equipment to imitate the hand process formerly used.
Frankly, we had to keep our fingers crossed for many months during
tlhi period when this equipment was being built and tested. How.
ever, this machinery was entirely satisfactory and at the present time
it is turning out large quantities.

I might add, during that period we were being hounded by tele-
phone and telegram by the Navy Department and other people for
production. We were lust making machines. I am happy to say it
was worked out all right and we are working at full blast now.
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Senator CONNALLY. You were helping yourselves when you invented
that as well as the Government; were you not?

Mr. HoToHKIss. Yes, sir. We do not deny that. Our backlog of
unfilled orders at the present moment is equivalent to 10 to 15 years
of pre-war business, It is not unusual to receive orders representing 5
years of pre-war business in one mail. We got a little scared of those
at first, but we are getting used to them now. Chart B on page 12,
if you care to pull that out, gives you an idea of our saleschart over
the previous years. The expansion in sales you will notice is rather
unusual, perhaps.'

Naturally, this enormous expansion could not be accomplished
without a tremendous increase in capital. Where were we to get this
capital? We could not conscientiously seek outside investment be-
cause, due to the tax situation, dividends were out of the question.
Also, we had an untried product, that is, for the purposes for which
it was being sold, and we were asking considerably less for it. Ad-
vance payments on contracts were not practical because of the large
number and variety of small contracts. In other words, we did not
have one big contract, or we did not have all our products going to
the same branch of the Government. There was not one prime con-
tract, there were a great many subcontracts and prime contracts. So
for us to try to get advance payments from the Government on the
contracts we would have to hire 50 bookkeepers to keep the books
straight, because you have to keep the costs separate for each contract.
Also because of thie haste in which deliveries were required. Deliveries
are frequently made on basis of telephone instructions before official
orders are even written. Under such conditions all available types df
Government financing become impracticable.

After exhausting the resources of our local bank, we went to the
R. F. C. for a loan which we obtained after pledging all contracts,
control, and assets of the corporation. The amount of this loan is
three times our invested capital. The loan was finally completed
about 10 weeks after the start of negotiations

We will start paying off this loan in August at a rate of 20
percent of sales per month which is approximately our profit on
sales before taxes. Since our taxes, under the proposed legislation,
amount to 87 percent of our net income-I will explain that later-
we can only pay off the loan by depleting cash which will be needed
for taxes in March. Therefore, it willbe necessary to negotiate
pew loans at that time. This condition will continue to pyramid
until such a time as the demand for our products drops off, and if
this should happen suddenly, we would find ourselves with enor-
mous inventories, loans to pay off and a heavy tax liability, with
no cash reserve. This constitutes an insolvent condition which
might be further exaggerated by an honest difference in interpreta-
tion of the taxing statutes that would result in further assessments
of taxes at a later date, Such an assessment could prove disastrous.

To illustrate that point on the difference of opinion, supposing,
for instance, we just built an engineering department in an old
building, we took a section of it that was not being used and fixed
it up for engineers and we charged it to repairs: Now, the tax
department might not agree with us on that. Later we might be
assessed taxes at a time when we could not afford to pay them,
and we might go bankrupt at that time. That particular thing
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might not be enough, but if you had an accumulation of them it
might. I do not mean to say we are taking a lot of liberties with
exemptions, but such a thing might be possible when you are work-
ing on such a close margin.

To take care of our increased business it was, necessary during
1941 and 1942 to spend about $80,000 on additional buildings and
machinery, which, of course, are all capitalized. This was only
enough to take care of actual expansion at the time the buildings
were built. We would like to have built the buildings large enough
to take care of our additional anticipated expansion. However, we
were afraid that we might go bankrupt in the process, due to the
heavy taxes.

It is true that there is a certain amount of relief to be obtained
under a certificate of necessity, allowing new capital equipment to
be depreciated over a 5-year period rather than the normal life of
the equipment. Actually this is more figurative than literal, as
these capital items are used or operated in most instances at three
times their normal rate. Due to the pressure under which everyone
is working, it is impossible to give these machines proper inainte-
nance. They are pretty well shot probably by the end of the 5
years.

We realize that the proposed House bill contains provision for
relief for which we might apply. However, these measures are not
specific and are subject to the judgment of the reviewing body.
Furthermore, much time would elapse in the review of our case and
the probabilities of relief could not be used as collateral at a bank.
The House bill proposes to allow the taxpayer to pay only 67 percent
of the tax on which he is requestiong relief, but this does not relieve
the taxpayer of any anxiety he may have over the possible results
of his appeal, nor can he plan for the future with any assurance of
having money vith which to do business. We believe that the law
should give clear-cut relief to corporations in similar circumstances
to ours, thus removing a considerable group from asking relief, and
giving the said gi'oup the opportunity of devoting its entire atten-
tion to operating, rather than survival.

I do not know just how these reviewing boards will be set uli, but
I presume there will be a great many companies asking for relief.
Certainly practically all companies in the same circumstances as we
are will ask for relief.

Senator CONNALLY. Let me ask you a question on that.
Mr. HoTolKlss, Yes.
Senator CONNALLY. What proportion of your business has been

taken over by the Army and Navy
Mr. HoTcHxiss. Probably 99.8 percent.
Senator CONNALLY. 99.8 percent of your business is going to the

Government ?
Mr. Ho'rcnKIss. Yes, sir.
Senator CONNALLY. Do you make other things besides this shafting.
Mr. HoTOcirss. It is all related to the shafting.
For your information, I have put a couple of pieces of our literat-

ture in the back, which gives you an idea of our products. I thought
you might be interested.

Senator TArr. Are the new products going to be produced after the
war, in civil life?
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Mr. HOTCHEISS. We hope so. We hope we can get the shipyards
and other people sufficiently flexible-shaft minded so we can main-
tain a pay roll similar to ou'.r present pay roll after the war, although
there certainly will be a. year or two of readjustment, during which
time we have got to watch our p's and q's or we will go broke,

Senator TAFT. I should thin even if you could sell your new
products the volume would be considerably smaller.

Mr. HOTcHRISS. Undoubtedly.
Senator TAFT. After all, there are not likely to be so many ships

built.
Mr. HoTcHKiss. Undoubtedly.
Senator CONNALLY. Are you the l)rincipal maker of this product

in the United States?
Mr. HOTCHKISS. We have a few competitors. As far as I know,

we are the only ones capable of making this particular shafting.
Senator CONNALLY. Then your contracts with the War and Navy

Departments are mostly negotiated?
Mr. HoTcHKiss, No, sir; they are all straight bid contracts.
Senator CONNALLY. If nobody else can make the product except

you it does not present a question of competition in bidding, does it?
Mr. HoTcilKiss. No; we get our price. We are not complaining.

As I mentioned before, we have been making a net profit before taxes,
of about 20 percent, on the present volume of sales. Naturally, our
overhead has gone up, but it has not gone up as fast as sales.

Senator CONNALLY. YOU mean you have made a net profit of 20
percent?

Mr. HOTCeiiIss. That is right.
Senator CONNALLY. That is pretty fair.
Mr. HoTcIiniss. We are not complaining about that. As a matter

of fact that 20 percent is pretty near necessary in order to have money
to do business with and maintain an enormous inventory, which we
are asked to maintain.

Senator TAFT. Is it necessary to have a net profit of 20 percent to
pay on the loan?

Mr. HOTCIuss. That is true. We are paying 20-percent profits on
our sdles during the life of the loan. We have got to make another
loan when this one is finished, and we are going to have to take all
the profits to pay it back. During the same period we are increasing
business. Tihe darned business doubles every 2 or 3 days. We cannot
keel) track of it, hardly. All we are looking'for is survival.

Senator CONNALLY. If they just let you alone you will be all right.
Mr. HOTciiiass. Yes, sir. We have no definite statistics to show

the number of concerns in similar circumstances to ours. We believe
there may be a thousand firms in the entire country.

We are making a uess at about 1,000 firms. Possibly that is high
and possibly that is low. We happen to have one customer that we
know is just about in the same boat as we are. They buy flexible
shafting from us and make a product that is used for drilling air-
plane parts, or drilling wings on airplanes, and so forth, and they
have had about a similar condition to ours.

To define such corporations, they must be subject to the following
three conditions:

1. The company must have very small capitalization.
2. The ratio of this capitalization to sales must be extremely low.
3. Base.period earniimgs must be so small as to render no relief for

the present financial problem,
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We submit, as schedule A, a calculation of our estimated taxes for
1942 based on the proposed tax legislation as passed by the House of
Representatives.

That is, Wye are guessing.pt $2,000i00-sales. Twenty percent of it
would be $400,000. We pay a total tak of $347,000, leaving us $52,924
to do business on.

Based on reasonably accurate available statistics, we find the fol-
lowing examples show our comparable position in relation to excess-
profits taxes under the proposed law as compared to other businesses
as illustrated in chart A. As illustrated in chart D-f rankly, I stole
that from Mr. Davidson; I tried to get his permission, but I could
not get hold of him, so lie can put me in jail if he sees fit-you will
find we are able to retain 1 percent as against 18 percent for the
aircraft industry, which is supposed to be the hardest hit, and so on
down. I included that in the brief here.
J. Industries that might be classed as exclusively "war industries"

range from 26 percent of total profits subject to excess-profits tax in
the motor-vehicle industry, up to 82 percent subject to such tax in
the aircraft-manufacturing group. This means that the motor-vehicle
industry can retain 43.3 percent of its entire taxable income, while the
aircraft-manufacturing group, which, however, is almost completely
Government financed, inay retain 18.1 percent of its entire taxable
income.

2. Industries that might be readily classed as essential normal in-
dustries show percentages of total incomes subject to excess-profits
taxes ranging from 12 percent in public utilities, up to 63 percent in
pulp and paper. Which means that tie public-utilities group may
retain 50 percent of its entire taxable income, while the pulp and paper
industry may retain 27 percent of its entire taxable income.

3. A fair weighted average of the first group, namely, the "war
industries," would indicate that they may retain 32/2 percent of their
net taxable income, while the second group on a weighted-average
basis would be permitted to retain approximately 35 percent of income.

4. Our business tnder the proposed tax legislation shows a per-
centage of earnings subject to excess-profits taxes of approximately
93 percent of the total taxable income, which means that we will be
permitted to retain 13 percent of our entire income. That is com.
pared with the 18.1 percent for the aircraft or 50 percent for utilities.

We have a plan wlich incorporates a theory of relief that is based on
the following tax philosophy:

1. We believe it to be the thought of tax-devising agencies that no
individual or corporation is entitled to become permanently enhanced
in worth as the result of war income. We subscribe to this theory.

2. Industries such as ours represent a new tax-producing factor.
Unless such factors are encouraged to continue in business as a con-
tinued source for taxable income, future taxing statutes will lose the
benefit of such income.

3. Both the Treasury proposals and. the Ways and Means Com-
mittee proposals for new tax legislation apparently have no intent
of imposing on industry the prohibitive rates to which our corpora-
tion will be subjected.

We believe that the two alternate methods for excess-profits tax
credit contained in the existing statute are sound for many corpora-
tions, Certainly, the investment method is sound where a normal
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relation of capital to income exists, and likewise the earnings method
is sound where going concerns have enjoyed reasonable normal and
continued profits. We feel, however, that the two existing methods
should be supplemented with a third method and the taxpayer be
given the option of using that which would result in the least tax in
his specific case. Therefore, we propose: That a blank exemption
from excess-profits tax be established and that said blanket exemption
be increased in a fixed sum for established increases in volume of
sales over the sales during the basic period from 1936 to 1939, inclu.
sive and that such exemption be allowed as a third optional excess-
proAts tax credit.

We submit schedule B as a basis for such a blanket credit.
Based on estimated earnings for 1942, such a. blanket credit would

permit our corporation to retain 80 percent of its total net income as
compared with 32 percent to be retained by war industries under
the present statute, and 35 percent for essential normal industries
under the present statute.

This proposal will only affect corporations in similar circumstances
to ours. And we present schedule Cto substantiate this.

If we assume that a corporation has an invested capital of
$5,000,000-understand I am interested in small corporations-and
an average earning during the base period of $300,000, then the credit
under the invested-capital method now in effect, 8 percent of
$5,000,000, plus $10,000, would give them $410,000 exemption. By
the average-earnings method they get $310,000, and by our suggested
method they would only get $180,000. I do not think I have gone
sufficiently into our schedule here. You notice we started out at 50-
percent and allowed $10,000 additional exemption. Then, if .they
have increased their business 100 percent we allow them an additional
$10,000, which gives them a total of $30,000 exemption. For 300
percent we allow an additional $18,000 exemption. In other words,
we have got specific amounts of exemption, so it does not help the big
fellow. In other words if it were in percentages rather than fixed
amounts, then you would find some of the big corporations would be
able to benefit by it because their earnings would go up on a percent-
age basis instead of on a fixed-amount basis. In other words,'in
order for a large corporation, or for any corporation, to benefit from
the proposed plan, the sales would have to increase 3,600 percent;
that is, for this $5,000,000 corporation.

Since the above case is predicated on but 6 percent earnings on
invested capital during the base period, said base period earnings
would have to be 2.8 percent of capital or less before any benefit would
accrue.

Should we increase the hypothetical earnings as to percentage of
invested capital, then the earnings method credit would be greater
and no advantage would result from the proposed plan.

In order for such a corporation to benefit from the proposed plan
as against the invested capital method the invested capital would
have to be $1,750,000 or less if sales increased 1,000 percent over the
base period. A lower percentage of increase in sales over ,the base
period would continue to make the invested capital method most
beneficial.

After giving effect to our proposed schedules and using the same
corporate figures used i$i schedule A, we submit schedule D, also chart
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C, which shows our relative position under the proposed House bill
and our plan. Have you any questions?

The CHAIRMAN. Are there any questions, Senator Connally?
Senator CONNALLY. NO.
The CHAIRMAN. Do you desire to file your brief?
Mr. HOTCHKISS. Yes, sir.
The CHIRMAN. You have followed it fairly closely, but you may file

it.

Is there any additional statement that either of the gentlemen who
are with you care to make?

Mr. HoTc aesS. Mr. Dawson.
Mr. DAWSON. I haven't anything particularly of importance, except

to explain the 20 percent. Mr. Hotchkiss mentioned 20 percent net
before taxes and 13 percent after, which would mean 2.6 percent on
sales is all the corporation would be able to retain. It is not enough
to take care of the expansion. They paid no dividends over a period
of years either.

Senator CONNALLY. That is before the tax was put on ?
Mr. DAwsoN. That is very true, but now they iave to pay for the

commitments that they made during the subsequent years. After all,
they had to spend a loi of money to increase the capacity 1,400 percent.

Mir. HOTCHKISS. Incidentally, we have no anticipation of paying
dividends at the present time.

Senator CONNALLY, You are accumulating in plant, though?
Mr. HoTcminiss. I do not deny that our plant is in better shape. It

needed quite a few repairs, and it has been able toget them. Never-
theless, we are doing exactly what they want us to do.

Senator CONNALLY. That is fine. I congratulate you.
Mr. HOTCHKISs. The more we expand the more we try to help on the

war effort the further we are sticking our neck out, because our profits
will all be represented in inventory and accounts receivable.

The CHAIRMAN. What is your loan with the R. F. C.?
Mr. HoTcnxiss. $300,000.
Senator CONNALLY. Thank you.
Mr. HoTCHKISs. Thank you, sir.
'(The schedules and charts submitted by Mr. Hotchkiss are as fol-

lows:)
SCHDur A

Proposed Ronse legislation

Estimated net income --------------------------------------------- $400,000
Investment method :1

8 percent of $134,000 ---------------------------------- $10, 70
Average loans, $100,000 -------------------------------- 8, 000
Specific exemption ------------------------------------ 10.000

Total e:mption -------------------------------------------- 28, 720

Balance subject to excess-profits tax -------------------------- 871,280

Excess-profits lax, 90 percent of $371,280 ---------------------------- 384, 152
Normal tax, 45 percent of $28,720 ----------------------------------- 12, 024

Total taxes ------------------------------------------------- 847, 076
Net profit after taxes ---------------------------------------- 52, 024

%Earnings method results in lower credit,
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SCHEDULE B

Proposed blanket exemption inethod

Increase In sales over Additional Increase in oles over Additional
bae period 190-39 emtion Exemption bose period 1930-39 nEemption

(percent) exemption (percent) exemption

0------------------...... 0 $10,000 00-----------------.... $10,000 $1000
50- ----------------- 0 20,000 ....................... 10,o000 10,000
100------------------:. 10,0 0 30,000 800 ..................... 10000 12D.000
200--------- ---------......................18,000 48o000 0--10, 00 I 000
300------------------. 10,:00 4 ,0)0 .....................10,000 140,000
400--------------------14,000 78, 00 Above 1,000 .............. ...... -110,000
500--------------------12,000 90,000

I Per 100 percent

SCHEDULE C

Let i1s assume that a corporation lots an Invetted capital of $5,000,000 and
an average earning during the base period of $300,000--

Then :
Credit under invested capital methid (now In effect) 8 percent of

$5,000,000 pis $10,000 ---------------------------------- $410, 000
Credit under earnings method (now In effect) ------------------ 310, 000
Credit under additional proposed method (assuming even that sales

have Increased 1,400 percent) -------------------------------- 180,000
Such a corporation would exercise the option of using the invested capital

method.

COMMENTS

1. In order for such a Corpotioltn to benefit from the proposed plan, sales
would have to Inerease at least 3,00 percent over the iase period sales. --

2. Since the above case Is predicated on but 0 percent earnings on invested
capital (hiring the base period, said base period earnings wold have to be 2.8
percent of capital or less before any benefit would accrue.

3. Should we Increase the hypothetical earnings as to percentage of Invested
capital, then the earnings mtetlid credit would be greater and no advantage
would result from the proposed plan.

4. In order for such a corporation to benefit from the proposed plan as
against the Ivested capital method the invested capital would have to be
$1,750,000 jr less if sales increased 1,000 percent over the base period. A lower
percentage of Increase In sales over tile base period wolid continue to inake the
Invested capital method most beneficial,

ScnsF.Duo, D

Sales, base-period average ---------------------------------------- $144, 000
Estimted sales 1q42 ---------------------------------------------- 2,000,000
Increase (percent) ---------------------------------------------- 1,400
Exemption proqlpscd plan --------------------------------------- 180, 000

Estimated net L.me -------------------------------- $400, 000 400, 000

Excess-pr(;fi's taX .lt -------------------------------- 1 80, 000

Income subject to excess-profits tax ---------------- 220, 000

Excess-proilts tax ----------------------------------------- 198,000
Income subject to normal tax, $180,000.
Normal tax, 45 percent --------------------------------- 81,000

Total normal and excess-profits taxes ----------------------- 279,000

Total net profit after taxes ---------------------------------- 121,000
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HOUSE PLAN-

$335,000
EXCESS PROFITS TAX

$13.000
NORMAL TAX

$53,000
AFTER TAXES ___.

-200-

OUR PLAN

$,1O00
EXCESS PROFITS TAX

$ eoo
NORMAL TAX

j121,000
AFTER TAXES

-0 -vz

TOUANS
DOLLARS

TOLERANCES bRAWN IC W0 AO, N0 NYSM
UNLESS a goTK INI ECIJD, A
DE1CINAL otNiKKoNpON -1001 M TPRACTIONAl, DININLEOUN d: ,AO0 LEjDT 72 4

DO -OT °-+,- OI& I DATiS 7C2877I

COMPARATIVE EFFECT OF
HOUSE PLAN 8 OUR PLAN

SUPERSEDES I MANUFACIUINO CO., INC.
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(The following supplementary brief nnd chart was submitted by
Mr. Hotchkiss:)

4ITPI.a'gNT\HY ]lHIEF OF (. F. HOTCIIKISS, JR., PRESIDENT OF STOW MANUFACTUR-

INO Co., TiNGIIAMTON, N. Y.

In our ori'gltiti lrl' M- \' )% established tle necessity for a plan to relieve cor-

porations a urs from the dlLtstrous effects of tie excess-profits tax as
passed by the lictuse of Representatives. We offered a plan. We think the
plan a good one ti(] we believe it will work, However, our plan is restricted
to relatively small corporal tlons with recent abnormal growth.

Therefore, we lrvont tl alternative plan which we feel could be used as
a simp11le over-cil furola11121 to protect all corporations from excessive and ruinous
taxation.

ALIERNATiVE PLAN

Comb1biled 1orta taX, stirtox, and excess-profits tax on aty corporation
slatuld be subject it a ceiling of not more than 70 percent of its taxable
income.

The essence of our formula is simplicity.
We do not advocate a lower rate of excess-profits tax.
We do not advocate a lower normal or surtax rate.
We (1o advocate at limit to the amount of total taxes.
The snmll loss of revenue caused by the ceiling could be easily recovered

by it very slight increase In the rates of either normal or excess-profits tax.
The ceilig idea Is elastic. The selling tnay be raised or lowered as ex-

perience dlcttts.
The ptrinciple of a ceiling in taxation reduces the necessity of liquidating

Inventories and equipment, or borrowing to pay laxes. Practically all profits
are represented by inventories rather than cash,

With a ceiling, the Congress need not be concerned about how high It tuade
the tax rates.

C11r ilan makes the possibility of taxing corporations into bankruptcy remote.
The nil-itnportant Job Is to win the war. Taxation should not be a damper

ont war production.
Post-war relief Is not the answer. Small corporations need help now to carry

on war production to the fullest extent. Therefore, any plan of post-war
relief would be too late to be of any help In winning the war. Post-war relief
locks the barn after the horse has been stolen.

Patriotic concerns are more concerned with their ability to stay in business
and continue the war effort than they are with pecuniary gain,

T he attached chart illustrates our plan.
Respectfully submitted,

0. F. HO'rcuIlss, Jr., Presidet.t
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The CHAIRMAN. Mr. Robineau.

STATEMENT OF M. H. ROBINEAU, PRESIDENT, FRONTIER
REFINING CO., CHEYENNE, WYO.

Mr. ROB FAU. Mr. Chairman and gentlemen of the committee, I
am the president and general manager of the Frontier Refining Co.,
a small corporation organized under the laws of Wyoming. We are
in the business of operating a refinery; we make petroleum products
at Cheyenne, Wyo., and operate a few service stations. We come in
the class of a small corporation.

Senator GUFFY. Do you produce your own oil, or buy oil?
Mr. RomNiAw. We buy oil from the field.
I am also appearing here to speak for two other small oil com-

panies, the Minnelusa Oil Corporation, of Denver, Colo., and the
Perry Petroleum Co., of Denver.

I would like the committee to feel while I am not authorized to
speak for others, I do make my plea For the many small corporations
with contractual obligations who I am sure will be affected all over
the country by the proposed bill from the House Ways and Means
Committee.

I would like to use our company as an example of what we feel works
an undue hardship.

Our company was formed in June 1940. At that time we acquired
part of the properties of a predecessor corporation. Those particular
properties had a good earning record during the base period, but be-
cause of our method of acquiring, we are not permitted to use the
average earnings base and we have to go on the invested-capital base.

Our invested-capital base, because we took the properties over at
their book value, is low, approximately $100,000. This has worked
an undue hardship on us. Have been reading the general relief pro-
visions in the proposed bill. It is possible that we may be able to
get some relief, we may be able to qualify for relief under this ab-
normally low invested-capital base, but the way these relief provisions
are worded, there is no yardstick to determine whether we can or
cannot get relief, or what the relief will be, and we are placed, you
might say, at the mercy of the Commissioner, or the Board of Tax
Appeals, and we might be involved in serious and expensive litigation
for many years, and during that period, our contractual obligations
must be paid on the due date.

In other words, companies in our situation might conceivably go
broke while appealing for relief.

Our com pany, during the fiscal year-we operate on a fiscal-year
basis, which ends May 31--during the fiscal year which has just
ended, we 'made $180,000 net profit, before Federal income and
excess-profits taxes.

Based on the existing law, our normal and surtax total approxi-
mates $85,000 and our excess-profits tax totals $68,000, or a total
of $103,000. If the present retroactive clause for a fiscal corporation
goes into effect in the final bill, that $108,000 will be raised to
$121,000.

Based on $103,000, that still leaves us from $180,000, $77,000, which
permits us to make our debt payments and still have something left
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for plant improwements and to maintain' 0' -working capital pi -
tion.

I might state, at this point, when we formed this company in 1910,
the proplerties we took over were not a complete modern operating
unit. At the time we formed the company, we knew we would have
to add improvements, specifically, the addition. of t cracking plant,
thermal cracking unit which would cost us approximately $200,000.

In order to make these improvements, we borrowed $175,000 on
5-year serial bonds which mature at the rate of $35,000 during this
present fiscal year and $40,000 a year thereafter.

Under the 'existing law, for fast year we came out all right. We
do not have anything left for dividends. We will not be able to pay
any dividends, but at least we can pay our debt, and we can make
rho necessary plant improvements, which, in an operation of our size,
has run during the last 2 years at approximately $40,000 to $15,000
a year.

Those are plant improvements which we cannot charge off to
maintenance under the internal-revenue regulations.

Under this proposed law, assuming we can make $180,000 again in
this coming year, which I do not think, in this particular year we
can, because, in our business, in our oil business, we have ceilings On
our selling prices and the consumption has gone down because of the
tire situation and other reasons, yet the costs of our operation have
gone up because we have had several wage increases, and we are prob-
ably faced with some further wage increases-assuming we did make
$180,000 in the next year, under the present proposed law, our taxes,
the normal surtax and excess-profits tax, as we figure it, will run
$145,300.

Deductiuig that from $180,000 leaves us $34.700, which is barely
enough to pay ourl debt umturity of $35.600. Even collttiing on the
depreciation reserve we can set up. we, cannot have enough cash left
over to take care of normal plant improvements 01' to maintain oir
working-capital posit ion.

In our particular instance, there may or may not be a sufficient cash
reserve to carry its through for soine period of time, but no company,
no matter how large, can stand a continual drain on its cash. There-
fore, unless we can get relief, we are quite likely to go broke.

Either one of two things could happen: We could be forced into the
hands of a creditors' committee, or we would be forced to sell out to a
large oil company. I do not think that either one of these alterna-
tives are desirable to anyone. They are certainly not desirable to
companies such as ours.

I do not believe they are desirable to the community, because I
believe each of you gentlemen can think in your own communities of
two or three companies similar to ours that are of value to that com-
munity. They have the opportunity to be of more value than the
branch offices *of large companies, because they are more interested in
the community life; they have usually larger pay rolls in that
particular area.

I am sure everyone in the community will suffer, either directly or
indirectly, if a corporation such as ours is forced out of business. I
n sure the Government will lose taxes if that happens.
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I cannot conceive that companies operating under creditors' coin-
mittees can pay as much taxes as we can pay, if maintained as a going
COnCerll.

I do not believe, if we were forced to sell out, or if companies like us
were forced to sell out to larger oil companies, with branch-office
operations in those particular communities, they would pay, as large
taxes, or the total entity would pay as large taxes, because the large
corporations are well capitalized by the public, are capitalized on an
earnings basis and can only expect to make 4 or 5 percent on their
invested capital, and they visually have losses, or they have a large
enough base so that they can absorb mergers, the companies bought
such as ours and not pay the high percentage of tax that we will pay
and are willing to pay if we are permitted to exist.

The CHAIRMAN. What do you propose?
Mr. RoBiNEAu. I propose'that there be some sort of provision for

relief of contractual debt, a debt which is a bona fide debt, which was
in existence way before January 1. 1942, when this current law was
being enacted.

I realize that the Government must have some protection. This
means a reduction of some revenue, although I do not think they
would be major reductions. These are all small corporations.

We are talking about small money. While it may add up to two
or three million dollars, yet, in proportion to the whole bill, it is not
a major thing.

The Government would want certain restrictions. I am not a tax
expert. I only know how I urn hurt by this Iarticular law.

I suggest you may have one limitation that could be put in, that
exemptions under the excess-profits law should not exceed, say, the
total sum of $100,000 a year or $50,000.

Senator DANAIIiR. Hlow about a percentage of the outstanding
debt,?

Mr. ROBINEAU. Say not over one-fourth of the outstanding debt,
something like that, or, in the alternative, it shall not be more than
the actual contractual payment which is due in that year. In other
words, because we had relief, we could not anticipate.

Senator CONNALLY. You would only get relief in the event you
retired the debt.

Mr. RoRINEAU. That is right, only relief on actual payment of the
debt.

The CHAIRMAN. You would have to have a percentage of your real
income, that is, the percentage of your earnings used'in computing
your net income just the same.

Mr. RORINEAU. It seems to me there would have to be some per-
centage.

Senator GuvnxW. Mr. Robineau, how many barrels a day do you
refine?

Mr. Ronrsxnu. We refine 1,500 barrels a day.
Senator GurrxY. 365 days a year?
Mr. RoHINEAU. No. Our actual stream time may be probably 300

days a year.
Senator JOHNSON. As you add to your capital investment, are not

you able to make investments?
Mr. RonINaAV. Not in proportion to the earnings we made. We

happen to have an abnormally low capital base.
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Senator JoHNsoN. You said because you purchased the company at
its book value you have a low capital base. Did you pay more than
$100,000 for le company?

Mr. ROSINwAU. I would probably have to explain it, how we ac-
quired the company, to show why this is an abnormally low invested
capital base,

I was formerly an officer and stockholder in the predecessor com-
pany, from whom we acquired the properties as the result of a law-
suit, and in settlement of the various difficulties, these properties were
divided, so I received the properties.

So, my invested base, or our invested base, because we have other
stockholders besides myself, goes back to the original investment in
the predecessor company, you see, back in 1924 or 1925, which was
$100,000.

I did not get the benefit of the earnings that these particular proper-
ties made during the base period because we are not considered a tax-
free reorganization.

The CHAIRMAN. I understand that.
You only had a tax base of $100,000 plus, of course, the amount of

your borrowed money for capitalization purposes.
Mr. RoBINE~u. Yes; we have that.
The CHAIRMAN. I think we understand your situation.
Mr. RoDINEAU. I would like to also make this plea, that in your

relief provisions, either they be clarified in some way so that companies,
such as ours can be sure we can get relief, or some definite yardstick,
or some definite statement of how the relief we can get will be worked
into the bill, so we would not be in the position of trying to get relief
based on our investment capital basis, being abnormally low, and we
would be in the courts for years to get this relief.

Senator Gur. What does your oil cost delivered to the refinery?
Mr. ROBINEAU. It costs us $1.37 per barrel.
Senator GvFtry. You must have a very economic refinery or have

a very good sales organization. According to your own figures, you
make 40 cents a barrel.

Mr. ROnINEAU. We operate in what is known as a high differential
area. We have the low cost of crude as compared to the sales price we
receive for our merchandise.

The CHAIRMAN. Thank you, very much.
Mr. Spence.

STATEMENT OF PAULSEN SPENCE, REPRESENTING SPENCE
ENGINEERING C0,, INC., WALDEN, N. Y.

Mr. SPE~cE. Mr. Chairman and members of the committee, in fol-
lowing these proceedipgs this morning, I have little to add to what
has been said - for instance, by Mr. Hotcfkiss and the other two gentle-
men ahead oi me, but it seems to me that the Congress, in general, in
the proceedings this morning, have ovelooked the essential point.

Now, as far as I am personally concerned, I am not asking for any
relief, because I have my statement here and it shows that I am sitting
pretty, but I have a plant which is, a; present, producing about $500,-
000 worth of essential war materials !. year.

That plant is capable of turning out a million and a half dollars
worth of essential war material. Now, under the proposed tax law, as
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it now stands, I haven't got enough money to finance that much business,
and it would seem to me that the essential point that you gentlemen
should consider is: Do you want to collect taxes or do you want to get
out war production?

Senator CONNALLY. I do not think we can get out war production
without any taxes, do you?

Mr. SPENCE. Well, you can do both. There is an economic term that
is known as the law of diminishing returns.

Senator CONNALLY. I have heard of that.
Mr. SPENCE. Now, if you tax me less so I could keep some of that

money to use to finance this increased business, you would actually
collect more dollars. That is the thin that ou want to remember.

Now, the next thing to consider is fhat when the war is won, we still
want to keep collecting taxes, and certainly, you do not want to put
these small corporations in a position where they cannot keep on doing
business.

Now the cost of the war will have to be paid, and the cost of the war
can only be paid by prosperous business. Now, my contention and
what I suggest to the committee is this: On a small corporation-and I
call a smallcorporation one that has an invested capital of less than a
million dollars--I do not think you should try to collect more than
20 or 30 percent total taxes; if you do that, you are going to get more
employment, and you will collect more taxes, not only from the corpora-
tions but from the stockholders and their employees.

So that the Treasury is going to get more dollars in the end, and we
are going to have more income left to improve our companies with.

Senator CONNALLY. What do you make?
Mr. SPENCE. Pressure-reducing valves. They have to be installed

before the plant will run.
One reason I wish to apologize for not having a prepared brief, I

have been too busy trying to get a couple of war plants started to get
to a stenographer.

I would like to be questioned, Senator, about the points that I have
raised.

You have been questioning these other people, now you may question
me.

Senator CONNALLY. All right. What are you in such a terrible hurry
to get these two war plants started for, if you cannot make any money
ont of them?

Mr. SPENCE. Because I am patriotic. I happened to have been born
and raised in Louisiana. If I went by dollars and cents only, the
only thing for me to do is sell my plants and invest my money in
municipal bonds and go back to Louisiana and cat-fishing. The only
reason I do not do that is because I am patriotic.

Senator CONNALLY. We congratulate you.
Mr. SeraNc,. We can do more if you 'let us, but if you will look at

my statement here, and see how I am going to pay my taxes and
finance the inventory that I have to carry in order to do business, well,
then the cigar is on me.

Senator CONNALLY. How much mortgage do you have?
Mr. Semcw,. I have a small note at the bank to cover two turret

lathes. If I have to operate under the proposed law. I will not have
enough cash left to pay for the two turret lathes, but I happen to have
s0ome (If wy 'own and T am paying for them myself.
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Senator JOHNSON. I thought you said a moment ago you were sit-
ting pretty.

Mr. SPENCE. I am. Look at the statements.
Senator CONNALLY. How much profit did you have last year?
Mr. SPENCE. I have forgotten exactly the sum. About $20,000, I

think.
Senator CONNALLY. That is 10 percent.
Mr. SPENCE. Yes; we ran about 10 or 12 percent.
Senator GUFFEY. Do you get a good salary?
Mr. SPENCE. Yes; I qet a good salary.
Senator CONNALLY. 1he salary comes out before taxes.
Mr. SPENCE. Well, you have to pay taxes, too, on salary.
Senator CONNALLY. I know that. I pay on mine, just the same as

you do on yours. You say you made about 10 percent last year. You
have an estimated net income for 1942 of $50,500.

Mr. SPENCE. That is right.
Senator CONNALLY. And about $32,000 of that is war profits.
M1r. SPENCE. Maybe it is.
Senator CONNAiLY. Do you think you should pay something on

that?
Mr. SPENCE. I am not trying to get out of paying on income.

Don't get me wrong.
Senator CONNALLY. Yoi were asking us to ask you some questions,

and I am askingyou.
Mr. SPENCE. I personally believe-
Senator CONNALLY. Don't get too close. I don't want any personal

difficulties.
Ir. SPENCE. I personally believe, if you a.k me, that every person

should pay one-third of their increased income.
Taking'the average income for the years 1936 to 1939, inclusive, I

think everybody should pay, in 1942, one-third of their increase for
the individual, but that is not a corporation.

Whv Because people do business on a corporation basis which
is perfectly legal and well recognized, why l:iould they be stuck?
If my business was a partnership, my taxes would not be anything
like as high as they are.

On the basis of net corporate income for the year 1942 of $50,500,
one of our stockholders, a widow who owns 71/2 percent of the stock
and has outside income of $1.200, would, in reality, pay a tax of
$2,505.68 on her proportionate share of $3,787.50 of the corporate in-
come, on the assumption that all income eatned by the corporation
above taxes was to be distributed.

On the other hand,'if the same income, the same amount of income
were to be earned, either as wages, profits from an individual pro-
prietorship, or a partnership, the total tax to be paid thereon would
amount to but $773.25.

Therefore, this stockholder must pay additional taxes amounting
to $1,732.43, simply because her income 'was derived from the earnings
of a corporation.

This is not in pursuance of section 8 of the Constitution of the
United States.

The CHAIRMAN. Is there anything else that you wish to say at this
time?
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Mr. SPENC: Well, sir; I wish to reiterate what I did say, that the
tax law should be designed to help us get out production, and it
also should give us sonic credit for being smart and lkowing how to
turn over our capital fast.

The CHAIRMAN. You get that in profits, if you Fucceed in makingthem.

Mr. StaNcE. Well, sir, I do not see how you can get that in profits
when this year my taxes, my corporation's taxes, on earnings of
$50,000. will be $32,000. I do not.see how you can call that making
money.

Here are the figures.
Senate or CONNALLY. Now you said you had $200,000 invested?
Mr. SPENcE. Yes.
Senator CONNALLY. You figure this year you will make $50,500.
The CHAIRMAN. You mean you will make $50,000 after taxes?
Mr. SI'ENCE. No, sir; we are figuring on $50,500 net profit before

taxes.
Our taxes will be $32,000.
Senator CONNALLY. That is 25 percent, is it not, $50,000 on

$200,000?
Mr. SPENcE. That is 25 percent, yes; but take the taxes out, then

what do you have?
Senator CONNALLY. That is what I am talking about. That is why

I am talking about the taxes.
If you make 25 percent net profit before taxes, some of it ought to

go in taxes, ought it not?
Mr. SPENCE. Senator, don't get me wrong. I am not saying we

should not pay taxes, but the taxes should be such that it leaves us
enough to keep on doing business and encourages us to do more
business.

Senator CONALLY. I think it will.
Mr. SPENcE. Not that tax, the way it stands now.
Senator CONNALLY. If your profit jumps from $20,000 last year to

$50,500 this year it seems somebody helped you to do that.
Mr. SPE CE. Senator, let us put it the other way. Just supposing

I had not had my plant in a position to get out that much busi-
ness-

Senator CONNALLY. You would not have gotten it, of course.
Mr. SPENCE. Do you think Mr. du Pont, Mr. General Electric, and

Mr. Albert Kahn, and all those fellows would have the reducing
valves required to operate their war plants?

Senator CONNALLY. That is a technical matter.
Mr. SPENCE. It is very technical. That is the whole situation.
The CHAIRMAN. Your point is, the rate is too high?
Mr. SPENCE. Entirely too high for a small corporation, especially a

corporation having a low capital and a big turn-over of their capital.
The CHAIRMAN. We appreciate your statement. Thank you, sir.
Mr. SPENcE. Thank you.
(Mr. Spence submitted the following memorandum:)
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MEMORANDUM SuaMrrrED aY PAUUVSN SPE O, REPRE:SENTINo SPENcE ENOINEWNG
Co., INc., WALDEN, N. Y.

For instance, a manufacturer with whom I am personally acquainted who
operates under the corporate form of organization, has an invested capital of
approximately $350,000. This concern has been in business continuously for the
past 100 years and manufactures an article essential for the manufacture of
paper but not even remotely connected with war production.

The business has been extremely well managed and has been consistently
profitable except during the depression years.

This concern, because of war restrictions, is unable to purchase raw material
although it has on hand a sufficient supply to enable it to continue manufacturing
the remainder of this year.

Due to war conditions, the business of its customers has fallen off to such an
extent that it has received a great many cancellations of orders during the first
6 months of this year,, although it continued to manufacture, placing a good part
of Its finished products in stock so that it now has on hand a sufficient supply of
finished goods to supply its customers during the remainder of this year.

A statement prepared as of June 30 showed a net profit for the 6 months of
approximately $50,000 on which the tax calculated at present rates, will amount
to approximately $25,700.

The problems with which this manufacturer is faced are the following:
1. It can close down its plant, throw all of Its employees out of work, reduce

its overhead to a minimum, and at the end of the year will have about the same
amount of profit and taxes as at June 30.

2. It can continue operations at a fairly normal rate, placing the goods manu-
factured in stock, in which case the reduction in sales volume and underabsorptlon
of overhead will by the end of the year In all likelihood not only eliminate the
profit earned for the first 6 months of the year, but result in a considerable loss
besides.

If the excess.profita tax were less burdensome to the small businessman, it
is likely that this manufacturer would make a desperate effort to partially
curtail his operations for the remaining 6 months of the year so as to enable
him to make a reasonable profit. As the tax now stands however, lie has
about decided to discontinue operations and to absorb the profits earned during
the first 0 months of the year through overhead expenditures with the result
that the corporation will show no profit and therefore pay no taxes for the year
1942.

If such small manufacturers of ess entlal commercial products who find it
impossible because of the nature of their plant and equipment to convert to war
production are to be not only deprived of their source of raw materials but also
to be subjected to what amounts to confiscatory taxes, it will only take a few
years to eliminate such producers from the field entirely with the resultant
loss of their capital and the employment it would supply.

Ileturning to the Spence Engineering Co., Inc., situation:
In order to increase the volume of business from $313,000 for the year 1041

to approximately $464,000 for the year 142, it will be necessary to expand
the corporation's currtmt position by Increasing its working capital from current
Income by at least $15,000 which amount added to the liquidation of pressing
current obligations of approximately $9,000, will result In the application of
$24,000 of the income of the year 1942, leaving approximately $31,000 cash
available for the payment of taxes aggregating $32,000 provided all accounts are
collected and no unusual losses sustained, which would leave the corporation
with no cash balance whatever at the end of the year.

Assiuning that in accordance with the foregoing, all profits resulting from
the increase in volume of business were converted into cash and used for
the liquidation of taxes the corporation would then hae current assets of

$133,000, represented by accounts receivable of $48,800 ant inventory of $84,200
against which it would have current liabilities represented by notes and accounts
payable of $61,100 so that in order to liquldate its current liablitles, it would
be obliged to collect 100 percent of its amounts receivable and In addition thereto,
reduce Its inventory some twenty-odd-thousand dollars, which would be impossible
it the corporation is to continue in business.
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SPENCE ENGINEERING Co., INC.

Pro fortma calculation of income and exces8-profits taxes for the near 1942, based
on net income of $50,500

Based on Invested capital of-

$.00,00 $341,700 $473,00

(1) (2) (3)

Erceesprots tax

Normal tax net Income ........................................... 0. $30,000. 00 $00,000.00

Excess-profits net Incon ...................................... 60,0 5 0, 600. 00 00, W.00
Less excess-profits credit, 8 percent ........................... 10,000 27, 33 00 37, 80 00

liolance.- ......-............................................. 34,000 23,164.00 12,620.00
Less specific exemption .......................................... 10,000 10,000.00 10,000. 00

Adjusted oxcessprotts not Income.......................... -- 4, 10 13,164.00 2,020.00
Excess-profits tax, 90 percent ................ 2..................... 2, 050 11,847. 0 2,358.00

Arormal tax
Normal tax net Income .......................................... 50.00 0,0 00.0O0 00, 0. 00
Less adjusted ex(es.profits tax net Income ........................ 24, 00 13,104.00 2,620.00

Normal tax base ........................................... 20, 000 37, 33A.00 47.00

Normaltax ....................................................... 4, M0 8,074, tA 11,342.
Stirtax

Normal and surtax base net Income .............................. 20,000 37,330. 00 47,00. 00

Surtax .................................................... 2.820 03,447. 52 0, 821. GO

Total excess profits, normal, and surtax ..................... 20,430 20i 3-,. 28- 23,022.40

(1) Basd on nvooted capital represented by cost of assets acquired in reorcanlzation by the Issue of
preferred slock,

(2) nsI on sound value or assets-cost new less depreclation-As ot the taxable year.
(3) Based on appraised valtte of essets-before dcpreciation a.s of the taxable year.

NoT.-The New York State tax will approximate $3,000 additional for each year.
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EXHIBIT A.-Contructive balance sheet, Dec. 81, 194.

$31,365.94
Current assets:

Cash on hand and on deposit -----------------
Accounts receivable -------------- $36, 769. 98
Less: Reserve for bad debts --------- 3, 663. 89

33, 100.09
Inventories -----------------------------.. ..... 84, 217. 52
Cash surrender value of life insurance (net) ------ 675. 00
Loan recivable-stockholder .-------------- 175. 83

Total current assets ----------------------------------- $140,'540, 38
Treasury stock --- ..------ -- 400. 00
Capital assets:

Land --------------------------- $2,000.00
Buildings, structures, and improve-

ments ------------------------- 49,961. 18
Machinery and equipment- .-- .----- 57, 309. 00
Jigs, tools, and fixtures ------------- 13, 552. 59
Patterns ------------------------- 41,137. 67
Flasks------ ------.-------------- 1, 875. 00
Automobiles --------------------- 2, 068. 52
Furniture and fixtures -------------- 5,554. 21
Drawings and cuts ------------------ 12. 53

Total fixed assets ------------------------ $173, 470. 79
Less: Reserve for depreciation ----------- 42, 429. 70

Patents, unam ortized cost ................. ....................
Deferred charges:

Expenses paid in advance ........... .. ------- $1, 538. 14
Experimental expenses ----------------------- 608. 17

131, 04L. 09
13, 354. R4

2. 14A. 21

Total ..--------------------------------------------- 296, 482, 62

Current liabilities:
Notes payable, banks ------------------------ 3, 557. 50
Notes payable, others ------------------------ 14, 500. 00
Accounts payable, trade ---------------------- 19, 777. 29
Accounts payable, commissions ----------------- 8, 097. 95

Accrued accounts:
Salaries and wages ------------------------- 5, 637. 83
Taxes --------------------------------------- 9, 499, 95
Miscellaneous ------------------------------- 100. 85
Reserve for taxes ---------------------------- 15, 730. 34

Total current liabilities------------------------- ---..--
Capital:

Capital stock:
Preferred 5 percent cumulative, no par

value; authorized, 1,250 shares, issued
and outstanding, 1,151 shares ----------- $101,002. 84

Common stock, no par value; authorized,
issued, and outstanding, 100 shares -------- 5, 000. 00

Total capital stock -- .......... ------- 106,002.84
Surplus ----------------------------------------- 113, 578. 07

76, 98.1,.1I

Total capital ..........------------------------------- 219, 580 91

Total ----------------------------------------------- 296, 482. 62
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Exurr B.-Eatnated summary of income for the yedr ending Dee. 31, 1942

Net sales ------------------------------------------------------- $464, 341, 32
Cost of sales -------------------------------------------------- 275, 638, 50

Gross profit from sales ------------------------- ------- 188, 702.82
Taxes (social security, unemployment, franchise)--- $4,286.90
Selling, administrative, and financial expense --------- 129, 885. 54

134,172.44

Net profit from operations -------------------------------- 54,530. 38
Other income -------------------------------------------------- 1,406, 86

Net Income for the period (before depreciation) ----------- 55,937. 24

(The following ktter and statement was submitted by Mr. Spence:)
SPENCE ENOINEFITNG Co., INC.,

WAWEN, N. Y., August 4, 1942.
Hon. WALa' F. GEORGE,

Ohairman, Senate Finance Committee,
Washington, D. 0

My DEAR SENATOR: When I appeared before your honorable committee, Senator
Connally questioned me regarding our earnings for the year 1941.

I did not have that Information at my fingertips an the $20,000 I mentioned
was that which was left after depreciation and Federal taxes.

I beg permission to add this letter and the attached profit and loss statement
for the year 1941 to the record.

You will note that out of a profit of $36,070.20 we paid $10,660.85 Federa) taxes,
or approximately 30 percent.

We have the. necessary machinery, the room, the engineering organization,
drawings, tools, etc., required to turn out $928,682.64 worth of goods per year.
This, based on our present operating conditions, would give us a net profit of
$111,874.48.

If our total Federal tax were 80 percent (the same as 1941), we would not
only double our production but would pay $33,562.34 In taxes which is more
than we will pfay this year.

This would leave us $78,312.14 which would be sufficient to finance the $928,-
682 64 business that we have the plant capacity to do.

For the Information of your committee, I wish to state that I have already
given orders that, unless the 1942 tax law is drastically modified, we are not to
accept more than $30,000 worth of business per month, because that is all that I
feel we can safely finance under the present tax program. If the Federal Gov-
ernment wishes to takes over our plant, it is welcome to do so.

It would seem to me, that at the present time when the all-important objective
should be-win this war-and when we all know that the war cannot be won
without greater production, It would be a tragic blunder to force small corpora-
tions, who have no means of securing necessary working capital except through

earnings, by enacting an unconstitutional, confiscatory tax law, to reduce their
production.

The situation would not be so bad If the law lad a provision in it that, In case
a taxpayer could not liquidate his Inventory, the Federal Government would
accept this Inventory in lieu of taxes at its market value. In other words, it,
case business fell off to the point that we could not sell our Inventory In order
to pay taxes, we could load a truck with reducing valves and dellver them to the
collector of Internal revenue at Newburgh, N. Y. and say, "Here Is your tax
money."

I believe that the House of Representatives made a mistake when It placed all
corporations in the same category. Large corporations have means of securing
funds which are not open to small corporations.

Furthermore, the tax bill, in its present form, tends to accelerate the present
trend toward concentrated economic control. Many thoughtful persons realize
that It is this trend that is destroying our Constitutional -Republic. If the Con-
gress really believes in private enterprise, It should endeavor to halt this trend.
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1, therefore, suggest:
1. That the combined normal corporation tax and surtax not exceed 80 percent.
2. That no excess-profits tax be levied on legitimate business corporations hav-

ing a net worth up to $1,000,000, provided that no part of the excess profit is
paid in dividends and that it be used for plant and business expansion or kept

reserve in the form of defense bonds,
3. That a graduated excess-profits tax be exacted on corporations having a net

worth over $1,000,000 and up to $15,000,000.
4. That all corporations with a net worth of more than $15,000,000 pay the

same excess-profits rate as were levied during 1941.
I wish to thank your honorable committee for the courteous attention accorded

me.
Respectfully submitted.

SPENCE ENGINERINO Co., INC.,
PAULSEN SPEr'cF, President.

SPENCE ENoINEiRINO CO., INC.

SUMMARY OF INCOME (BEFORE DEPaECIATION AND FEDERAL TAXES) FOR THE YEAR
ENDING DEC. 51, 1041

Net sales ------------------------------------------------------ $310, 441.39
Cost of sales -------------------------------------------------- 174, 560.91

Cross profit from sales -------------------------------------- 135, 874. 48
Taxes (social security, unemployment, franchise) ---- $1, 869. 58
Selling, administrative, and financial expense ---------- 98,866. 73

100,736. 31

Net profit from operations -------------------------------------- 35,138.17
Other income --------------------------------------------------- 932. 03

Net income for the period -------------------------------------- 86, 070. 20
Taxes paid:

Federal income tax ---------------------------------------- 10, 160. 35
Capital stock tax .......... % -------------------------------- 500.00

'Greater part of social security tax included in cost of sales-(shop).

The CHAIRMAN. I believe that exhausts the list of witnesses who
were to appear, so the committee will recess until tomorrow morning
at 10 o'clock.

(Whereupon, at the hour of 12: 30 p. m., the committeB recessed
to 10 a. m., Friday, July 31, 1942.)
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1RMtAY, JULY 31, 1942

UNrr STATES SENATE,
COMMITTEE ON FINANCE

Washington, b. 0.
The committee met at 10.. par~iatt adjournment in room

312, Senate Office Buil4ing, Senator Walter f. Gorge airmana)
presiding. . "

The CHAIRMAN,JT'Oe committee will come to order, ple.
Mr. Brio'ht ,.
Is Mr. JAsepb E. Bright, of Buffalo, in the' oom V
(No respolse.)
The CHA )MAN. Mr.. Sturtevant.

STATEMEW OF RICHARD D. SrUT VAN, ASSISTANT SECREU4 RY,
a JEWEL TEA CO,IRC,ARRnGTON, ILL.

The CHAIRMAN. 4r. $turteyant,,wi* yoiA give your name and usi-

ness connetions an dssociatqns to theport,'r"
Mr. STItTEVANT. ky nafoj is Richsrd D.$turtevant, of Bai'ing-ton, Ill. i ° , : , ,
I am assistant secretary, of the Jewel Tea Co., and,sin also justee

or one of thetrustees of the profits ahring apd retirement program
maintained byhthat company for its-employees. IP

The CHAIRM*. You are addressing your remarks, I beljoe, to the
pension trusts? ... . ,,

Mr. STURTEVANTqThe provisions of section 114 of thleevenue Act
of 1942 as they deal with pensions and other employee benefit plans.

'The CHAIRMAN. Yes, sir. All right, you my proceed with your
statement.Mr. STURTEVANT. In the interest of saving time, I will forego
inclination to spend some time with the detqils of the plan which
we operate, but I wish to refer to the statement which I made before
the House Ways and Means Committee in which those plans are
described (see p. 2462, Hearings on Revenue Revision of 1942), and
from time to time, as I cover certain points, will refer to our program
and plans as illustrative of the points which I wish to make.

The CHAIRMAN. Yes, sir.
Mr. STURT9VAXT. Then, if there are any questions about the de-

tails of the plan, of course, I will be glad to go irto that, if there is
tine.

I plan to cover two things: First to show why I believe that the
provisions of section 144 as adopted by the House of Representatives,
if enacted into law, will destroy incentive profit sharing, and second,

76093-42-vol, 1-80 455
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to tell you why I believe that it would be extremely detrimental to
destroy those plans.

Senator VANDENInO. You do not have to argue with me on
either point.

Mr. STURTEVANT. That is encouraging Senator Vandenberg. As a
preliminary to the discussion of le frst point, I think it might
be well to point out that there are substantial and real differences
between pension plans and profit-sharing plans, differences in ob-
jectives, differences in mechanics, differences which make it ex-
tremely difficult, if not impossible, to treat them in the same manner
as has been attempted in this bill.

I think the result of the effort to treat them without distinction
has been that here may be a fairly reasonable treatment, I believe,
of pension plans, althu ,. 4 h there a ire undoubtedly objections from
that standpoint, too, but from the standpoint of profit-sharing plans,
the result is complete destruction of incentive profit sharing.

In speaking of profit sharing, I also ought to make it clear that
I am speaking not of cash bonuses, which are, of course, not covered
in this section, but speaking of plans which involve the use of
retirement trusts, the placing of the money into a trust fund, as,
of course, bonu.es are not covered,

I think it might, be -well to also state that there are two types
of lprofit-sharing Iplans of the deferred distribution type, one of
which is broad in its coverage, and is primarily de signed to pro-
vide a retirement fund for the greater percentage of the employees
of an organization, soeIw~hat comparable to the objectives o f a
pension plan but approaching it from the standpoint of making
profits available for the building up of the fund; the second type'
is the one which I am more deep y concerned about and that I
might designate as incentive profit sharing, the kind of profit shar-
ing which depends for its effectiveness, upon the ability of the
plan to incite the individual participants to greater effort and to
greater efficiency, and to reward them for the accomplishment of
the results which are over and above the normal standard of the
work which is performed by those employees.

Senator BlowN. May I interrupt you there, sit?
Mr. STUI TEVANT. Yes.
Senator BhowN. I think everybody agrees thit the pension plan' is

a good thing.
Mr. STUiV.YANT. I think so, too.
Senntor BrowN. The Treasury's objection, I understand, and the

thing that I would like to have you direct yourself to before you are
through, is whether or not the pension plans may be used as a means
of tax avoi(lance by people in the higher brackets.

Mr. STUTE-ANT. I intlnd to deal with that.
Senator BnowN. That is the thing that concerns the Treasury and

concerns the committee.
Mr. STUCrFvANT. That, I am sure, is the major consideration, but

I would like to give some of the background first, with your per-
mission.

Turning then to the application of the provisions of this bill, or
this measure, to profit-sharing plans. it is my belief that there are
tilree major respects in which"the bill makes it impossible for incen-
tive proot sharing to continue.

456



'REVENTE'ACT OF 1942

. The first is the requirement that, 70 percent of the employees be
covered. That is perfectly.proper, I would say for the broad cover-
age type, but it is not designed to take care of the kind of profit
sharing which I think is most effective in increasing the productive-
ness of this country.

It seems to me obvious that you cannot stimulate efficiency and
increase productivity without granting individual rewards for the
accomplishment of that objective, and you cannot do that on a broad
basis for everybody. You can do it to some measure, of course, but
what I am talking about now.is the kind of profit sharing which fits
the reward to the accomplishment, and the 70 percent just does not
fit.

Senator VANDENnERG. I think you had better state precisely how
your plan fits the reward to the accomplishment.

Mr. STURTEVANT. We have, Senator, two types of plais. We use
both the broad coverage and incentive type in our organization. We
have one trust which is adopted for all 'members of t ie organization,
or for the benefit of all members of the organization, having 1 year
or more of service, who voluntarily decide to join the plan.

That is what I call a broad coverage profit-sharing plan.
The CHAIRMAN. You have 70 percent of your people under that

plan I
Mr: STURTE vANT. We have 70 percent of our people under that

plan. The 70 percent coverage, I think, is proper for them.
But, we also have an incentive profit-sharing plan for those mem-

bers of our organization, who are best able to influence the result
of the organization, and that plan depends for its very success upon
the ability to grant specific rewards for accomplishment.

Now, frankly, the 70 percent coverage provision I)'obably will not
hurt us individually because of the provision that the two trusts may
be considered together for the purpose of coverage.

I do think, however, that as a matter of principle, it is not desir-
able to compel every company that want. to engage in profit sharing
to go to the broaa coverage type, because it does not always fit.
There is much to be gained from the other. kind of profit sharing.

Senator TAFT. ,What is the other kind?
Mr. STUJTEVANT. The second kind of profit slhering, as I see it. is

the kind of profit sharing which is applied to those people who are in
the executive grou), the technical genius who increases tie effective-
ness of the plant, the engineer, the chemist, those people who are in
the key positions. and who are most able to influence profits. I believe
it is extremely important to make it possible to continue to give an
incentive to tiat group of people, whether or not it is possible also to
do the other thing, which I say is very good, nNd whieP we believe in
and do.

The CHAIRMAN. Well, I (1, not think anybody would disagree with
you-anyone on this comnit tee-that it is iniportant to give encourage-
nent to that particular group, but you do that in increased salaries ,
don't ypu I
Mr. K TURTEVANT. Well, salaries are a means of reward.
The CHAIRMAN. I know. I want to make this suggestion right now:

It, seems to me tle further vou, gret awav from s profit 01911iig fr pPW-
sion trust which is truly a p;ensioin trust eligible to the muavs of people
in the industry, everybody in the industry, the nore troubles yoiI r1.1
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into, and the more some things, like some of the things in this bill
that you do not like, would be creeping in.

Mr. STURTEVANT. Our experience is the most effective kind of profit
sharing is the kind which stimulates individual activity over and above
the normal activity of the people.

The CHAIRMAN.'I agree with that
You have got to consider that you are getting into certain types of

benefits there. The further you travel away from the true concept of
a pension trust the more difficulties you are bound to run into.

Mr. STUMvANT. That is true, I believe, as applied to the pension
objective. I do not think that is true as applied to the profit-sharing
objective which, I might say, has been proven in our business, and I am
sure it has been proven in hundreds of other businesses, that profit
sharing is not merely a method of distributing profits which already
exist but profit sharing is a method by which additional profits are
created through the incentive which it creates, and thereby everyone
gains.

Our experience along that line is rather striking, I believe, and I
would like to refer, if I may, to the particular experience of our com-
pany on that point.

In 1924, our company first adopted a profit-sharing plan.
We have had experience continuously since that time. The first

profit-sharing plan which we adopted was of the limited-coverage type.
I think that is rather a standard. Most companies that even today
have a broad-coverage typehave evolved to that as we have.

The CHAIRMAN. I think you ought to evolve in that direction. I
think you want to get away from the creation of special beneficial
classes in the pension-trust system. I mean, I am using it in a broad
general sense. I think, if you are properly advised, you should try to
go in that general direction.

Mr. S'TURTEVANT. I think we have, Senator, but I believe there are
so many values to the other kind that they ought not to be killed.

The CHAIRJMAN. I know there are values to it, there is no question
about that. You do not need to argue that point.

Mr. STUMTEVANT. I would like to point out the results, taking and
comparing the period from 1913, which was the date of incorporation
of our company, through 1923, which I will designate as the pre-
profit-sharing period against a period of 14 years following that
period, during which we had an exclusively executive profit-sharing
plan. The pTan was set up first on the basis of rewards, after the
company had earned a return which was considered a fair return to
stockholders.

A base of $690,000 was set up, above which profits were to be
shared. This base, by the way, was higher than had been the earned
income for any one of the previous 5 years and compares to an av-
erage earnings for the period of 8 years of $74,000-odd.

The basis of the plan was individual reward for individual accom-
plishment during the profit-sharing period.

Senator CONNALLY. Was that for all of your employees, or just a
few?

Mr. ST TV'ANT. That was for a small group of employees, of
people who, in the juidgmnt.--

Senator CONNALLY. The people who fixed the plan, who created the
plan?
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Mr. STUMrEVANT. I must make it clear now, because you brought
that up. That the plan was adopted by the board of directors, the
majority of which do not participate in the plan.

It has been proven to the satisfaction of the board, which is re-
sponsible only to the stockholders, that the plan has been a good
business proposition from the standpoint of the company, the stock-
holders and the Government, from the taxation standpoint of the
Government of course. That is what I would like to point out.

The CHATIRMAN. Just tell us what you did, how you set it up.
Mr. STURTEVANT. We set it up, as I say, for the group which is, in

the judgment of the board, the group which is most able to influence
and increase productivity and profit.

Now, as a result of that, profits during the pre-profit-sharing period
were $74,000 on the average. They increased in the following 14
,years to an average of $1,320,000. n other words, the ratio of earn-
ings to sales was about one-half of 1 percent in the first period as
against 8 percent in the second.

Putting it in another way, out of each sales dollar during the pre-
profit-sharing period this company was able to retain one-half cent
as profit; during the second period of 14 years, under this particular
plan, the company was able to retain 8 cents.

Now at the same time the Government was receiving an average
of $74,000 in taxes during the pre-profit-sharing period as against
$414,926 in the second period, and of course that only carries through
1938, and the taxes have greatly increased since that time under our
more broad coverage plan.

It seems to me that that is particularly illustrative of the effective-
ness of a plan of this kind and particularly so because we know that
practically the entire difference between that very small profit in the
early period as against the larger profit in the second period was due
so much to the elimination of operating cost, something which was
definitely within the control of the peole who participated. It was
not due to other factors. As I say, as the result of that, our board
of directors, which cannot be charged with personal gain motives, is
thoroughly satisfied that this plan has worked out to the benefit of
stockholders-and I might say that nowadays, the Government ;s
the biggest stockholder in every corporation that we have.

Profits which are earned are for the benefit of the Government as
well as for the benefit of the stockholders, and plans which have
proven their ability to accomplish that result, ought not to be killed.

Now, it seems to me that the report of the subcommittee of this
Senate Finance Committee as made a few years ago, is replete with
illustrations of that kind, oi profit-sharing plans which have produced
profits way, far and above the cost. The result is that on the over-all
effect, there is not any question at all in my mind, and I do not believe
there would be a question in the minds of those who have thoroughly
studied the report of the subcommittee that profit sharing on the whole
has produced revenue for the Government, and has not resulted in
any decrease in revenue.

Senator CONNALL.Y. Does the plan you now have include all the
employees?

Mr. STURTEVANT. We have a broad plan which covers all employees
with I or more years of service.
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Now, a second .feature of this billwhich is-more destructive than
the 70-percent-coverage provision, is the one which provides that the
distributions of benefits which are provided under the trusts, or tinder
all of the trusts, must not have the effect of discriminating in favor
of any employee who receives compensation greater than any otheremlpIoy:ees.

Now;, I do not know, frankly, just what is meant by "discrimina-
tion." I think there are tremendous problems involved! in the inter-
pretation of that section. It seems to me that it must mean one of
two things: Either anything which produces a greater benefit is a
discrimination, or we are going to have the situation where the courts
are goi)g to have to determine the mrit of each individual partici-
pant, as to whether or not they have been treated fairly and reason-
ably within the plan. Either alternative, it seems to me is impossible.
The very heart of profit sharing is the right, or I lie ability to st imu-
late incentive and to reward it. You cannot reward it on a mass
basis. Merely because the superintendent in the plant may develop
a process by which the company saves substantial amounts *of money
does not mean that you should have to reward on the same basis
every other employee of the whole organization.

Nw that is all right if we are talking about general profit-sharing
plans, if it is clear that there is an opportunity to grant rewards
which have somine ratio to accomplish, but that is n ot clear in this bill.
I do not believe that we would be permitted under this bill, or our
board of directors would not be permitted to continue even our broad
profit-sharing plan under that section. There is not any question but
that it would destroy incentive, that is profit sharing as such.

It is just an antithesis of the whole scheme of profit sharing.
Senator DANAHER. You would run into the prospect of officers vot-

ing themselves enormous salaries.
Mr. STURtTEVANT. There are already adequate provisions against

that sort of thing. The corporation is entitled to deduct from its
expenses only the amounts which are adequate or reasonable compen-
sation for services. Now, any amount put in a fund which, added to
the amounts which have been received and are unreasonable, is clearly
not deductible. In these days with excess-profits taxes and high cor,
porate taxes, no corporation can possibly justify deducting any
amount that cannot be sustained as re isonable compensation.

Senator DANAHER. How is the term "reasonable" to be defined and
the term "discriminatory" against which you complain?

Mr. SftRITEVANr. That is a test that has been applied to every kind
of tax. It is the kind of thing which the courts have, over the years,
created standards for. It seems to me it is adequate protection, but
if it is not, if there 13 any question about that provision, it seems to
me that it would be helpful to write into section 165, as applied to
profit sharing, that express admonition, that the amounts put in trust
when added to compensation otherwise secured or paid to those indi-
viduals cannot exceed the reasonable. value of the services rendered.

Senator CONNALLY. Who is going to say what is reasonable? The
Commissioner of Internal Revenue. When they do that you would
kick like a bay steer, saying the Government interferes with profit
business, going to socialism.

Mr. STURTFVANT. I would not obliect at all to that provision.
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Senator CONNALLY. You would not, but all the rest of those in
your fix will.

Mr. STUMTEVANT. I do not believe so, Senator, because we know we
have to sustain every business expense that we make as being a rea-
sonable expense.

Senator CONNALLY. Just turn it over to the Commissioner of In-
ternal Revenue to say what is reasonable or what is not reasonable;
he might say too much or too little.
Mr. STURTEVANT. I believe the express writing into the bill of that

provision would be a sufficient deterrent upon those who have abused
that situation, in the way the Senators have suggested.

Senator CONNALLY. Of course, your original plan was nothing but
a little bonus plan; it iwas not profit sharing at all.

Mr. STURTEVANT. It was based upon profits.
We have to earn a profit above a certain figure before we share,

and then we share in a definite ascertainable percentage. That is
profit sharing.

Senator CONNALLY. That is the original plan?
Mr. STURTEVANT. That is the original plan.
Senator CONNALLY. You have come out of it in recent years?
Mr. STURTEVANT. All of our plans have been based upon sharing

a profit which is a definite percentage above a return which is a good,
fair return.

Senator TAFT. How does the trust work? I understand, of course,
the bonus, profit-sharing plan.

A man gets, we will say, $200. Where does the trust come in?
Does the $200 go into a trust?

Where does lie get it when lie retires? Is it a pension plan?
Mr. STURTEVANT. It is a combination of profit-sharing and retire-

ment benefits. It is not a real pension plan, inasmuch as a pension
plan necessarily involves fixed obligations irrespective of profits.

It requires a certain actuarial computation in order to determine
how much money would be produced for so man lpeol)lc on the basis
of mortality tables, turn-over figures and so on1 after a certain age,
and consider how long people are expected to live, and so forth.

Now, in a profit-sharing plan, retirement funds are provided, but
they are provided only if the corporation is able to earn profits.

Senator TA1r. But they are not paid to the man until lie is 65
years of age, say.
Mr, STURTEVANT. That is the usual basis. In our particular fund

we have a graduated scale for payment. We feel 65 is pretty old
to wait for everybody to get a retirement benefit, so we started out
and say if a man stops working at any time, at the option of the
company, after he is 50, lie is retired 'with full benefits tinder the
trust. If lie quits of his own volition, then lie gets full benefit at
the age of 57. ....

There is a more-or-less mandatory retirement-automatic retire-
ment at 65.

Senator DANAHE. One more question.
Mr. S'TrUxVATr. Yes.
Senator DANAHER. I do not see how you can ask that the words

"found by the Commissioner not to be discriminatory" can have ap-
plied to them any other test than the test of reasonableness.
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Mr. STuRTEVANT. I have addressed myself to the following sub-
division, primarily, rather than the one "found by the Commissioner."

That is an alternative to the 70-percent-coverage requirement, but
the Commissioner is almost-in fact, I should say not almost but is
absolutely required, in applying that test, to permit plans to qualify
only if they are not for the benefit of shareholders, which is all right,
and if it were for officers alone, that is all right, but it also manda-
torily says that the Commissioner must exclu e persons whose prin-
cipal duties consist in supervising the work of their employees, and
also must exclude people who are highly compensated.

Now, I submit that those who" are )'highly compensated those who
are supervisory employees, arelilmost universally those who are most
able to influence and produce profits, and that is established by many
authorities. Textbook writers on the subject have said profit sharing
is most effective when applied to that kind of group.

So, it excludes all but the very bottom group. I am not arguing
against the bottom group, because I believe primarily that plans for
them are to be encouraged, but I do not believe that because we want
to encourage something which we all think is good, we ought to kill
something else which is also good.

Senator TAF'. I suppose the term "discriminatory" would mean a
man who makes twice as much should not get more than twice as big
a percentage of profits?

"Mr. STUWRTEVANT. That is one possible interpretation, Senator. I do
not know whether that is sure enough so that we would be willing, for
example, to agree if the company would be willing to deposit, as we
did last year, over $200,000 in this trust for these broad employee
groups, on the hope that that would be the interpretation adopted.

We cannot afford to make any payment which we are not going to
be able to deduct, with rates what they are today. We have to earn
tremendously increased amounts to pay any nondeductible expense.

I am afraid a board of directors which would make any payment of
any kind which is not deductible in these days would be personally
liable for a wastage of corporation funds.

Senator TArt. You haven't anything against the 70-percent plan,
have you? There is nothing discriminatory in it.

Mr. STURTEVANT. The benefits are measured in part. by salaries.
Senator TArr. What other plan is there?
Mr. STunmvAwT. The amount which is deposited by the company is

divided into two parts; one-half is distributed among the employees
on the basis of the ratio of the individual's deposit in the fund to the
deposit of the other employees.

ft is a contributory fund. The employees may deposit from $1 to
$4 a week. Actually, it is a combined contributory and profit-sharing
program. We encourage and reward thrift with part of it, and then
we divide the other part on the basis of salary.

That is all right. I think that is the only feasible, fair, and rea-
sonable way to divide a general profit-sharirig plan for all employees
but I do not think that accomplishes the main objective of incentive
profit sharing, which is to promote individual accomplishment.

We know that people respond to individual rewards. You are go-
ing to destroy that incentive because if the man down in the plant
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who produces a valuable process is not going to get any more than
someone else, it will destroy his incentive.

Senator GERRY. Would not you also get a reduction if it was a
proper bonus?

Mr. STURTEVANT. If we paid cash bonuses?
Senator GERRY. If you gave a certain bonus on production?
Mr. STURTEVANT. Yes. I think, as a matter of fact, what will

happen that plans which now provide for the payment of these
moneys into trusts will probably be changed into the cash bonus
system.

Senator GERRY. Suppose you paid the bonuses on the production,
do not you get a reduction on them?

Mr. STURTEVANT. That might apply to a company which is engaged
primarily in production. Now, our business is selling. We do pay
our salesmen on a commission basis to stimulate that very thing; we
also have other employees who are not on a commission basis. You
cannot measure production definitely.

Now, it is impossible, it seems to me, to apply a production bonus to
accomplishment of other types of workers, the office force, and so forth.

Senator GERRY. Why cannot you?
Mr. STURTEVANT. I do not know how to value my services on a pro-

duction basis, and I am sure the board of directors does not. They
know, in a general way.

Senator GEmRY. How do you evaluate the services in the first propo-
sition?

-Mr. STURTEVANT. You have got to leave it to the discretion, as we
do, of an impartial, nonparticipating committee of the board.

Senator GERRY. Why don't you do that in your bonus?
Mr. STURTEVA NT. You have got to keep that group small enough so

they can recognize and reward individual accomplishment,
Senator GERY. You could reward individual accomplishment by

a cash bonus, could you not?
Mr. STURTEvANT. You could. One of the other points I had in

mind stressing, and I think that is exactly what the result of this
would be, is that it is highly inflationary.

We know that the Government is greatly concerned about increas-
ing purchasing power, and here we have a force which drains off
purchasing power and holds it back, something we are striving for
accomplishment, something which has the dual effect of instilling
initiative and incentive and at the same time, draining off purchasing
power.

Senator Gur -. How many officers are subject to the plan?
Mr. S uVam NT. The senior plan. as we call it, the incentive plan

covers approximately 80 persons in the organization.
Senator GERRY. How many stockholders have you?
Mr. STURTEVANT. About 6,000. We cover 44 States.
Another thing, as far as evaluating individual service is concerned,

it i, a little difficult to know exactly what everybody is doing all over
the United States at every instant. We have a problem which you
just cannot meet or reach with standard formulas.

Senator GUFFY. There are other companies witli'the same plan?
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Mr. STUIRTEVANr. There are millions of dollars in similar t rusts.
Definitely it is not o1 p1lan alone.

Senator TArt. What do you invest your money inf
Mr. STURTEVANT. A very major portion goes into Government bonds.
Senator VANDN~ll. On the question of discrimination, Mr. Stur-

tevant, the report of the House Ways and Means Committee contains
this sentence:

Determination of benefits according to a fixed percentage of wages cold not
be considered discriminatory even though It results In larger benefits to highly
paid employees.

Now that is the interpretation tle House puts upon this language
yet it seems to me that it completely collides, precisely as you indi-
cate, with the language of the bill which says benefits which do not
have the effect of discriminating in favor of any employee whose com-
pensation is greater than that of other employees.

In other words, the laws says everything nust be equil, and the
interpretation made by the House says that it does not have to be
equal.

Mr. STUREVANT. That is exactly the interpretation which might
lead our board of directors to discontinue the plan rather than take
the chance of making on Iudeductible expense for which they might
be personally liable.

Senator CONNALLY. When )'ou pay this money into this pension
fiud, this trust fund, (loes each individual get a vested interest in
it, so when lie quits or dies or leaves, lie gets a certain percentage,
or is it just sort of a fund to jockey with?

Mr. STURTEVxNT. The amounts'which are put in these trilsts, both
trusts are irrevocably paid. of course, to the beneficiaries of the trails.

Under no circumstances can they possibly revert to the company.
They must be distributed to the employees.

Senator CONNALLY. I know, but does each individual have some-
thing that he can go to and say, "Now this is my money"?

Mr. STURrEVANT. I have to answer that in two ways, Senlator.
Senator CONNALLY. Better answer it in one way.
Mr. STURTEVANT, I have to, because there are two different j)lals,

and the result is different in the two plans.
The plan for the broad group of employees provides that if the

employee leaves the service of the company during the first year
following his joining the plan he gets his own deposit back, that is
all, for the first year. After that there is a rather sharply gradu-
ated percentage of increase in the amount, or the percentage of the
benefits in his account over and above his own deposit, which he
would receive if he leaves. It goes sharply to 90 percent after 20
years and, of course. the full benefit after age 50.

The CHAIRMAN. Have you any othr point that you wish to de-
velop? You have taken considerable time and we have a long list of
witnesses here.

Mr. STURTEVANT. Yes.
Senator TArr. If 11e dies, do his descendants get anything?
Mr. SrUIITEVANT. That is one point I would like to make clear.
Each individual employee is entitled to designate a beneficiary,

normally his wife or his children, who receive the lenefit in the event
he dies.
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He gets the full benefits. ' It A my belief that the language of tle
bill as now drafted might pi'event thiat, which I do not think was
hardly intended, but the language of the bill, subsection (1) of section
165 as amended requires that the contributions be made to a trust
under which the distributions are made to employees.

Now, it seems to me .that that ought to be clarified to make it clear
that the widows and children, and so on, of these people. can get
benefits. .1 think that that was probably intended, but it is not
clear.

I would like to make one other point and that is on this question
of the deductibility of the amounts put in these trusts.

First, if the plan is a contributory plan and if it does not give
nonforfeitable rights unless the plan qualifies undme these standards,
no part, of the money deposited is deductible.

If, on the other hand, it gives nonforfeitabl Alits that amount is
deductible. but the individual must take the aniount deposited into
income. Either one is impossible. It seems to me that my plan will
have to qualify under section 165 or be discontinued.

Even if you qualify under section 165, the law has been drafted
in such a way that all corporations are put on a cash basis on the
payment to trusts. Now we put in 2,5 percent of our profit over
and above $1.50 per common share. We cannot possibly determine
what that figure will be during 1942. We cannot make any payment
into the trust until about February of 1943. Thus, if this bill passes
in its present form, it. will be impossible for us to make any deduction
for the amount deposited in 1942, which is a technical difficulty but
a very real one, one which would have to be overcome in some way.
We could not possibly justify making a payment which we cannot
deduct against 1942 earnings.

I think that is a technical thing which can be corrected.
Furthermore, section 144 limits the amount to he deducted to ,5

percent of compensation otherwise paid. It seems to me tlh:lt is
detrimental to the interest of the employees.

I think the 5 percent is bound to became a maximum, evdn though
the balance may be distributed over the period of 5 year . because
with the situation as it is today, I do not see how we could justify
paying in any substantial sum which may be deducted 5 years from
now, when we do not know whether we will have profits. 'The situa-
tion seems to me to be such that we cannot possibly pay more than
5 percent under this law. I do not see why we should limit the amount
to be paid to these employees. You have to be able to deduct expenses
in the year in which the expenses are incurred.

Thai is the fundamental principle of our tax law, which is being
departed from here. I cannot see any reason for it.

I believe such abuses as may exist fall into two class ,: First, and
foremost, those situations where rather closely controlled corpora-
tions, with a majority of the stockholders on- the board and a majority
of stockholders who are the officel;s and narticipants in these plans.
get.together and vote themselves a bonu , because they do not want to
take profits in dividends.I think that is the ,no't rious Anse, and we get 90 percent of the
so-called abuses in that situation. That cum h, very easily corrected.
You do not have to kill all incentive profit-sharing plans to correct
thai.
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The second abuse is where a few top executives get all the amount
and, as someone has suggested, the chances are good it might be an
unreasonable amount. I think that can be cured by the limitation
suggested.

You could write into the statute specific authority and direction to
the revenue agents that they disallow any deduction which, when
added to their compensation, is unreasonable, in view of the services
of those men during that year.

Now, that seems to me to be the constructive program which should
be followed by this committee, a program which will prevent at least
00 percent of any so-called abuses, and which will, at the same time,
not interfere with the incentive value of these plans.

Now, I had occasion, within the past 2 days, to talk to a mart who
is in a very responsible position in the War Department. He told me
that they are vitally concerned with doing everything they possibly
can to cut down this wastage that is occurring in the production of
materials for the Government, and here we have something which
operates to do that, something which should be encouraged, fostered,
not destroyed.

He expressed great concern with any program which would destroy
the effectiveness of the profit-sharing motive in creating efficiency,
cutting out waste. That is the biggest part. If you can induce a
man to save a dollar so he can get 25 cents of it, it is going to be
effective, but it is not going to be effective merely to say "If you save
a dollar everybody in the whole organization is going to get half a
cent added on their salary."

A broad coverage plan under which all share on the same ratio to
salary just is not effective. It is valuable to some degree, but that is
not the thing I am talking about, as far as the real incentive value
of these plans is concerned.

I am taking a lot of time. I realize. I appreciate the opportunity
of giving you my views. If there are any further questions, I will
be glad to answer them.

The CITAInMAN. We are very glad to hear from you. We have a
great many witnesses this morning, and I presume they will cover
generally the same question.

Mr. STURTEVANT. I am afraid most of them are concerned with
pension plans. I would not have taken so much time except I believe
1 am the only profit-sharing witness here. I think the most important
thing is to save profit-sbaring plans which stimulate efficiency.

The CHAIRMAN. Have you in your brief the exact statement in
regard to your own organization?

Mr. STunTr ' NT. I do not have any written statement prepared.
The CITAMMAN. Did you put it in the House proceedings?
Mr. SrUnTEvANT. I put it in the House proceedings in a written,

prepared statement. It has the details of the plan very well set up.
The CHAi .MN. That is in the House hearings?
Mr. STUPTEVANT. That is in the House hearings; yes.
The CHAIMAN. Thank you very much.
(The following statement was submitted by A. M. Christian,

manager, Employees' Benefit Association, International Harvester
Co.:)
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STATEMENT S4UBMITTED nY A. M. CHRISTIAN, AL NAOFB, INTERNATIONAL
HARVESTER EMPLOYEES' BENEFIT AssoCIATION

1. DESCRIPTION O ASSOCIATION

The International Harvester Employees' Benefit Association (hereinaftercalled tihe H. B. A.) was established in 1008 as it voluntary unincorporated non-
profit association. It wits organized to provide a fund for the payment of
sickness, accident, and death benefits to employees of the Harvester Co. and
affiliated campanles. Membership In the H. B. A. Is voluntary, but practicallyall the employees join. At the present time the 11 B. A. has more than 00,000
members.

From the tinm the 10. B. A. wis organized in 1908 to the end of 1941 it had
paid out to members $10,028,000 In death benefits and $10,422,000 in disability
benefits.

The membership of the E. B. A. Is composed of (1) those employees who join
and (2) the Harvester Co. and its affiliated companies in this country and
Canada. It Is controlled by the board of trustees, half of whom are elected
by the employee members, the other half being appointed by the company.

The funds of the B. D. A. are obtained from three sources: (1) Contrlbu.
tions by the employees, (2) contributions by the company, and (3) interest
or dividends on the funds of the IE. B. A. witch are invested. Almost all the
E. B. A.'s funds come from the first two sources, namely, the employees and
the company; comparatively little Is derived by way of Investment Income.

Prior to 1036 an employee number of the E. B. A. contributed 1/ % of his
weekly wages to the E, B, A. (but not to exceed 60 cents per week) and the
company contributed a flat amount of $50,000 per year, which was designed to
cover administrative costs. This arrangement continued until 1936.

In 1935 the trustees engaged a competent actuary to make a thorough study
of the financial status of the E. B. A. As a result of that study, it was found
that the E. B. A, had not been maintained on an actuarily sound basis. Two
reasons were responsible for this condition: (1) The average age of the em-
ployee members had Increased from about 30 years to nearly 88 years; and (2)
there was greater stability in employment, with fewer people leaving the
company. T.he result was that the B. , A.'s reserves, which had been suffi-
cient for a group averaging 30 years old with a large turn-over were not
actuarily sufliclent for a group almost 8 years older with a ldwer rate of
turn-over.

To meet this situation it was decided to increase the contributions of the mem.
ber, both the employees' and the company's. Accordingly, on May 22, 1936, the
contributions for employee-members were raised from 1/2 to 22A percent of the
annual wages or salaries up to $2,080 annual income (I. e,, a maximum of 00
cents per week). And the company, Instead of furnishing a fiat $90,000 per year,
was to contribute an amount equal to 20 percent of the employees' contributions.

As a result, the company's payments increased to an average of approximately
$420,000 for the years 1936 to 1941, exclusive. The Increase, plus the higher pay-
ments made by the employees, was designed to restore the E. B. A. to a sound
actuarial condition.

I1. TAX STATUS OF 55OCIATION

Prior to this change in the rate of contributions, the E. B. A. had considered
Itself exempt from taxation as a mutual benefit association under section 101 (16)
of the applicable revenue act. That section provides that If 85 percent of the
income of a mutual benefit association Is received as contributions from members,
the association Is exempt from taxation, However, In 1040, the Bureau of
Internal Revenue ruled that the contributions of the employer could not be con-
sidered as contributions of members and held that since on that construction less
than 85 percent of the E. 3. A.'s income consisted of amounts collected from mem-
bers within the meaning of section 101 (16), the E. B. A. failed to qualify as ani
exempt mutual benefit association under that section. (G. C. M. 21323, 1940-1
C. B. 97.)

On the basis of that ruling the Bureau has proposed assessments against the
association as an insurance company other than life or mutual, without giving it
the benefit of any deduction of reserves. As a result of the Bureau's proposed
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action, there is now it itentiai tux ilabilty against the E. B. A. if i lolit $1,60),000.
plus interest for the 6 years 1935 to 111, Inclusive,'

Iil. POAITION.OP TinM, E. R A.

It is the position cit the E. B. A. that tile Bureau's C ulls? rlelton of section
101 (10) is clearly unsound for the following reasons :

(1) The Bctll,,u's construction conflicts with the obvicis 1ritint of Congress
it enacting seotlon 101 (16). Tihe p1rli-Ose of eauctilng tile sectioll wiIs to encour-
age tile formation of cirgatllZaticns wbllich finished ilcw-cist insurcce protection
to employees by exleipting their flds front I lxilti.,' A cot11i11tim by an m-
floyr tularly fost ers such1] oigailiZil i 1 81,si l1clie it lowels I he illlollyee costs.

Moreover, when Congress, In 1928, eintt d for the first time the provision
lorrescotllg to section 101 (161 it waS vell recognized that employers particl-
pated in lnd coiltribtited to suceh organllz atiocs. As a 11atter of fllct tile Outlct-
inent of tile section was occasioned by tile faet that several of such organizations,
to which eniloyers were contrilbtltlng, 11111 hl111 subjected to tcx because there
was no specific provision exemting stIoc' orgalnzatiotls.

' 
It is Inconceivable,

therefore, that Congress, ll ctitencptiiig'to eclotiurage such orgllllaltlons by grant-
Ing tein tflx-exempt status, should have tt1nldld to exetcie t1ose orgtniza-
tiocs wlich received substantial cotcti'binti ils fliom 4nlllloyli.s wilct It was a
Comoln practice for etlclcoyers to illik' (.oiltc I-llllhlos (o sl-il org:l lz1 lions 1nd
when the orgalizatilo coul not have Ihe iltl n'ld ifolnnlt:lly withit stleh
employer contribtions.

(2) Tile reqltirelilnt lit selion 1(1 (Iii), till S5 iec' l't if Ill itcone must
lie derived front imemels'r, wls, i(i Qllllci'll foe tll' llilrtiups' f txc'ilding vin-
ployer cont ributihs. The 85-icrceic requirementt ill sc'ttin 101 (16) m's tokmn
over fIron It slntllr (1ltli,lle1llt lit seltloll 1(3 (10) of tfi' 1918 oct, reIlating
to benlevolet life fillvarlnte lISSoc'Ili olls of 11 111'1,ly Io'1l 4'|11truc[tol. WVhell Ili

latter section was adoted i tile 1924 attl, (Nointges 11 mlvletd 1lmt it was
ldlplting the 85-icercelnt lititill iic it' ill'4OviII ictict-ist eXcill1Lt)l olgitllmxt-
licls fronm euglgiitg il ltllt'it'l id lcisintss lictiitic'' (S4c' it1 tii:tg. Re'i'. 7128-
7121.) Colltributllls by i111 vIlliliyi'I' ('11il:ll'dly II ' ri gtlc11il0 a" tli'I4L111 fl-Icici
1111 tuln'eilted business 'nte'll'i5s1o: ad1 111, ' lcret11 ]it It isll o ii I'tccogiclimsd tills
ill construing sectihn 11 (10). (G. '. M. 5911, Vilt-I '. It. 1719.) Thc're Is
1141 hasi for dioitling a clffer'ni ipositilon with t'slict o section 101 (16).

(3) Finally, the Btcllu's collstlhiiicll of .uctlici 1(01 (16) is no only unwar-
ranted under tilt Silteit, itill also leads to 141 lilbStllrd rmlll it lilt light of the
eases siid rlliigs utlder seetloil 101 its it whole. Fi c'xilncile, if (ie 0. 1B. A.
had 'ecelved contrilt ions solely fro'nl empiIloyes, tllire ' Is noe 1m-stion biut that
it would be exempt under section 101 (lit). Bil~~,If 11h4 N,. 1, A. ha11d

received contributions solely front the lli'l'1.vr- chOln Is, it would lie e4vixlllct
under section 101 (6) of 111, apllhtlltlslllt (.ltct ccci .i Ic! if A lRncflt .tsso-
elation of Forstnann & lhirff nln. Emlopec v. (Commitsl nwr, 42 F. (2d) 610;
and 0, C. b*. 190M8, 1937-2 C. 13 125.) Mot'tvelr, If two s'iilltrate organization*
along tie foregoing Ihaes 1ld ben ilO set i--olle icy tl elllilloyi-', rec'vig ftnds
o1ly from the emnployees; and the other 'y the tcIpliyvor, receiving fttnds only
from tic llleployer-ind both ogltli-lttttns iott cool1rtlted In l111rfcrnliiig tli
Identical functions for the Icellfit of- th, ('nploye,', boh l ii be exempt.
(Glazbel V. Comothcnsi r, 5-4 F, (2d) V0.1 ltit If ietst' Iwo iii llrwis'e exI'n]l
organizations are eombhled In a sitg' igi, itirg tlitil) to pecrforlc ile Idetlittal
functions and to roct'lve the ltcinn' ftocl the ilteal ititre,s-whili is tilt
sAtuation with respect to the International ITr'vestcr tmIloye,' leicufit Assi-
elation-tie organization loses ItN exoItictioll titicr ioth ectln 111 1W) an1d 101
(16). The fblnsrdity of su-h i1 rs11t is olotilts 1111 Iridh-al.ts 1i1v fallacy of
the Bnreau's position.

, Ill view of the stilll11g Itlil llilt (if tl ld lll to)M M ' lf l ( h E. I t, . ., lighu t be Hl)hJeP tfd'
oil tills Noiokiq, the trlistes 11) 114 1 ,Iehled i to tcicrisfu-r tMe qieth risks or tlw 1. Bt. A. to n
lif' Iisurance ctmpicmy. This Is i m- li I(-11 dot., I tw 'v¢'r. tils atiIl will not dispoe
(it the hrg liability nsiertid by tlc' 1trtil iW t tmi tit tc' I,. II. A. for ist 3rd rr. Moreover,
II , qttw ttcoi st il 101 ltll. hoilh for ist 11 an fttlri '-'i rs. ifor ccii 4|'ictii'c e tIlt IIleli-
*lolcR cit n tl tlr intilp' c-1i ti i t1.ilt r'llisitic o w will n cc li r it , tihi o t i u'n rtc thltir lift
t~ks with ia Idependent Ite Iilttn iiee Coitpaniy.

Sc-c'. v , W.. lt ltcadlphl 1 i eadcldl Relief A.i'fcltlot, 4 1, 'I. A. 71:1; Uc iglotyers' Jhettlft
I nnetctlcccof .t ttirtiit steel R O icdt i'tr 14 t. T. AI. 11641: Plotltoc iotnpoteen Altrli
Itrtefft ,|selatoth 1.5 It. T. A. 74: .Mtual t Io .l tIesfit Aoioelotiot of Fo'Ot"aitl d, - tl-
rilc it Vmpfniyrr 17 It. T. A, itc : Il1otl' V'oa m 7,tr lalrcioct ro,. v, Ir. R.. til Ct. CI.
:17,. : A. I1. It, 477, I '. It, ,4i1' I. 'r 2117, 1(1-2 C. It, 2120: 1. T, 2291. V-1 (' B. 92.
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IV. NEcESITY FOB REE

Te result ,4r ti Bureau's position would be to defeat tile very purpose for
which such associations are organized. If the Bureau's position is allowed to
stand, a mutual benefit association would have to make lip the loss from curtailed
employer contributions by putting heavier assessments on the employee members.
This would make the employees' costs too high. Many members would drop out
of the mutual benefit association. That, in turn, would again Increase the cost to
those who remain. Thus, the purpose for which such associations wer. organ-
ized-namely, to furnish low-cost Insurance protection to employees-would be
defeated.

No legislation taking effect as of the presnt time would save the E. B. A., since
'pproxinitely $1,6,0,00 In taxes, plus interest, has already been asserted against
the B. B. A. for the years 1935 to 1041, inclusive. Accordingly, it Is respectfully
urged that an amendment to section 101 (10) be adopted by which an employer's
contributions on behalf of employees would be classed with the employees' con-
iributlons in determining the right to tax exemption. This amendment should
be retroactive In order to afford existing mutual benefit associations adequate
protection against the depletion of their funds by reason of the assertion of tax
liabilities contrary to the underlying purpose of the section.

RHuspcl fully submitted.
EuPLOYFxs' BrNEn AssocIATION OF INTERNATIONAL

iIARVESTFB Co. AND AFFILIATE COMPANIES.

The CHAIRMAN. Js Mr. Bright here?

STATEMENT OF JOSEPH E, BRIGHT, ESTATE ANALYST,
BUFFALO, N. Y.

The CHAIRMAN. Mr. Bri-ght, you were called before, but you were
not here, so we will take you now.

Mr. BRIGHT. The Pennsylvania Railroad was responsible for that.
The CHAIRMAN. Come around. We will see what we can do with

the Pennsylvania Railroad a little later on.
Mr. BRIHT. That is a rather long subject.
The CHAIRMAN. All right, Mr. Bright, you may proceed.
Give the reporter your name and business connections.
Mr. BitioiT. Joseph E. Bright; estate analyst, 122 Pearl Street,

Buffalo N Y
The 45

AIBMAJN. All right, sir.
Mr. BmHT. These are some suggestions to this committee, based

on some experiences I have had in the study of the subject for a
combination of pension and profit-sharing plans. Now it occurs
to ie, and it has occurred to me for some time that pension plans
are, of course, well known to you gentlemen, and many corporations
who now have them and many mre who are putting them on, and
profit-,haring plans tire likewise well-known and have been adopted
and are being used by many corporations. '

I ain concerned with this thought, that pension plans-speaking
now strictly of pension plans--are set up for fundamental purposes.
The best figures I can get on the subject, show that about 17 or 18
out of every 20 wage-earners who reach 65 years of age are poverty.
stricken. Pensions as I see it, are designed to prevent that situation.

I think we all can very readily agree that pensions are only possible
through profits. I think we can likewise agree we are going to face
years of no profits.

When we experience years of no profits. thelm the. e pension plans,
which are economically sound, are faced with d iseonti 11110 lice.
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If they are going to be faced with discontinuance, it occurs to me
it is quite possible that those who are responsible for these plans
might be charged with not having thought the matter through.

Therefore, may I suggest that a combination of a pension and
profit-sharing plan be made possible.

The profit-sharing plan would serve two )url0ses: First, to enable
the employees In years of production, years when profits can be
made, to participate in these profits; an dsecondly, to assume the
(ontinuance of the pension plan over years of no profits, on the theory
that if these plans are discontinued why, there is going to be anl
eruption, and probably rightly so.

That can be prevented by having a profit-sharing plan which enables
funds to be withheld for three basic purposes; one purpose, and the
primary purpose would be to use a portion of these profits withheld
to pay pension premiums in years in which there are no profits.

The second portion of the profit-sharing plan is to be used to increase
pensions. For example, let me assume that the pension plan provides
i pension of 40 percent of the employee's salary (with a reasonable
ceiling for pensions for higher-paid executives) -- the profit-sharing
plan to increase these pensions to, let me say, 50 percent of the em-
ployee's salary, maintaining a ceiling on higher paid executives.
The third phase of the plan would be current distribution to

eniployces.
Now, I would like to sug est that in this profit-sharing plan a

reasonable ceiling be put on thie profit-sharing plan. It should be put
on for two reasons:

(1) That excessive deductions could not be made by corporations,
There are probably some that might try it.

(2) That labor should not take more than its fair share or be put
in a position of demanding more than its fair share, because when
anyone, regardless of whether he is labor, capital, or management,
demands more than his fair share, why, you are headed for trouble.

I think that, in a few words, expresses what I have to say unless
there are some questions.

The CHAIRMAN. Are there any questions, gentlemen?
Senator CrAnK. Mr. Bright, to what extent do these private pension

plans still exist after the passage of the Social Security Act I How
many still continue?

Mr. BRIoT. I haven't any figures before me, but I would say they
have been multiplied hundreds of times.

Senator CLARK. You mean private pension plans?
Mr. Bmowur. I am saying pension plans; I am not saying anything

about profit-sharing plans.
Senator CLARK. As distinguished from the public pension plans

contained in the Social Security Act.
Mr. BronT. I do not think I got your question exactly.
Senator CLAnK, I say, to what extent do these private pension

plans of companies attempting to pension their own employees exist
in addition to the pension provided by the Social Security Act?

To what extent do they exist since the Social Security Act was
)assed?

Mr. BmGnT. My opinion is that they have been multiplied tremen-
dously, that they have been increased one hundredfold, that is, in
luffalo. My territory is confined to Buffalo.
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Senator CLARK. Beyond the Government pension plan as contained
in the Social Security Act?

Mr. lRIGiT. Definitely so.
Senator RAD CLIFF. Do you think the Social Security Act has

facilitated that?
Mr. Bailmi. I think the Social Security Act has facilitated it.

Having been in the life-insurance business, I remember when the
Government put on a life insurance for the soldiers in the last war
of $10.000. It was just after that that people began to realize what
little income $10.000 would produce and life insurance made its
greatest strides after the general buying of insurance by the soldiers.

Whether it was coincidental or not I do not know.
Senator R\DCLIrFE. Do you think that policy will continue?
Mr. B1i3oIlT. I do not thnk there is any question about it. Judging

by my limited territory, I know interest in these plans is greater today
than it was 6 months ago, and much greater than it was 2 years ago.

The CsAInRAN. If tliere are no further questions, we thank you,
Mr. Bright, for your appearance.

Mr. BRTIGHT. Yes, sir.
(Mr. Bright submitted the following memorandumn:)

THE FUNDAMENTALS OF A PROPOSAL To AUTORIZE THE COMDINATON OF PENSION
AND PROFIT-SIHARING PLANS, SUBITIMT BY JOSLeH E. BRIoHT, BUFFALO, N. Y.

To enable corporations to attract and retain desirable officers and employees
and to equitably reward these officers and employees-thereby insuring perna-
nentce of sound and efficient management---the combination of a pension and
profit-sharing plan is herewith submitted.

It Is believed that a soundly devised and equitably distributed plm, providing
for both pensions and profit sharing, is essential to the economic welfare of the
United States.

It is further believed that these plans will produce and continue to produce
"new frontiers" of the sources of wealth.

This combination will assure to labor, to management, and to capital, each:
Their fair and equitable share of the fruits of their joint efforts.

PENSION PHASE

A pension pllan guarantees to an employee a reasonable income upon his rctire-
inc't.-Without attempting to concern ourselves with the reason why, it is a
well-known fact that at least 17 out of every 20 wage earners are penniless when
tby reach retirement age.

Each and every year some 800,000 to 1 030,(00 wage earners reach retirement
age. At least 85 percent of these are poverty-stricken.

This vast army of poverty-stricken citizens is supported from public treasuries
or by relatives or friends.

Their support, received from public treasuries, is obviously a drain on the
Nation's income.

Industry should see to it that these individuals' improvidence cannot result in
their being thrown on society when they are no longer able to work.

Support received from relatives or friend definitely restricts the purchasing
power of these relatives or friends to the essentials of life. i. e., food, shelter, and
clothing.

The purchasing power of our citizens is considerably broadened when, through
pensions, they are relieved from the necessity of providing for their dependent
old-age relatives or friends.

PIOFIT-S5AR1N0 PHASE

The profitslharing phlase of a pension, plan. is definitely essential,-The profit-
sharing plan to provide, for example, that 10 percent of all corporate profits will
be held in a separate fund.

7603--42-vol. 1--31
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This will guarantee to all qualified employees an equitable share of the wealth
which their labors have produced.

It is suggested that disirjbut.on of these profits will be as follows:
A. Pensions are only possible from profits, It is impractical for any corpora-

tion to expect to realize profits in each and every year. fo avoid any reasonable
probability of a pension plan being discontiimed, it is suggested that funds suil-
cient to pay 5 years' of pension premniuns be accumulated and held as a "backlog."

B. Another portion of the protit-sharing plan to be withheld for employees until
their retlihement-with suitable provisions for a reasonable cei g for higher
paid employees. This withheld portion to supplement pension and social-securlity
benctits.

C. Any remaining funds under the profit-sharing plan to be currently distributed.

A SOUND DEIMOCnACY IS REST MAINTAINED WHEN ITS CITIZENS ARE ENABLRE TO
ACQUIRE PIOPERiY AND PIOPERY RIOIITS

A combination of pension and profit-sharing plans will-
Assure the contlinuatioa of the pension plait throughout years of no profits.
Equitably reward labor, management, and capital in prosperous years.

5OU" ES1 1ONS

It is suggested that a ceiling be placed on the percentage of profits allowable
to a profit-sharing plan.

This ceiling would prevent-
(a) Excessive deductions by corporations.
(b) Demands from labor for more than Its fair share.
It is likewise suggested that the prolit-sharih g plan must apply to any and

nil profits and not be limited to profits in excess of a certain amount.
It is further suggested that these plans be available to only those corporations

pensioning all of their employees-granting reasonable exemptions for casual and
part-time employees and for those employed less than a reasonable miulmum
period.

STATEMENT OF EUGENE M. KLEIN, OF EUGENE M. KLEIN
ASSOCIATES, CLEVELAND, OHIO

The (HAIRMAN. Mr. Klein, you may give your name to the reporter.
Mr. KlEIN. Eugene M. Klein, of Eugene M. Klein Associates, pen-

sion consultants, 917 NBC Building, Cleveland, Ohio.
The CHATRMAN. You mity proceedi, Mr. Klein.
Mr. KLE.N. May I say to the committee, first, that the old sections

165 and 23 (p) in the revenue act fairly well met the pension require-
ments its we saw them, but that there were a few points in there which
allowed tax evasion, and that those were properly covered by the
House hill as it exists today.

We believe that Mr. Randolph Paul covered the point very thor-
oughly.

Snltor TAFT. Mr. Klein, what is your business?
Mr. KLEit. Pension consultant.
Senator TArT. In Cleveland, Ohio?
Mr. KIxxiN. In Cleveland, Ohio; yes. We work all over the country,

however.
Senator TAFT. How many clients do you have?
Mr. KLEIN. We have about 350 plans in operation now, which we

are servicing from year to year. We have been 14 years now doing
nothing hut pension work.

There is only one thing that we object to in the house bill and that
we believe will tend to destroy a great number of the plans now in
operation and will also prevent the introduction of new pension plans.
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I believe the committee is firmly convinced that pension plans are
a necessity today to augment and supplement the Social Security Act.
The Social Security Act takes care of the lower-price employees, those
earning, say, under $1,500; it takes care of them adequately. It does
not take care of those earnings more than that in an adequate manner.

Most of these plans that have been established have been honest
plans installed with the idea of supplementing social security so the
men earning $3,000, $2,400, $4,809, or $5,000 would also beneft by a
proper pension, so they might retire.

The fact is that under the Social Security Act only 280,000 men have
been retired, and there are over 1,200,000 men, according to the 1940
census, who are beyond 65 and still in industry. That is taking out
farm labor and taking out emergency Government work. There are
altogether 4,500,000 men today of the age 55 or more, who will be a
big problem, as we see it, to industry, and who will be ready for
retirement as soon as the war effort ceases.

Now, the only objection that we have to the House bill is the section
which proposes a deduction to the employer not to exceed 5 percent
of the aggregate salaries of the men included in the plan. A survey
of all our plans has shown that that 5 percent is entirely inadequate.

We have a chart here of a very worth-while concern, one who is
known throughout the cotntry for their relations with their em-
ployees. They have been written up probably more than any other
concern, and that particular exhibit shows that the average cost to
the employer for this plan, after the employee contribution has been
made, is 11.8 percent.

That must be considered better than the average plan. We have
taken other plans into consideration.

Sellator VANDIIBO. What company is that?
Mr. KLxIN. That is the Doebler Die-Casting Co.
We have taken other plans. Some of these are 35 or 40 percent of

salary as pension, with social security included. In other words,
any employee in this group can get over 35 in some cases and 40
percent in others of their salary as pensions.

We believe a 40-percent pension is a proper pension, large enough
for a man to live on as a decent American and small enough for the
company to afford it.

We find these percentages shown. In the case of a Cleveland manu-
facturing company, 23.2 percent; in the case of' a Buffalo chemical
company, 16.6 percent.

In the case of a Buffalo rubber company, 23.2 percent.
In the case of a Toledo machine tool company, 18.6 percent.
In the case of a department store in Buffalo, 24 percent.
A blueprint-paper manufacturer and machine manufacturer in New

York, 14.6 percent.
A spark-plug company in Toledo, 14.7 percent.
Senator TAFT. They start out with a pension that will retire the

employees at 35 or 40 percent, or some percentage of their salary?
Mr. KL:IIN. Yes.
Senator TAr. And they figure perhaps they cannot take over 5

percent from the employees themselves?
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Mr. KLEIN. That is right.
Senator TAr. In order to reach that goal they have to put up these

percentages; is that right?
Mr. KLEIN. Yes.
Senator T, -nr. Would that be true of a sound actuarial plan start-

ing right from the beginning, or is it because of the fact that they
usually begin with men of all ages?

Mr. KLEIN. That is the reason for it. Those concerns putting in
24 percent and 18 percent are concerns where there are very old people,
where the people are almost ready for retirement.

In order to inaugurate the plan, the payment, in the first few years
of the plan, is higher Ilhan after that, in order to retire those men
who are near retirement age or who are ready for immediate retire-
ment.

Senator TAFT. In the normal course the percentages would come
down ?

Mr. KLmN. That is right. It is my belief that a 10-perceut ceiling,
after the plan has been in operation for 10 years will be more than
sufficient

Now, here is a chart, exhibit B, which shows just what may be pro-
vided, and what pensions are provided. Under this 5-percent rule
we would get it up where we would find as low as 7.9 percent is all
the pension, including the social security, that may be provided for
men 65 years of 'ige, none of which reach the 40-percent limit.

There was nothing in Mr. Paul's report to the House Ways and
Means Committee which asked for this 5 percent, and we believe that
the 5 percent is not necessary to curb the abuses which we had under
the old law. We believe the 70-percent provision will curb a great
number of them. We believe the nondiscriminatory rule will curb
others, and that altogether the law, as it stands today, will curb the
abuses which were had under the old act. However,'we believe that
limiting the payments to 5 percent will destroy all these plans that
are now in operation, and will prevent the induction of new plians.

Now, as an example of what this 5 percent does with these compa-
nies that I mentioned before, the first company deposits a total of
$59,500. Under the 5 percent of pay roll they would be allowed to
deduct $13,358.50 only. Under the excess provision over 5 percent
they would be allowed to deduct an additional $9,228, or a total of
$.22,586.

Then the taxable amount in that year would be $36,913.20. Now
that would be practically impossible to pay, if not deductible, be.
cause it would take, if they were in the 90-percent class, or way up in
the excess-profits tax, it would take approximately the earnings of
10 times that $39,000, or $369,000 approximately, to pay that balance
of tax.

Now that would be impossible with this concern, and with all the
others that we know of.

Senator VANDENBERG. Why, the net result, I suppose, would he to
cut the pension plan back.

Mr. KLEIN. To either stop it entirely or to limit the company's con-
tribution to'5 percent, which would produce a pension which would
not be satisfactory, and which would not retire the men, because no
man could retire on 20 or 22 percent of his salary.
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'rhal is the reason 280.000 retired out of 1,500,000.
Here is a company that deposits $140,000, and the amount which

they would have to pay taxes on, the amount which they would have to
earn to pay taxes on would be $739,000, because of that 5-percent
limitation.

Now, we have made four suggestions to the committee here which
we think will carry out the plan. In the first place, if that 5 percent
were changed to 15 percent and the company were not allowed to de-
posit over 15 percent of the aggregate salaries of those included in
the plan, we think that would cover it.

A second solution set forth here is we allow him to take a full de-
duction of the amount which lie put in the plan, making it actuarially
correct, the way the old law did, and over and above tle current pen-
sion liability that is allowed him to take his deduction for the current
company's liability for that year, and all over that over the period of
5 years.

The third is to allow a deduction of, say, 5 percent up to age 40,
then grade it, 10 percent, say, to 50; 15 percent to age 55, and so forth,
so these men would bo adequately taken care of and the company could
continue its plan,

Senator DANAER, .Mr. Klein, is thalt actuarially computable, or is
that arbitrary?

Mr. Kr.riN. No; it was actuarially computable; it was under the old
law entirely. under the law as it existed up to date.

Senator DANAzirtn. Thank you.
Mr. KLE . The fourth generation is the suggestion that Mr. Paul

made, that is that you allow full deductibility for the current expenses
and putting a, ceiling on what any man may get. We believe Mr.
Paul s suggestion of $7,500 might be a little bit low. Possibly it should
be $10,000 or $12,000 as a ceiling.

I think Mr. Paul just said $7.500 as putt ing on some sort of ceiling.
I think that would cure all the defects of the present plan, to limit

the actuarial deductions for current expenditures during the year, the
current liability, and just a. ceiling on it.

But the 5 percel)t definitely. without question, will destroy almost
any and every plan that we have, because the companies will not be
able to continue to pay great sums of money say about $40,000 or $0,000
of their net profits after all taxes have been paid.

I (1o know further that no new plan will be inaugurated, unless it is a
haplzard plan, and such plan will not do the work that a pension
plan should do, that is, provide income for the man upon retirement
from which he can live as a decent American.

Senator Bnow v. I think the illustration you give at the bottom of
page 7 and top of page 8 is what the Dohiler plant would have to earn
in order to pay the 1imount of premium above the $37,000 should be
given to the committee. Thtt is a very vivid illustration.

Mr. KLIxN. Yes; we have that in the charts here, and the same on
several other companies' systems.

Senator BnowN. In other words, in order to pay the $37,629, if
Doehler is in the 90 percent excessive-profits classification, they would
have to earn $376,000?

Mr. Kr EIN. That is right. May I leave those charts?
The CHAIRMAN. Yes; you may'leave those charts.
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Are there any further questions from Mr, Klein?
Thank you very much, Mr. Klein.
(Mr. Klein submitted the following memorandum and charts,)

MEMOaANDUM iY EuossE m. kiLE:IN, CLEVELAND, 0110

My purpose In appearing before this committee Is to express my opinion regard.
lng section 144 of the proposed revenue bill for 1042, which section relates to
employees' trusts.

At the outset I want to state that the intent of Congress to weed out the narrow,
discriminating, ,elfish type of pension and bonus plan which has cast suspicion
over bona fide plans Is an admirable objective, which we believe will be fully
accomplished by the propose] section 165 (a). We believe also that with the
exception of the proposed section 23 (p) (1) (A) and (C) (1) the rest of the
section 144 is equitable. It Is clear, and there should be no misunderstandings
concerning the application of it,

My comment here Is directed solely to that portion of tde amendd si-a-lion
which allows a tax deduction to the employer if amounts wild lilto it lix-Vx(mlpt
trust during the taxable year of lnt mor tim 5 peerent (If i1e compnsation paid
to his employees daring that year, imud also allows a dednetin over it 5-year
perted for any amounts liaid into such trust which are il excess of the 5 percent
aniaunts so paid.
We believe that the Injection of such a limited incentive for pension plans will

seriously retard the establishment of new bona fide pension and annuity plans and
hinder the maintennce of plans already established. There are many reasons
why we believe that this section should be changed.

(1) The sound social object of pension plans deniads fal GOo-crmcnat coopcra-
tion.--in the compreliensivi Senate suacomimittee report No. 610, which was a
survey of experiences in profit sharing and the possibilities of incentive taxation,
the following was stated on page 93:

"Notilng In all worla history has equaled the proiluctlon of weaIlth, and
creation of the standard of living enjoyed by our people, the Inventive genius,
tie niaterial progress and prosperity of America, But there Is one v'reat vul-
narlale spot In our capitalistic economy. That Is the fat that Pnnally In
America several million people * * * finish their lifetinie of work hn penury
and want, Tile system will lie the ohelct of continlouaa, ever-inereasing attack
so long mis this situation exists. Ti fact. lie system, cannot long endure with
suelh a condition holn tia annual output of Its operation."

"Teircfore," the committee stated that, "object No, 1 of out recommended plan
should be:

"I ProvNiion for the creation of an estate or retirement fund for the pro-
tection of old age."

It i, evileant that the objective of all hona fide retirement plans is directly
rehote, to the welfare of onr economy. These are not merely words. Latest
avallahblt' census data Indicate that In 1040, 2 years ago, wIth tiae exception of
p-rqos emnlnyeal in public emergency work or nn the farm, there were approxi-
amntely 1.2fl0.000 employees over ace 65: 1.300,000 employees were Ietwen tile
naos of (10 to 61, iaclisive: 2,.000,0 employees were between the ages of 55 and
5, Itni lao. nmaldng mu total of slightly over 4500,000 peronas employed who
were !5 years of age or more.

These emialoyees constitute a enornnaus potential old-ace prilem, It is
hlig"'ly probable thnt tils group of older employees has baeen consierably en-

areal solnc ti'e begiilng of tie war due to the urgent need for nmimpow-er In
defense Industries.

Enahling this older group of enployces to rethre vitlln liar' next lciade will
not only relieve this serious prolaem. lit It will imble millions of young
employees who otherwise would lie inenployed to filnd work.

'he fact tlat only aholt 280,000 evnpla yos lhave already i-eh-d aander the
beneits of the Soclial Security Act, nnd that there are still over 1,000,000 persons
employed wcho are 03) years of age or naoie indiaentes the unwillligness of em-
ployees to retire unler the baa-p taulinun aaf retirement seelnltv pr-old'ld imler
tiae soclaal veurity sstem. Retirement plans are needed to fill the gap in the
soalnl seoumirlty program.

Time dliatrilution of the ages of our population lane been constantly changing.
People are living longer, and we are finding, and we are going to continue to
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find, an increasing number of persons growing old who are facing problems of
economic security. It is highly significant that the total number of persons
over age 65 In 1940 wns 30 percent higher than that whicr prevailed under
the 1930 census, It should appear important that tny company which is iti-
terested iii providing economic security for this older group of employees should
be given the fullest cooperation.
The preservation and mintennnce of our present economy will be largely

dependent upon the Government's attitude with respect to coripany.spoirrored
retirement phns. Any Inducement by Congress which effectively tels to wake
the employer solve the problems of poverty In old age is fundamentally sound.
In effect It relieves the Government of a weighty problem which It would
otherwise have to bear. It Is a serious problem as tie statistics Indicate.

While It is with us at a tine when %ve are lighting for our system of living,
It is directly tied it with our war effort; It is vitally important that the view-
point of employees In defense Industries should not be distorted by thoughts of
Insecurity; nd a retirement plan gos a long way in relieving the anxl,ty, the
fear, and the worry that accompanies old age. It Is becoming increasingly diffi-
cult for employees to provide for their own economic security. Higher Inllvidlual
taxes, lower exemptions, and a higher standard of living have ill contributed
to the employee's inability to moot Ills Individual Security problems.

To meet this increasing problem of old age and to some extent future unemploy-
rient, the initiative must be taken now, and tire Incentive must be allowed now
toward that objective. Retirement-plan financing Is a long-tern project, ard
waiting, delaying and procrastinating will simply and finally evoke a tragic
economic situation accompanied by tire unavailing, depressing expression-"too
late."

On the basis of sound social reasons, therefore, Congress should fully co-
operate with employers who are operating onr file retirement plans .

(2) The proposed deduction to the employer In a taxable year of an amount not
In excess of 5 percent of rin employee's comensation during that year is unreces-
s-cry arid detrimental because-

i) It extends mach beyond the point needed to curb undesirable pension
practlees, and

(b) It will tend to deprive erpinoyee of adenunte security arid thereby jeopar-
dize the over-all social objective of retirement plans.

Before elaborating uion these two points, it is well to review the prevailing
practices relating to the fininrcing of retirement plans.

Up to the present there have been two principal nietliods of financing pension
plans.

First, in employer cold rorchnse annulties directly from an Insurance corl-
puny. Ordiirily lie gave pnslon credits to Iris employees for future arid past
service. The cost of future service I ensions lie paid off from year to year, Tire
cost of past service tensions were pld off either In i lump sini or over a very
few yais-. The Internal Revene Doparrtrnent rules that stchl payment were
fully deductible for tax purposes in the current year In which the payment
actually was made.

As a second method of setting up a pension pln, an employer could set up
in trust In accordance wtih section 165. Bv vi tue of section 21 (a) the err.
player wirs allowed to deduct In tire taxable year iis contributions which
covered Ills pension liailliy which accrried during that year. If the 0rrip' nyer
deposited an amount in excess of Iris pension lIability which accrued during
that year, for the purpose of financing past service credits, then, by virtue of
section 23 (p) the employer had to apportion lis tax deduction over a period of
10 years.

Most employers wlro could afford depositing large sums of money during 1
y-atr deposited hundreds of thousands nd r ven rmilliors of dollars direly with
an Iisurvi'e corripaiy during ir single year io covir part service lia1)ilities arind
secured a fi ll tax deduction in tire year of deposit. Some coripiiros ca- nrried
those 111-lcitei's to iniortho-lox onds. For exairle, if an employer established
a lrusit whichh rret Ile requirerierits of scctiilr 115, he would deposit only that
anrir nt of n1lniey into the trlst wlilei liecesry to cover Ills eiurrelt ironsilon
liabillths, ald In order to avoid alportlenilig llis pact service Ilability over
a period nf 10 consecutive years, would pay the cost of such past services directly
to air iisrivrrrco company, anil tlereby secure a full tax deduction In the year of
deposit of whatever payrvents lie no de.

Tie sole olbjecthrn whinh has prevailed against reirement plan financing nhas
revolved around thils widosprerd single deposit practice for past service. The
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objection has never extended to future service deposits tinder group annuity
plans, or to current pension deposits under pension truit plans. These latter
deposits have never been considered as undesirable practices, The charging to
expnses in I year of the amount ot pension liability which accrued only
during that year was a normal and expected procedure. Since deposits for
current pension liabilities have an actuarial basis, the amounts deposited to
cover that liability are definite and not subject to arbitrary manipulation by
the employer as Is possible with past service deposits,

The undesirable practice of making enormous deposits In 1 year and taking a
full deduction in that 1 year Is adequately curbed under the proposed section which
requires such payments to be spread over a 5-year period. However, since the
allowance to the employer In a taxable year of an amount not In excess of 5 percent
of the emnp'oyee's compensation is not nearly sufficient to meet the cost of Current
liabilities under most pension plans, the 5-percent limitation extends much beyond
what .was intended to be curbed.

As an example of this point that the 5 percent limitation does not meet
current liabilities, let us take a practical case as an Illustration, The Doehler
Die Casting Co.-a company-which has been given widespread publicity for
Its generous dealings with its employees-niintains r retirement plan for all
salaried employees earning $1,560 or more a year, whi., are 40 years of age
or over. Here we have a chart (exhibit A) which shows approximately what
it costs that company to operate its plan. The costs are shown for each age
and are expressed as a percentage of the total compensation of ceaci employee
at such age up to a maximum of $12,00 a year to any employee (the maximum
salary upon which pensions are based). Pensions are approximately 40 percent
of salary including social security. The retirement age for employees who
enter the plan up to age 55 is N5, and for employees who enter the plan beyond
that age, retirement ages are staggered.

It is evident from a study of this chart that the percentage of an employee's
salary which the employer must deposit to meet a single year's pe.slon liability
to provide an adequate pension, Including social security, Is above the 5 per-
cent-of-salary line for all employees participating, and is well above It where
the retirement problem is greatest. The 5 percent-of-salary allowance clearly,
does riot meet the current pension liability requirements of this company. This
case Is not unusual-it Is typical.

I repat-the 5 percent limitatlon extends munch beyond what was Intended
to he curbed.

This leads us to the second point that a 5 percent limitation will tend to
deprive employees of adequate security and thereby Jeopardize the over-all social
objective of retirement plans.

There never were many companies which were able to deposit enormous
sums of money in a single year. Most of the companies which did so represented
the very large industrial organizations. Those companies which could not
afford to make huge deposits in a single year allocated their costs over a period
of years, (lepositing amounts sufficient to meet current liabilities, and in nany
cases only made payments when they were able to do so. Since there are so

niy employers who are only able to maintain pension plans because they
obtain a fill tax deduction In the year of deposit for current liabilities, and
since the 5-percent limitas n does not cover current lIabilliles, it will be vir-
tually impossible for the ordinary employer to risk making payments in excess
of 5 percent of an employee's compensation, and take deductions over a period
of years in ivhih there ay be no net income.

Let us refer back to the Dnehler case to illustrate this point, Dnehler
current pension liability Is $q1,838.08 a year. Their pay roll for the eligible
employees amounts to $690,022 a year, 5 percent of which Is $34,801,10. They
are entitled to deduct from expenses this $34,801,10 plans $9,407.40. which reire-
sents 2 percent of the excess over 5 percent, or a total of $44,208.50. Tills
leaves $37,620.58 of current liability cost which the company must take a
deduction for over the next 4 years. In ni'der to ho able to pay this $37 (120 58.
If Doehler is In the 00-percent-excess-profits classification, they must have a
gross earning which amounts to at least $376,205.80.

This type of condition will spell the death warrant for many existing retire-
ment plans, and will prevent the estahlishment of new plans. The average
company will be unable to make deposits in excess of the 5 percent, and will
be compelled to discontinue their plan or adopt or operate a limited type of
pension plan-possibly to', the extent of 5 percent of an employee's compen-
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sation. The maintenance of limited pension plans will deprive many employees
of much-needed economic security.

This next exhibit (exhibit 11) Illustrates what percentage of salary could
be provided for mn employee beginning at age 65 by a 5-pereent-of-salary
deposit by the employer, a graduated scale of employees' deposits, and Social
Security. It Is apparent that employees who enler the plan at lower ig,'s are
satisfactorily taken care of by such contributions. But it Is also apparent
that the older the employee and the higher his salary at the time lie enters
the plan, the less security provided for him. A person earning $1.500 a year
who enters the phn at age 0 would secure a pension of $129 a year. This
is clearly inadequate. As salaries increase, these percentages and amounts
progressively decrease. They are Inadequate and would not permit an em-
ployee to live decently in the American way after retirement,

We are interested today primarily in the retirement problem which will
develop during the course of the next decade. We are interested in these
older employees whose ectiimnic security will be Jeopardized by the limitations
of the proposed section. For a retirement plan to be effective at all, it must
provide proper security: a failure to provide this adequacy defeats the object
of the entire plan, and thereby prevents the solution of a vital social problem.

I might add here that my remarks are directed solely to pension and an-
nuity plans and are not Intended to apply to stock bonus or proilt-slaring
plans. I believe that these latter two plans should be treated on a different
basis,

(3) It is unfortunate that the proposed tax deduction to the employer will
have tie effect of penalizing those socially minded companies which were
unable to deposit hundreds of thousands and even millions of dollars into
pension plans in 1 year to pay for past service, and had to spread the cost
of their pension plan over the remaining years of an employee's working
lifetime. Lrge companies which deposited millions of dollars for past service
credits will he in a favorable position because their future service deposits
will be relatively low. However, the smaller companies are penalized. be-
cause, being unable to deposit millions of dollars In the 1 year, they distlb-
uted their costs over the employee's working lifetime, with the result that
their annual costs are higher than they would have been had they been finan-
cially able to make depoclts In a single year.

In conclusion we ask the committee to consider the following methods of
changing the proposed section 23 (p) (A) and (C) (1) :

The following methods apply to an employer who contributes to a trust
which is exempt front taxes under the proposed section 165 (a), or under a
plan of deferred payment which would be exempt from taxes utnder section
165 (n) if it constituted a trust Instead of a plan for the purchase of annuity
contracts.

(1) Allow the employer a full tax deduction on his contributions which
cover its pension liability accruing during the year, and allow hin to take a
tax deduction on amounts in excess of such current pension liability over a
period of 5 consecutive years, or

(2) Allow the employer a full tax deduction In the year of taxation of
amounts not it excess of 15 percent of the aggregate compensation paid to
participating employees during the taxable year, mnd allow him to take a
tax lednc'tion on ato1nmitis in excess of such 15 percent over ai period of 5
consecutive years, or

(3) Allow the employer a full tax deduction In the taxable year of amounts
not lit excess of 5 percent of the aggregate croapeasatlon of employees who
enter the plan under age 40, or not in excess of a certain percentage gradu-
ated according to the age of the employee at the tite of his entry to the
plait, if lie is then age 40 or over. The excess over such perce'itlges shout
be deductible over a period of 5 consecutive years, or

(4) Allow time employer a fill tax deduction on his contributions which
Cover Ills pension Iliahility acerulite din-lug the year, mnd allow hin to take
a tax deduction on tniotunts It excess of such current pension liability over a
period of 5 consentve years, but If time pension 1benfirs of an em)loiyce exceed
let us say $7,X00 or $10 000 a year, such employee should Include in income
currently his pro-rata share of his employer's contribution to the trust and
the carclngs of the trust. (Mr. lIfilidollph Pci ul's orighimil suggestion.)

Wc' icelieve that aty ont, of those niltods will go a long way toward as-
suring a continuance of proper employee security under present and future
retirement plans,



1REVENIJTJS ACT OP' 1942480



REVENUE ACT OF 1042

I 

500

Q 4-4 I I

'''ii
4- I

I

I I I

I OWI

te

ta
it

0t

481

S

.4

K

I
.4

W0 000

It o9 04

n 0 N

qI c l; S



482 REVENUE ACT Of 1042

IVI~

Ga

P3 4 : -

~t r1- oa

2

c*

aa0



REVENUE ACT OF 1042 483

The CHAIRMAN. Mr. Beers.

STATEMENT OF HENRY S. BEERS, HARTFORD, CONK., REPRESENT-
ING THE ASSOCIATION OF LIFE INSURANCE PRESIDENTS

The CHAmIMAN. Mr. Beers, will you give the reporter your name
and your business connections?

Mr. BEERS. Henry S. Beers. I represent tie Association of Life
Insurance Presidents, which consists of most of the life insurance
companies in the country, and I am the chairman of a special com-
mittee particularly on behalf of those members of the Life Insurance
President's Association which do a group annuity business to pro-
vide pension plans for employers,

I am also chairman of the Group Association, , .iich includes most
of the companies doing a group annuity business. My business con-
nection is the Aetna Life Insurance Co., of which I am vice president
in charge of the group department.

I am speaking particularly and only from the point of view of
group annuity contracts which provide' pension plans for employers.

As far as general principles go, we are in favor of the bill if read
in connection with pages 51 and 104 of the Hous(, Ways and Means
Committee report on the bill, if we understand the meaning of that
report. However, we feel it of vital importance that greater assur-
ance be given in the text of the law that pension plans which we
think the Commissioner of Internal Revenue intends to approve
were intended by Congress to be approved ul)der section 165 (a).

Pension plans, of course, cost a lot of money, and you should en-
deavor to make impossible for an employer, with an approvable plan,
to read the text of the law and see that it is approvable. If he can
do that, it will save the Bureau of Internal Revenue a lot of inquiries
about specific plans. It will avoid litigation, and it will avoid the
unnecessary discontinuance or suspension of perfectly sound plans by
companies which do not dare take a chance on the 'ultimate deduct-
ibility of their pension contributions.

Of course, we realize that it is impossible to set up in a bill ex-
haustive standards by which you can judge every possible pension
plan that may come along, because there are so many different types
of pension'p ans. We suggest,' however, that you indicate in the
text of the law a very few general standards, thinking that this
should serve, by comparison, to validate immediately and clearly
the great major ity of acceptable plans, leaving only a minority of
b0tder-line plans 'for special study by the Bureau of Internal Reve-
nue. Now, we have a specific suggestion to this effect but, unfor-
tunately, it is now only half drafted and I should like permission to
write you, giving you our specific suggestions in writing. But this
suggestion will probably run to the effect that "a stock-bonus, pension,
or profit-sharing plan shall not be considered discriminatory within
the meaning of the requirements of section 165 (a) merely because the
benefits to employees are substantially in proportion to their rates
of compensation.' That is stated in the House report, but it is not
stated in the bill itself. Nor merely because it is designed to exclude
employees none of whose remuneration is excluded from "wages" by
section 1426 (a) (1), the Social Security Act old-age tax provision.
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That is to say, plans may exclude employees earning less than
$3,000 per year wh o are covered by the Social Security Act. They
can, as stated by the House Ways and Means Committee report, be
acce])table, but we feel it should be stated in the law itself.

"Nor merely because the benefits to employees based on that part of
the employees' remuneration which is excluded by those taxing pro-
visions differ from the benefits based on remuneration not so excluded."
That is to say, a plan which provides a lower percentage of salary on
the first $3,000 than the percentage of salary allowed on the excess
over $3,000 should be validated in the law.

I think it was the intention of the drafters of the bill to allow such
a plan, because if you get a certain social-security pension bn your
first $3 000, it is quite proper and reasonable that your pension tromn
the private plan should be, for example, 1 percent of the first $3,000
of your salary times years of service, and on the excess over $3,000,
2 percent of salary times years of service.

Thus the low-paid employees would be paid I percent plus social
security, and the high-paid employees would get on the first $3,000, 1
percent of their salary times years of service, and on the balance 2 per-
cent of their salary times years of service.

Senator CLARK. On that matter, for instance, I saw in the 1lper the
other day where Mr. Grace, of Bethlehem Steel Co., drew salaries of
$600 009 last year or a little less than $600,C00. Do you think lie ought
to be included in such a plan?

Mr. BEER.s. I do not want to take a gratuitous slam against the
remuneration of Mr. Grace.

Senator CLARK. I thought of that as an example, because I saw it-
in the paper last week.

Mr. BiRaS. I personally do not go along with the inclusion of a
salary of that kind for pension purposes.

Senator CLARK. I have nothing against Mr. Grace personally, simply
because I happened to see it in the paper.

Mr. BuEns. If there should be ,some kind of limit in this bill, I do
not think I should take an exception to it sir.

I want to say there are a great many plans which have been adopted
in the last few years which give a higher percentage on salary over
$3,000 than on the salary under $3,000, and those plans seem reason-
able to me and I think they were intended to be inetded in this'
legislation. If they were intended to be included, it should be so
stated, because T aim afraid otherwise it would be impossible for any
employer to feel that lie could' prove they were included, in which ease
lie would be scared to death to pay out any money for fear that it
would not be deductible. As pointed out by the last speaker, it is
pretty hard to find money to pay nondeductible expenses in these days,
and pension plans, particularly group annuity plans, are very expen-
sive to employers.

Senator VANDENIEO. You are sustained by the sentence which I
read a moment ago from the House Ways and Means Committee
report, which I will read:

Determination of benefits according to i fxed jiereentiigo of ages shbohliCI not
be considered discrlihiatory even though it results In larger benefits to highly
paid employees,

484
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Mr. Briats. Even that sentence, sir, does not seem to me to go far
enough to cover the plan I am talking about.

Senator TAFT. You mean, if the pension plan plus what they get
from social security is in proportion to the salary, then that shall
not be considered discriminatory?

Mr. BEERS. Yes, sir. I think the law should provide the test which
you have just stated, and that it ought to be provided in the law
and not merely in a committee report or reports, because my legal
friends tell me you cannot read the committee report unless the law
is vague, or something like that.

The CHAIRMAN. You will have these suggestions written out?
Mr. BER s. We will ask permission to write you, and if you wish,

you can put them in your record, or do whatever is proper.
The CHAHIMAN. We will be very glad to put them in the record.

We will be very glad to have them by the time we reach the execu-
tive session stage.

Mr. BiFEitE. I will get them to you, I hope, in the next few days.
The CHAIRMAN. You will have time.
Mr. BEas. The next point I want to bring up is about the two

sections of this bill about discrimination: Section 165 (a) contains
two different kinds of discrimination. One is discrimination in favor
of officers, shareholders, supervisory employees, highly compensated
employees. That is section 165 (a) (3) (B), and the next subsection
is (4), which subsection says that the discrimination shall not be in
'favor of any employee whose compensation is greater than that of
other employees.

We have not been able to find any very good reason for these two
different kinds of discrimination. We suggest it may lead to a great
deal of difficulty and hairsplitting, and so forth. We suggest you
use the same kind of discrimination in both subsections; namely that
you declare against discrimination in favor of officers, shareholders,
employees whose principal duties are the supervising of other em-
ployees, and highly compensated employees.

I have not intended to change the language of section 165 (a)
(3) (B). I am quoting from memory.Senator DANAHER. That is substantially correct.

Mr. BEERS. Thank you, Senator.
Now, my third point is this: Section 165 (a) (3) says that the

plan must be offered to 70 percent of all employees of over 5 years'
service, or to a certain class of employees approved by the Commis-
sioner.

A good many plans are contributory, and there is always a minority
of employees who will not accept the benefit of a plan for any con-
tribution whatsoever, so they stay out, and we suggest and ask that
you change the language there to read that the plan must be offered
to at least 70 percent of the employees, and so forth, instead of that
the plan must benefit 70 percent of the employees.

I do not think it was the intention of the drafters to require that
70 percent be covered, but only that 70 percent be offered coverage, and
if that was the intention, I th'nk it should be made'clear in the bill.

Senator VANDENBERO. Or 70 percent of eligible employees.
Mr. BIis. Yes, sir. "Eligible" is a good word.
Now my fourth point-anT I am getting to the end of these notes-

is that section 165 (a) (2), which says that the trust fund must not be
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diverted to purposes other than the exclusive benefit of the employees,
the wording of that section does not seem to fit the requirements of a
good many group annuity contracts which we believe your committee
would fee to be acceptable.

It is a rather technical point, and we ask permission to file our spe-
cific suggestions in writing with respect to this and also with respect
to a few other minor points.

It now looks as if, from a drafting standpoint, we may make the
suggestion that the rules applying to group annuity contracts be stated
separately, but if we do, that would merely be for drafting reasons and
to assist rather than to confuse your drafters in their work of making
such changes as your committee decides upon.

Senator VANDENBERO. Could that language be construed to exclude
death benefits to the f hmily of an employee?

Mr. BEERS. I have not thought of that, sir. In general, group an-
nuity contracts provide only that employees' contributions to the
plan will be returned, usually with interest sometimes without, to the
employees beneficiary. There is usually no benefit from the employer's
contribution to the employee's family. I haven't got any point along
that line, and I think probably from a group annuity standpoint the
bill is all right in that respect.

Senator RADCLIFFE. You suggest that the benefits must be offered
to at least 70 percent?

Mr. BEERS. Yes.
Senator RADCLIFFE. Would you fix any minimum limit as to what

percentage you should expect to set up?
Mr. Brns. It would not be objectionable to us, I think, except for

this reason: There might be a time when a p lan covering the mini-
mum limit you state fell below that minimum limit. There might be a
new campaign, as we call it, and the percentage of employees might
be improved, but then we could not say that that plan met the test
throughout the whole of the taxable year, and we would be in trouble
again.

Senator RADCLIFFE. What about if only 20 percent subscribed to the
plan?

Mr. BEFPS. If only 20 percent, or 5 percent, or something, sub.
scribed to the plan, I suspect, sir, you would find that the scheme of
contributions was discriminatory in favor of a limited class, so the
plan would be thrown out anyway.

Senator RADCUFFE. You would not suggest an arbitrary minimum?
Mr. Brs. I should not suggest an arbitrary minimum; I should say

once you had what is a reasonable minimum it does not seem unreason-
able.

Senator DPAIER. Please do not depart from section 165 (a) (2) for
a moment. You said your possible suggestion with reference to it is
highly technical and you would like later to submit a further memo-
randum with reference to it, but in order that we may test your sug-
gestion when you submit it, will you now elaborate on your comment
as to why you imply a criticism of the language of section 165 (a) (2)?

Mr. BEEiis. Yes, sir. Group annuity contracts generally provide,
as far as I know always provide, that if an employee, under certain
circumstances, leaves the employment before lie has completed certain
vesting requirements, if the employee is in good health at that time,
the employer is entitled to have the money lie paid for that employee's
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benefis reapplied it to purchase benefits for other employees. Or
to state it in more ordinary language, lie gets a refund which he has
to apply against his current premiums. However, it is conceivable in
any case that the refunds due at that time might exceed any premiums
payable then or in the near future.

That happened to us in one case where a lot of employees withdrew
all at once. The employer did wait a long while before he got all
that refund, and in the meantime he did not pay any premiums. Under
our contracts, therefore, in such a case the employer has the option of
drawing out in cash usually 95 percent of the amount lie could have
receivcfl as a credit. Under the present law if he did that he would, of
course, have to show what he drew out as being income at that time.
But such a plan would not meet the strict test that no part of the corpus
or interest could be applied other than for the benefit of the employee.

Senator TAFT. It seems to me it would be distinctly prohibited by
this section.
Mr. BEERs. You are right, sir.
Senator TAFT. It is not a technical question; it seems to me to be a

question of principle whether once an employer has paid this in, lie
should be able to get it back in any way or not. The Treasury says
not, I take it. They say under such plan you have to change your plan.
Hereafter that money would have to be added, I take it, to the corpus
of the fund for the benefit of other employees, and they would have
to go ahead and pay a premium besides, I should think.

Mr. BEERS. If she return is used to pay part of the employer's
premium in the year in which the return comes due, or in some subse-
quent year, I do not think that you could say that that money was not
being used for the exclusive benefit of the employees, although some
of us feel that the law ought to make that clear.

Senator TAnr. Take the ordinary fund in which the insurance com.
pany is involved, the fund gradually accumulates a reserve perhaps
because of the fact that employees have withdrawn, or because of
other facts, and that reserve I suppose has to stay there under this
rule for the benefit of the other employees who are in the fund.

Mr. Blarns. That is right.
Senator TAFT. On the other hand, I suppose the employer might

reduce his payments thereafter and still comply with the provisions
of the fund.

Mr. l3ras. That is right.
Senator TAM. It seems to me subsection (2) requires a clarfica-

tion its to just what we are trying to do. If that is permitted, I think
it ought to be clearly stated.

Mr. Brns. I think it is arguable whether, under any circumstances
whatever, a net return couldle made to an employer. I am not sure
that the intention of the present bill is not a correct one. On the
other hand, group annuity contracts differ from a good many pension
trust funds in that under a group annuity contract the employer buys
the full benefit for each person employed, without discounting his
payments by reason of the probability that a number of his present
employees will leave service between now and retirement. Well, in
a great many pension trust funds he discounts his payment by reason
of probable future withdrawals. Therefore, you would be in a sense,
discriminating against group annifty contracts, if you apply the same

70093,-42-vol, 1-32
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rule to both. I am no: sure you will not decide to do that-I think, in
any event, some clarification of language is going to be needed.

Senator TAT. We have had called to our attention here a fund in
which the employee makes no contribution.

Mr. BrEns. Yes sir.
Senator TAiwT. lhe employer has paid, for years, 1 percent. It has

been the custom when the employee leaves the service, if lie does
leave it voluntarily to withdraw the money that Ie lut in there for
that employee, where lie put it all in himself.

Mr. Bn ns. Yes sir.
Senator TA '. I suppose that would be prohibited by this section

(2), also.
Mr. BEit~s. Does not that depend on whether the withdrawal is

less tan this year's net payment?
Senator Tin'. If that is the case, subsection (2) ought to say it.
Mr. BEERS. I think it ought to say so; that is, if the employer uses

a credit to pay part of this year's premium lie is certainly using the
credit for the benefit of the employees. On the other hand, somebody
else might take the other attitude.*

Senator DANAHER. Mr. Chairman, may I ask the witness a ques-
tion that is collateral to this subject?

The CHAIRMAN. Yes, Senator.
Senator DANAIIER. Are you, i), any chance, familiar with the system

of the Bell Telephone Co. with reference to its employees?
Mr. BEERS. I am very sorry; I have only a very general familiarity

vhich does not go into details, sir.
The CHAIRMAN. All right.
Mr. BERS. The next point I want to make is that on page 113, the

frat ive lines, it is stated that an employee is taxed on past emp)loyer
contributions if his benefits change from a forfeitable to a nonforfeit-
able status. I believe that this should be restricted to employer c:an-
tributons made in a taxable year beginning after December 31, 1941,
or otherwise you would tax the employee in tie future on payments
made by the employer a long time ago, when the tax situation was
different. I do not think that is a proper retroactive feature, and I
think you will find my suggestion will remove it, but that again is a
matter of detail.
. I have one more specific point, namely, that many group annuity

contracts are going to require minor changes to conform to the new
requirements. This will present a drafting problem. We have to get
the contract amendments approved by the employers' lawyers and our
lawyers, and sometimes the insurance department, and even stock-
holders' approval will have to be obtained. Under the present bill I
think all this will have to be done before December 31. We should like
to ask that at least I year after the date of enactment be given to make
those changes because of all the things that have to be done and the
steps to be 'gbne through. I do not think it will change the net tax
collections att all if you do that.

My comments go into matters of detail rather than matters of
broad, general principle, My excuse for asking permission to ad-
dress you this morning is that ir seems to me very clear that the
present bill, section 165 (a), looks to be a lot more restrictive than it
was intended to be, that it is possible to change that situation, and
that if it is not corrected a lot of harm may be done to many thousands

488
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of employees through the discontinuance of the pension plans by which
they are now covered, which, in realty, nre perfectly sound from every
point of view, but which the employer will not dare take a chance
on on account of the very high tax rate that he would have to pay if
his contributions were not deductible.

Senator DANAHIER. Mr. Chairman, I would like to ask Mr. Beers
to look at two paragraphs of a letter that I have here, which bear
specifically on the problem before us, and I will ask him if he would

read them for the information of the committee, so that we might
have the benefit of his actuarial views with reference to that. Could
we spare him another 2 minutes on that account?

The CHAIRMAN. Yes, sir.
Mr. BEERS. Senator Danaher used the word "actuarial." I am

a fellow of the Actuarial Society of America. The paragraphs read:
I have read in a summary of the Treasury Department's recent tax proposals

that tax exemption will not be accorded to pension trust unless the rights of
employees thereunder are fully vested. The Southern New England Telephone
Co., with Its 5,230 employees, has had a pension plan with a trust fuifd based on
actuarial principles for more than 15 years. Under the terms of this plan,
pensions are determined by the application of a common formula to officers and
employees alike. Employees make no payments, but the trust fund, built up
by annual contributions of the company, is irrevocably dedicated to service
pensions.

If the Treasury's proposal becomes law, one of the actuarial bases of the
pension plan will be destroyed for the fund will be depleted every time an
employee leaves the company. Our studies indicate that the cost of any attempt
to make lip this depletion or the expense If the pension trust fund does not con-
time tax exempt, would, in either case, be so prohibitive that the company would
have no alternative but to terminate the entire pension plan.

This is a letter from the Southern New England Telephone Co.,
dated March 19, 1942, to the Honorable John A. Danaher, from Mr. E.
L. Simonds, vice president.

Senator DANAHER, That is correct. Would you choose to comment
on his criticism of this language? It ties in with what I think you
are criticizing'at the top of page 113.

Senator T' . Why would the fund be depleted when an employee
retires?

Mr. BEERS. Under the Bell system pension plan, the pension benefits
are contingent on an employee staying with the company until lie
achieves pension status. That is, I think he has to reach age 65 after
20 years of service, or age 60 after 25 years of service, or age 50 after
30 years of service, or something of that sort. If he leaves before that
time, say at the age of 40, after 15 years of service, lie is entitled to
no benefts. The original proposal being studied by the House at the
time that letter was written was that such an employee must be al-
lowed to take away with him a pension credit, so when lie reached age
65 he would be entitled to that money under the Bell system.

The CHAIRMAN. That was not included in the bill?
Mr. BaEs. That was not included in the bill.
The CHAIRMAN. It was evidently based upon the original recom-

mendation of the Treasury.
Mr. BEj.ERns. Yes; that is right, sir.
(Senator Danaher referred to p, 113 of the bill, H. R. 7378, as passed

by the House.)
Senator DANAHEn. The first five lines.
Mr. BV Eias. The present bill says that if a plan does not meet the test

of section 165 (a) and does not vest immediately, the employer gets no
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deduction, but when the benefits do vest the employee has to pay a tax,
the employer still gets no deduction. The vesting idea is that the
employer's contributions may change from a forfeitable to a non-
forfeitable status. The original proposal discussed by that letter is
not, I think in this bill at all.

Senator D5ANAHEn. All right. Thank you very much.
The CHAIRMAN. Thank you very much, Mr. Beers.
Mr. BEERS. Thank you.
The CHAIRMAN. Mr. Forster.
(The following letter was submitted by Mr. Beers:)

AETNA LiFF INsUrt4NC Co.,
Hartford, Conn., Augut 5, 194.

THE SENATE CotNirrrTE ON FINANCE,
United States Senate, Washlagton, D. C.

Re Section 144 of the Revenue Bill of 1942, H. R. 7378.
GENILEMEN: At the hearing held before your committee on July 31 in regard

to section 141 of the revenue bill of 1942, relating to employees' trusts and
annuity plans, I appeared on behalf of a special committee of the Association
of Life Insurance Presidents which had been appointed to consider this section
of the new bill. You kindly granted is permission to file later il writing our
suggestions as to changes which it might be desirable to make in section 144
of tir bill. This letter is written pursuant to that permission.

This committee, as stated at the hearing, only uidertakies to speak for life
Insurance companies which provide pension plans for employers find employees
through group annuity contracts find In the particular interest of those em-
ployers who have heretofore purchased such contracts and are making retire-
went provision for their employees thereunder. Such contracts now lave been
issued to more than 1,000 employers, large and small, covering some 800,000
employees.

We have no objection to tie objectives represented by the House bill, We
are, however, solicitous that no undue hardship be worked by new legislation
upon employers who lave heretofore in good faith and In the light of then
existing tax legislation made provision by means of group annuity plans for
the retirement cf their employees, nor upon tie employees covered by such
plans. This committee, s suggested at the hearing, believes that to avoid the
possibility of any such hardship, clarifieation of the House, bill In several
respects, as outlined herein, is desirable.
The following changes should, in the opinion of our committee, be made In

section 144.
(1) Section 165 (a) (3) now states that one of the requirements to qualify

a plan under that section Is that tlt plan shall "benefit" either (a) 70 percent
or more of all employees with certain stated exceptions or (b) such employees
as qualify under certain tests. Group annuity contracts are usually written
on a contributory basis, under which the cost is paid in part by the employer
and in part by the employees for whose benefit the contract is made. Some
employees illy not1 chiue to make or to continue to make the contributions
which are required in order to avail themselves of the benefits of the plan.
We believe that a plan which makes the benefits available to 70 percent or
more of all the employees of an employer, subjct to the exclusions mentioned
in section 165 (a) (3) (A), and which meets tre requirements of section 165
(a) (4) should be considered a qualified plan, even though the percentage of
employees actually subscribing may fall somewhat below 70 percent. We
therefore suggest that the word "benefit" in line 15 on page 111 of the House
bill be changed to "offer benefits to".

However, if the Senate committee concludes that the test should be based on
the percentage of employees who actually subscribe to the plan, rather than
on the pfrcenliage of employees to whom Its benefits are macde available, then
w(, suggest fit "T0 per centum" be chiged to "50 per centum." We believe
that a plan which actually covers tit least 50 percent of permanent employees
with more than 5 years' service and which meets the test of section 165 (a) (4)
should be considered a qualified plan without its having to be specially passed
upon by the ConuIssloner

n
, As between these two suggestions, however, we

would prefer the first.
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(2) Section 105 (a) (3) (B) requires that a plan qualify under a classifica-
tion set up by the employer and found by the Commissioner not to be discril-
ritory In favor of employees who are officers, shareholders, persons whose
principal duties consist in supervising the work of other employees, or highly
compensated employees. This provision relates to the classification of em-
ployees to whom benefits are offered. Section 105 (a) (4) relates to the con-
trlbutions and benefits under the plan and requires that such contributions or
benefits do not have the effect of dliscriminatig In favor of any employee
whose compensation Is greater than that of other employees. We do not know
wiry one test for discrimination is set up In section 105 (a) (3) (B) and an-
other test in section 105 (a) (4). We believe that this will unnecessarily
complicate tire administration of the act. We further believe that the test set
up in section .105 (a) (4) would be apt to prevent plaris from being considered
qualified which siouli be considered qualified. As an example, an employer

ray have a pension plan under the terms of which all employees who are on a
salary basis will be provided with pensions strictly In proportion to salary,
but employees who are working on in. hourly basis or who are paid by com-
mission may be provided with a pension based entirely on the number of years
of service or on some other basis different from that used in determining the
pensions of salaried employees. It should not be hard to determine whether
such a plan is discriminatory in favor of employees who are officers, share-
holders, sunurvisory employees, or highly compensated employees, but it might
be very d'fil"ult to determine whether the plan, as between the salaried em-
ployees and other classes of employees, discriminates in favor of any employee
wroso compensation is greater than that of other employees. We therefore
suggest that the same test be made applicable to contributions and benefits as
is applicable to eligibility, which can be done by eliminating the words "have
the effect of discriminating In favor of any employee whose compensation is
greater than that of other employees" in lines 11 to 13 on page 112 of the House
bill and inserting In place thereof the words "diserhmiirrate in favor of employees
who are officers, shareholders, persons whose principal duties consist In super-
vising the work of other employees, or highly compensated employees."

(3) The House committee report on the bill indicates that it is not the Inten.
tion of the bill to outlaw pension plans which nhe tie pensions proportionate
to the compensation of the employees covered under the plan nor which supple-
ment the benefits payable under the Socil Security Act or the Carriers Taxing
Act of 1037. While this Intention seems clear from the report of the House
committee, we do not feel that It is made clear in the bill Itself. It is onr under-
starding that committee reports and comment on the floor of the legislative
body during debate are not necessarily binding in the construction of air act
after it Is passed, even though they may be admissible to show tire intent of
the legislative body where the bill is narbiguous, We feel that it would be
much more desirable to have the Intent of Congress orr these points expressed In
tire bill itself We therefore sugest the Insertion at the end of section 105 (a),
which would be between lines 13 and 14 on page 112 of the House bill, of a sen-
tence reading as follows:

"A pension plan shall not be considered discrimnintory within the meaning
of either of the foregoing requirements merely because the beiefi's for the
employees or for qualified classes of employees bear a uniform relationship to
their rates of compensation ; nor irerely blccmue it is designed to exclude em-
ployees none of whose remuneration is excluded from 'wages' by section 1426 (a)
(1) ; nor merely because the benefits (or benefits and corresponding contribu-
tions) based on that part of an employee's remuneration which is excluded
from 'waves' by section 1426 (a) (1) differ from the benefits (or benefits arid
correqnondlng contributions) based on employees' remuneration not so excluded,
or differ because of any retirement benefits available to emnloyees under any
retirement nMan created or authorized under State or Federal law,"

(4) The heeding of section 23 (p) of the Internal Revenue Code as amended
by the bill rends: "(p) Compensation paid fer lersonal services under a trust,
annuity. or deferred payment plan." Section 23 (n) relates to deductions allowed
tre eniployer. It is the contrilbutions of tie ennnloyor 1o the trtnst, aniritv, or
deferred payment plan with which section 23 (1) deals. These contrilbutios
may be held in trust and accumulated for the employees or they may be siplied
to purchase annuity or other benefits for the employees, titch contributions
have not hen treated as coinnensatlon under' tie Internal Revenue Code nor
under various other existing Federal laws. We believe that the Intent of the
subsection would be clearer if the words "compensation paid for personal serv-
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ices" In its heading (p. 113, line 9, of the House hill) were struck out and tile
words "employer's contribuftons" substituted therefor, This will require cor-
responding changes inn the wording of tills subsection on.pages 113, 114, and 115
of the House bill. For Instance, the first sentence (p. 113, line 12 fif) might be
made to read:

"Employer's contributions paid or accrued on account of his employees under
a stock-bonus, pension, proflt-shrinrg, or annuity plan, or similar plan shalt
not be deductible, etc,"

(5) An employer who enters into a group annuity contract with an Insurance
company in order to providei pensions for his employees frequently purchases
past service annuities (say, I percent of salary for each year of past service)
In addition to the annuities provided wlt) respect to current service, Both
employer and employees usually conribute' to tire cost. (f the current service
annuities but almost invariably the employer pays the entire cost of the past
service annuities, which are frequently oir a lower basis, expressed in terms of
percentage of salary and length of service, than the current service annuities.
The payment for tire past service annuities way be a single payment made at tire
time the annuity contract IP issued. One of the reasons for the limitation on
the deductibility of An employer's contributions from income which Is propose(l
to be made by section 23 (p) (1) (A) of the bill is to prevent an employer

from taking the entire cost of the past service Annuities as a deduction Inn 1
or 2 years. With that Intention our committee is In sympathy. We are not
making tiny recommnerrndation as to the percentage of~ compensatlon which fin
employer should he allowed to deduct In a snigir, year, as that point has been
fully covered by other witresss who appeared before the Senate Committee
on Finance at tie hearing on July 31. We do, however, believe that the restric-
tion in the House bill Is too drastic and trnst that tin, Senate Committee on
Fihnace will give careful consIderation to the views on tins point expressed
by Mr. Forster and sorie of the other witness es at tie hearing who spoke in
regard to It.

(6) The cost of annuities varies, of course, in aeeorrfanee with the age of
the annuitant at the time the contract is purchased and at tire age at which
retirement will occur. Obviously, if a ponirirn plan contemplates that all annul-
ties wil start at age 65 and will all he based ol the same percentage of the
respective salaries of employees for whom they Ar-c iurlrirsed, tho employer is
goirg to have to pay a munch larger ilnr to iriirse anll annuity for il employee
who Is 63 At the time the contract is mad' than for' An employee wo Ist lell
43. We believe that It is the Intent -f the ITen'e bli that the employer sMIaI be
allowed a dedu-tion not in (-xecr'-s of I percent of the agurgate compeusntlon to
lilt tie reasons who are Incldiled In the plan, and not that tie lrnitiatilon shall
ie applied with respect to tire compensation of each IndlvIdual, fA ealler that
this bY e trade entirely cigalr we sirggest that the words "any eniployoe" III
line 14 on page 113 be changed to "his employees" (see par. 4, supra) and that
line 4 on pave 113 and lines 1 to 4, inclusive, on page 114 of the House bill
be changed to read:

"* * * of ---- per e-ituim (if the aggregate compensation othewise pail
or accrued during the taxable year to all (ie per-sots who tire itfonirarel s of
the trust, The excess of tle empinover's contributions In such taxable year
over such --- pt' conk ln sill bt, ddteildlbh in e(nlnnt * * *."
Tf tin change Is made, then tfrn seina eleige should ire made InI lines 11 to
17. inclisive, on riage 115 of the TTouse bill.

Of course, if the s, uggestins made by other witnesses at tie hearing that the
employer be Allowed to deduct the full amount of elrrent service annlty cost
plus a percentage of the cost of part service annuities In any one tavable year
should he ndonted, the linnage we are suggesting woald not he anproprlate.
Yn any event, we feel that tie percentage of derdction Allowed should be related
to the nggzregate compensation of all emnloyes covered under the pIan rather
than to the compensation of each Indvilual, There is no danger It this fr-em
h., standpoint of dliscrininntlon trurong the individual employees, since that point

•v li ie falko, care of by section 165 (a).
(7) The Huse bill proposes to add a urrovlson relating to the taxitlon of

employees' nuinities to section 22 (h) (2) of the Internal Revenue Code (see
pp. 117 and 118 of the House bill), This new provision renulres thet If an nnnuity
contract is purchased by an employer for an emnlovee not In ancordance with a
plan wi-eh would meet the requlrementst of section 105 (a), and if th employee's
right under tire contract is nonforfeltable except for failure to pay future pro.
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IliilliS, tire alliolll praird by lh' eliihyer. for such iiiiriirity cont'atct shall he
Included IrI tile income of tip eriployee In tile year ill whli ch tile amount Is Paid.
It also provides tht If the employee's right chanirges froml foifriitable to nonfor-
feitahle, the amount 110d by the enmployer shall ie Ichided Ili the Ihcome of the
employee fir tile yoer in which the change occurs.

It Is not hnilrobibl, that sole employerses now hav pension plans in effect
which they will be unable or uiwilling to bring within flie requirements of section
105 (a). Tim employer may therefore drop the plan entirely. The rights of tile
employees masy thereupon ieconm fixed or nnforfeltable. It is not unusual for a
group annuity contract to provide that anl employee's right to that portion of the
millty puiirrise by an enii'ioyer's contributions will terilmi te upon termina-

tion of employment while tile contract is being continued, but that I he employee's
right to tire annuity purcihrased by emuployer's contributions becomes fixed ol dis-
continuance of the contract by tire employer, Many contracts also provide that
tie employee's right becomes fixed Irrespeetive of the continuation of employment
after he hits been covered under the pln for it certain niumblier of years. If for
ally reason it phill including provisions such as those just described was not eligible
under section 1051 (a), ind If the employer decided that lie could not change tile
plan so as to nmke It eligible, it apponr's to us that'sectlon 22 (b) (2) (B) of the
bill would make the employees covered under the plan subject to Income tax for
1942 or some sulisequent year 1on all the payments theretofore nade by tile em-
ployer on their' ielilf. This would, we believe, be true, notwithstanding subsec-
tion (d) of sctlon 144 of the bill, which states that the nmeidmoents shall be
applicable only wihIII respect to taxIable years beginning writer December 31, 1941,

because It would be i 1942 or tlhereifter that the employee's rights become non-
forfeitable. Tie Inclusion it tire 1942 income of ail employee of tire accumulated
payments male by tile eililyor over a period of years right easily rc'silt hi his
flrnrail ruin, and we feei sure that this was not a result intended by tlie drafts.

oan of the Iouse bill. To irvol( tins result, we suggest adding at tile end of
sulianragraph 22 (b) (2) (13) the following new sentence, "The two preceding
sentences srall apply only to amounts plld by the employer after tire (late of
ellactleuit of this aet."

(8) Sursictlori (d) of section 144 of Ille t1(ii I1111 (pl, 118 anl 119 of tire Iil)
provides tirat a pinn Ill existence on tlle tuate of enact reivit of tirt' net shall ie
corsidered1 is srtitsfying tire reiqurements of seetIon 165 (a) for the first taxable
year to which that subsection its arlreuidihd Is ripplicable if the I1a1 satisfied such
requlrernents by the ist flay of sircl taxable year. Tis apparently applies to
tire taxable status of both employer anri employees. It is probable that the rovenue
bill of 1942 wili not be finally enicted until some time in the fall, which would
give a very finite(] time for A nonconforming plan to ire brought into conforiity
with section 105 to), as amended. Irn order to bring ninny inconforning plans
within tie reqnrenierts of section 165 (a) it will ire rreeessry to have changes
approved not only by the dhireclors of fin enliloyeir corporations i by tire stock-
holdeis, nind Ill sonie hlist-lirees by regulatory bodies. The consent of the irdi-
vduals covered rinder lihe pin will In sorrie Iistallide's bliae to be oirtinerdc In
order for the required changes to be effeclle, New contrrcts or trust agreerenits
will hinve to be preparedi or existing ones arnreded. It will be difficult, if not
impossible, for ail Insurance comrrprany, which mngirt iiave to work st imulrtanreously
on a great irury conitrets pm''iinsed from it by different eclloyrs, to miake tile
necessary changes within tire time requirh'ed by tie House hill. Moreover, many
sueh Iirer(led plans will require tire approval of the Conrmissioner of Internal
Revenue as to comiiliance. We therefore strongly recoumend that the words
"for the first taxable year" Ini lines 2 anid 3 on pige 119 of the IHouse bill bie
changed to read "for the whole of the first two taxable years" nid that the words
"forming a llrt of tile plan by tie ilst tiny of such filst taxable year silr isfy such
requIrements" Iiy clhiiged to read "forng a I)iirt (if tire ilan satisfy such reqire-
n'lts by the last day of such first taxalle year or vitlllri I your after enact-

Iruort of this act, wicirver Is later."
There are two more pohirts with wihll our committee is concerned, The first of

these is viewhther sections 1(5 (n) (1) and 12) nre intreded to apply to group
arrrirrtlity eonilt'iicts. We feel they fire not, but if they ar we hbelelve clirificitlor
of the hingmige is necessary. Tire other is with respect to 'lariflcatirn of tire
meaning of tile words "forfeitable" arld "nonforfeitable" whreo trey occur in
several places In section 144 of the bill. We trust both these matters will have
tile earefi corrsiuderantion of your committee and that we sray have pernlsslon,
should we find it desirable, to submit specific suggestions with respect to them.
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If the subcommittee of the Senate Finance Committee which has been appointed
to give consideration to Section 144 of the House bill desires further discussion
of any of the points mentioned In this letter, or of any other point in connection
with the application of that section to group annuity plans, I and other members
of our conunittee will be glad to furnish any assistance within our power and to
come to Washington for further discussion, if that is desired.

Respectfully yours,
HENRY S. l i ,

Chairman, Special Committee of the
Association of Life Insurance Presidents.

STATEMENT OF H. WALTER FORSTER, PRESIDENT OF TOWERS,
PERRIN, FORSTER & CROSBY, INC., PHILADELPHIA, PA.

The CHAIRMAN. Mr. Forster, you may give your name and business
connections to the reporter.

Mr. Fcnsmn. I am H. Walter Forster, president of Towers, Perrin,
Forster & Crosby, Inc., of Philadelphia, one of whose divisions has
acted in a consulting capacity in relation to pension, profit-sharing
and employee insurance plans for over 25 years. We hate helped
scores of corporations establish such plans, covering several hundred
thousand employees. These plans vary greatly in character, and
cover, I believe, about every type which is socially and economically
sound.

The revenue bill of 1942, section 144, changes substantially the pro-
visions of law governing the tax treatment of pension, stock bonus,
and profit-sharing plans. I would like to raise four specific objec-
tions to those provisions of the bill, viz:

(1) The limitations on the amount deductible by the employer are
unsound.

(2) The employer is denied the right provided for under the pres-
ent law to recover any portion of his contributions in excess of all
liabilities under the plan.

(3) The bill does not provide adequate time within which to con-
form existing plans to the proposed requirements.

(4) Stock bonus and profit-sharing plans must under the bill com-
ply with the standards prescribed for pension plans, although they
are radically different in character.

I shall now take up each of these points.
1. Limitation of employer deductions.&-Under the provisions of the

House bill, the employer's deduction for contributions to a pension
plan or trust is limited to 5 percent of the eligible employees' com-
pensation; any payment in excess of such 5 percent must be spread
over 5 years. This is a wholly arbitrary limitation which is contrary
to sound pension practice and is not necessary in the interest of the
revenue.

Under existing law, the contributions made by an employer to a
pension trust attributable to current services are deductible in full in
the year made; contributions made to such a trust to cover past
services are deductible over a 10-year period. Where the employer
purchases annuities for the employees directly from an insurance
company, the amounts paid by the employer both for past and current
services are deductible in the .year paid.

Obviously, annuity plans at present have an advantage over pension
trusts, since the past service contributions are deductible in full in the
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case of an annuity plan while such contributions have to be spread
over 10 years in the case of a pension trust.

The treasury proposal of March 23, 1942, was designed to equalize
the treatment between these two types of plans by providing that,
whether an annuity plan or a pension trust was involved, the employer
should get a current deduction for the amount actuarially required
to meet his current liabilities, and that any excess was'to be de-
ducted over a 5-year period. A 5-percent limitation was suggested
merely as a "rule of thumb," and represented the amount which would
be allowed in any case as a current deduction without having the
employer prove the necessity for it by actuarial computations.

However, the House bill adopted the 5-percent limitation without
also adopting the Treasury proposal permitting the taxpayer to
deduct the full amount of his proved current liabilities. Thus, as
the bill now stands, an artificial limitation has been imposed, which
has absolutely no significance taxwise or from a pension standpoint.

Moreover, a limitation of 5 percent, or any other fixed percentage,
will discriminate against many plans. Some plans cost more than
others, (a) because the industry involved-as airlines-requires a
younger retirement age, (b) because the average age of the employees
involved is higher, or (c) because there is a greater proportion of
women than men. Under many plans, therefore, the employer's cur-
rent cost is substantially in excess of 5 percent of the eligible em-
ployees' compensation. 'For these and similar reasons there is no
percentage which can be'fixed as a proper maximum deduction for
all situations, and adopting an arbitrary limitation may result in
such a hardship as to necessitate reducing benefits or even discon-
tinuing plans.

The requirement of a 5-year spread of any contribution in excess
of 5 percent will also discourage companies from adopting plans or
continuing existing plans. For example, assume an employer has to
pay into his plan in 1942 for current services 10 percent of his pay
roll, or $100000. Based on the 5-percent limitation, he would be per-
mitted to deduct $50,000 of that amount in that year. Based on the
rule requiring a 5-year spread, he is permitted to have an additional
deduction in that year of $10,000 (being one-fifth of the excess
$50,000). On the $40,000 not allowed as a deduction, this year, the
employer will have to pay a tax of approximately $36,000 (assuming
a 90-percent rate). Tiis means that the eniployer must spend
$136,000 this year in order to put $100 000 into a pension plan for
the exclusive benefit of his employees. it is obvious what the effect
of such a limitation will be upon the creation of new plans and the
continuation of existing plans.

Furthermore, an employer will be reluctant to pay out money now
and have the deduction for some portion of that deferred for as much
as 4 years in the future, when there is no assurance that lie will have
profits in such future years against which to take the deduction.

For these reasons, I suggest that the provisions of the House bill be
modified so that, first, the employer will be entitled to a deduction in
the current year for the full amount contributed to take care of his
liability for current services, which is permitted under existing law,
and has not given rise to any difficulties, and that, second, the em-
ployer be allowed in addition to charge off in full in any year an
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amount not in excess of one-fifth of his total liability for past
services.

2. Recovery of unnecessary rseerve.q.-Section 165 of the Internal
Revenue Code gives a trust tax deferred status if-
* * * it is impossible, at any time prior to ilie satisfaction of all liabilities
with respect to cImployees Under the trost, for any part of the corpus or income
to be (within the taxable year or thereafter) used for, or diverted to, purposes
other than for the exclusive ieneit of his employees, * * *

Under this provision, the employer could recover any reserves if a
plan is terminated and if its assets are in excess of those required to
satisfy all liabilities under it. Of course the employer, having been
allowed a tax credit on the money paid in, would have to pay a tax
on the money recovered.

The present bill eliminates the provision permitting the employer
to recover any portion of the funds in excess of his liability under the
plan. This change is highly undesirable. It is imp ossihie on sound
pension plan financing to avoid the possibility of excess reserves.
This is true whether a plan is insured, or its assets are invested by a
trustee. Such financing must always be made against future con-
tingencies. Employees may die faster than anticipated. They may
leave service more rapidly than assumed. Capital gains and interest
may increase the assets beyond those required.

There is no social disadvantage of tax impropriety in continuing
the present provision permitting the recovery of unnecessary reserves
(a) so long as the contributions are limited to reasonable actuarial
requirements for promised benefits, (b) so long as the only amount
which can be recovered is that which h is in excess of the liabilities
under the plan, and (c) so long as the recovery will be subject to tax
in the hands of the employer.

3. Time to con/oto to requirements.--This bill gives an employer
until the end of his first taxable year under the Revenue Act of 1942,
within which to conform existing plans to the requirements of the
new bill. This will not give many employers sufficient time in which
to make the necessary changes. For example, this bill will probably
not become law until September. If the taxpayer is on the calendar-
year basis, lie will have 3 months in which to conform his plan. But
many plans will require amendments of irrevocable trust instruments
which will necessitate securing the consents of thousands of employees
and possibly invoking the jurisdiction of local courts. Others will
necessitate the revision of highly intricate annuity contracts, again
with the consent of the participants in the plan as well as the insur-
alice companies. Action by the board of directors, and approval by
stockholders, will have to be obtained in most instances. All this
could not be done within the time allowed.

The 1938 Revenue Act allowed the taxpayer until the end of 1939
to conform to the irrevocability requirements in section 165; This
was later extended to the end, of 1940. Yet that was a relatively
simple matter compared to the changes the new law will require (;f
many existing plans. Accordingly, I suggest that the taxpayer be
given more time and have until the end of 1943 to qualify under the
1942 law.

4. Stock-bonus and profit-shaqqng plans.-While the eligibility and
nondiscrimination provisions of the House bill are generally vork-
able for pension plans, the same type of limitation is wholly inappli-
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,cable to stock-bonus and profit-sharing plans, since such plans serve
a basically different purpose. Pension plans are intended primarily
to clear the pay roll of old and inefficient employees. Stock-bonus
and profit-sharing plans, on the other hand, are designed to provide
employees, particularly those who are in a position to influence prof-
its, with a substantial incentive to introduce original ideas and im-
provements and to resist competitive offers of employment which
today, is a very important matter. In effect, such plans may be said
to adjust the compensation of employees whose true value to the
business is not accurately determinable in advance of the appearance
of the results of the year's operations.

To distribute the amounts credited to each employee under a profit-
sharing plan entirely in cash is highly undesirable-

Senator TAn' (interposing). -le will not get much if he raises his
salary.

ir. Fors'T,,. That is true, particularly those in the higher wage
brackets. I feel that, vigorously.

To distribute the amounts credited to each employee under a profit.
sharing plan entirely in cash is highly undesirable, because this en.
courages gearing the employees' standard of living to extraordinary
distrib ti ons rather than to fixed salary, and because such cash pay-
mients have an inflationary effect. These disadvantages are elimi-
nated if such contributions are put into a trust which defers the
benefits. Thus instead of receiving the verT irregular income which
would arise from the cash distributions, tie eligible employees are
enabled to enjoy a comparatively stable income during their working
years, and at the same time to make some provision for income after
their earnings decline or disappear.

To conform with the eligibility and nondiscrimination require-
maits of the House bill would prevent profit-sharing plans from
serving the purposes for which they are intended; whict Mr. Sturte-
vant covered in a very excellent manner. On the other hand, if such
plans do not conform to the requirements of section 16, they cannot
be continued because the employees vould be taxed currently on pay-
ments, the receipt of which is deferred, Employees would have to
pay out of their regular earnings income tax upon the deferred
benefits, which is impractical at present rates.

Moreover, the application of the 5-percent limitation to profit-
sharing plans is obviously impractical. A profit-sharing plan is
adopted in many instances by companies which have fluctuating
earnings; thus distributions are made only in good years. To require
such a company to carry over any portion of an amount in excess
of 5 percent conflicts with the purpose of adopting such a plan, since
it will require postponing the deduction for profits earned in good
yenairs to years when profits are low or nonexistent.

My suggestion therefore is (a) that the present provisions regarding
eligibility and nondiscrimination be restricted to pension plans and
trusts; (b) that a new section be written covering stock bonus and
profit-sharing plans, in which anropriate restrictions can be inserted
preventing the distribution of dividends to stockholders through the
guise of a profit-sharing plan; and (o) that the existing provisions
of section 23 (it), limiting the deduction to reasonable compensation,
be used to prevent excessive distributions to officers or other highly
compensated employees in connection with profit-sharing plans.
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Concluion,.-My conclusions may be summarized as follows:
(1) Taxpayers should be permitted to deduct in full the amount con-

tributed by them each year to a pension plan or trust to cover current
services. 'This is permitted under existing law and was included
in the Treasury's proposal of March 23. No sound reason exists
for its elimination in the House bill. Taxpayers should also be al-
lowed to charge off in any one year an amount not in excess of one-
fifth of their total liability for past services. As suggested by the
Treasury, this should be applicable to both pension trusts and annuity
plans.

(2) Taxpayers should be permitted to recover amounts contributed
to a plan or trust which prove in excess of the actuarial requirements
under the plan. This is the provision of existing law, and sufficient
safeguards exist to prevent the use of this provision for tax-avoidance
purposes.

(3) Taxpayers should have until the end of 1943 within which to
conform existing plans and trusts to the requirements of the new

(4) Finally, unless this committee wishes to see the elimination of,
or a substantial reduction in the benefits under, profit-sharing plans,
such plans should not be subjected to the wholly unrelated criteria
established for pension plans.

Thank you very much for this opportunity to be heard.
The ('xI.AI tAx. Thank you, sir.
Mr. Fons'Tn. Are there any questions that I can answer, sir?
The CHAIRMAN. No questions by any member of the committee.

Thank vou.
Mr. Hansen.

STATEMENT OF ARTHUR S, HANSEN, CONSULTING ACTUARY,
CHICAGO, ILL,

Mr. HANSEN. Mr. Chairman, my name is Arthur S. Hansen, of
Chicago, Ill, conulting actuary specializing in employee benefit plans.
I do not sell insurance or investments. For the past 15 years, except
for teaching, as professor of economics, I have been doing research and
professional work on the subject of pension and profit-sharing plans.
The work included group and individual plans, insured and trusteed
plans, plans for different types of concerns, e. g., railroads, banks, re-
tail, and so on. I had the privilege of being the actuary for the sub-
committee of this committee some years ago on profit sharing. I had
access to all the data of the many hundreds of plans submitted at
that time.

I appear in my own behalf, and in' the interest generally of my
clients, and I would hope that I can supply some information in
view of the experience I have had with these 'particular plans.

The Treasury has a stated objective to reduce the possibilities of
tax avoidance and abuse. This seems to be the main reason for the
consideration of this subject at this time.

The present bill is somewhat different from the proposals of the
Treasury. It has some desirable features and does, to some extent,
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accomplish the stated desires of the Treasury. There are many prob.
lems yet to be solved, however, in the proposed language. 14 or my
purposes the problems fall into two categories: First, those affecting
the typical pension plan, and, secondly, those affecting the incentive
profit-sharing plan.

The subject is involved and technical. I shall now cover only the
major policy problems. If you wish, later I can submit additional
material on the' details, rather than taking the time here, except by
waX of answering questions.

s a little preamble, it migh t be a good idea to clearly distinguish
between the types of plans. There is a hybrid between the pension
and profit-sharing plan which makes it confusing and difficult to sep-
arate the two types of plans.

There are two possible types of objectives: One is security of the
employee in old age, or upon the happening of certain contingencies;
the other objective is one of incentive for production or accomplish.
ment. A pension plan basically has for its objective security, and
the contributions are usually fixed either in amount or by the benefits
promised by the plan in order to accomplish the security objective.

We have in recent years acquired a hybrid which we might call a
profit-sharing pension plan, namely, a plan where the objective is
still security of the employee after retirement, or other contingencies,
but in which the contributions are based upon the profits of the com-
pany rather than becoming fixed obligations. That type of plan is,
of course, particularly desirable for companies having fluctuating
earnings, that are not in a position to obligate themselves to fixed
charges, but yet who wish to provide for the security of employees
That plan, incidentally, is sometimes called a pension plan and some-
times called a profit-sharing plan, depending on whether you are look.
ingat the benefits or the mode in which the contributions are made.

Then we have what might properly be called a profit-sharing plan.
That is the one having for its objective the incentive of production,
or cost savings, and of course the source of contributions in such
case would always be profits.

The limited study that we have been able to make in the time we
have had since the bill has been out has indicated the following prob-
lems: I have listed here nine specific items, some of which have been
previously covered by other speakers. I will discuss each one briefly,
so as to get into the record the particular items with which we are
concerned. The discussion will be abbreviated as much as possible.
These nine items affect the pension plans only.

First, we have discrimination. As Mr. Beers has already said,
discrimination appears in two places, first in eligibility and second,
in amount. The language differs from the proposal of the Treasury,,
and from the language in the report. In one of these instances it
appears as though the language as it now stands does not, in lan-
guage, indicate what was intended by the report or even by the Treas-
ury. It is very necessary to have some particular definition of what
"discrimination" is.

Now, that involves two things: First, the language and, second,
the matter of policy, as to how far discrimination should be per-
mitted.
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The question was raised by the Senator as to what is the differ-
ence between "discrimination" and "reasonable." The difference, as
I see it, is that discrimination, as used in this bill, is a new word that
has never occurred in this connection before in any legislation. "Rea-
sonable" is a word which has been in the revenue aws for many years
and has an entire body of rules, regulations, and law behind it. Now
if we could get "discrimination" defined, as well as "reasonableness,4
it would be satisfactory, but as it stands there are all kinds of possi-
bilities as to what is meant by discrimination.

Provision is also made for having two trusts as part of one plan.
The question of discrimination, the application of discrimination,
rises immediately. If you have two plans there must be some dis.
crimination, otherwise there would be no necessity for having two
plans. So, we have, in one sense, a contradiction in that the law pro-
vides for two trusts in one plan and yet it says there should be no
discrimination.

There are a host of other things, such as: In one plan we may
bring to retirement one group of employees at 60 and another at 65.
They may both receive the same dollar benefits, they may both re.
ceive the same percentage of salary, but the values of such benefits
will be greatly different. Is that discrimination, because the values
of the benefits are different? Or if we had the other case where the
values of the benefits were the same, would it be discrimination if
the amounts were different?

We have, of course, tie next problem, the second item, which is
forfeiture and nonfor-feiture. We have two additional words that
are brought in here. We have the same type of situation in that wo*
must have some conci.e information as to what is meant by for-
feiture and nonforfeiture. I think Mr. Beers covered that subject
very well. He said, in general, that we should lave at least some
general standards. I think that is absolutely necessary, in order for
any person confronted with this bill to be able to interpret the inten-
tion or the policy of the legislature.

The third iteiii is that of recapture. This has also been covered by
previous speakers. The present language would require an amendment
of practically all of the existing plans. This would require time. In
all of the plans having fixed benefits it will be necessary to make actu-
arial forecasts. It is impossible to know exactly what amounts will
be required. In the event of liquidation, change, or termination, if we
have this provision it would be necessary to distribute small surpluses
that might remain, as a technical result of actuarial estimates, to all
of the participants, whereas with the recapture clause it would elimi-
nate such necessity and simply provide for reversion to some one place.

The fourth item is time for adjustment. That has also been discussed
before. In order to just accomplish the change in this recapture clause
it may be necessary for stockholders to approve, it may be necessary for
the court to approve. That takes time, and I think consideration
should be given to the extension of time allowed for compliance.

At this moment I am discussing types of problems involved, rather
than suggesting means or policies which might be used for taking
care of them.
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The fifth item would be the division into parts. If a company has
more than one plan, as was generally interpreted from the discussions
in the House, they would be considered as a whole. The language of
this bill, however, is such that only parts which are of the pension type
can be considered together, and only parts which ae of the profit-
sharing type can be considered together. In other words, if the com-
pany had a pension plan for a large group of employees and a profit-
sharing plan for a small group, they could not be considered together
because they are two different types. That may be simply an over-
sight, but it is something which is very important and must be taken
into consideration.

We also, at this point, collide again with the discrimination. It is
practically impossible to have more than one plan if we are not to
have discrimination.

The sixth item is the 5-percent limitation. That has been discussed
by several previous speakers. Apparently it looks like an oversight in
the drafting. They left out the provision providing for an amount in
excess of 5 percent if the actuarial requirements indicate it is needed.

As it stands now, it is 5 percent. This was intended as a minimum,
to eliminate work to l)rove the right to a deduction, but would become
the maximum, because no one would feel that they wished to contribute
more than 5 percent if it might be subject to a tax.

The seventh item is one which has not been discussed before, and
that is it might be possible under this language to have duplicate
taxation. If a plan meets section 165, there seems to be no problem.
If the plan does not meet section 1650, there is a problem. If the benefits
are nonforfeitable, which we still have not interpreted, then there
would be no tax to the employer but Ihe employee would he taxed.

Then we have the third category where we have a forfeitable plan
which does not qualify. Under that the employer would be taxed
apparently in the year'in which the contribution was made, but in one
of the other provisions the employee would also be taxed when he
received a nonforfeitable right. That is another technicality which,
of course, must be straightened out.

The eighth point is a problem which has been raised before. That
is the matter of beneficiaries. The language should be broadened to.
include the possibility of payments to beneficiaries as well as to em-
plovees without jeopardizing the possibility of qualifying.

The ninth point is one which was discussed in the House, but seemed
to have gotten lost somewhere. That is the attempt to eliminate
the discrimination between the different types of carriers handling
these problems. At the present time the language appears to have
eliminated, as Mr. Forster said, the difference between insured and
trustee plans but there is another type of organization known as the,
mutual benefit association that has not been considered. At the pres-
ent time there are discriminations against employees' mutual benefit
associations. In other words, under a trust or an insured contract
the employer receives a tax advantage which is not available to these
mutual benefit associations. A very simple addition to section 101
(16) would take care of that. I think it is important that this subject
also be brought in, so that we have a uniform treatment of all plans.
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These mutual, benefit associations generally are made up of em-
ployees. They do not have officers who receive salaries and traveling
expenses to come down here and appear before you and, as a result,
very little has been heard from them. ,

Senator TArM. Just how do they work?
Mr. HANSEN. Ordinarily a group of employees of a particular em.

ployer form an association, not for profit but for the purpose of
providing benefits for themselves in the event of death or disability.
Sometimes they carry a cash value, sometimes retirement or unem-
ph)10ment, and so forth.

Senator CONNALLY. Under the statute are not some of those mutual
benefit associations exempted?

Mr. HANsEN. Under the statute they are exempted provided 85
percent of the contributions come from the employees. In other
words if an employer had an insurance contract to give disability
benefits to the employees, where the employer paid 100 percent, it
would be a taxable deduction. If, however, the employer pays even
15 percent for the same purposes into one of these associations, the
association becomes taxable. That section of the law should be
amended.

Senator CONNAL Y. That is not confined to the really mutual
company?

Mr. HtANSEN. Originally, I think that was the intention; but I
think in view of these other' things and the at tempt to equalize between
types of carriers, that we can still maintain the mutuality and still
not discriminate against that particular form. As it stands now, the
.answer is, these associations will eventually be forced out of existence,
because, they cannot take any contributions from the employer because"
of the tax situation. A very simple two-word insertion would amend
the present law and would'make the tax basis comparable with that
of other types of plan.

These foregoing nine, points apply to pension and security plans.
The profit-sharing plans require a different consideration. I have a
number of comments here which I will submit for the consideration of
the committee.

It seems as though the Treasury has not had time to consider
the profit-sharing aspect of this i)roblem. -Section 165 originally
covered profit-sharing and pension plans. lhe abuses whic have
arisen have apparently been mostly in pension plans. As the result.,
the Treasury has devoted most of its time to the consideration of that
type of plan. There has been relatively little consideration given
to profit sharing. We do have, of course, the results of the profit-
sharing survey of this subcommittee in 1939. Without going into all
the conclusions, I will simply give a few of the current problems with
which we are faced on this particular bill. If any of you have ques-
tions on the survey I will try to answer them,

The objectives of the profit-sharing plan are to produce efficiency,
to reduce costs, as distinguished from the objective of a pension plan
which is security. The payments in a profit-sharig plan must be
discriminatory if they are to accomplish the objectives of a profit-
sharing plan. The only criteria which we have been able to find up
to the present time, which seem to be applicable to profit-sharing
plans, would be a reasonableness of the total amount paid to the
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individual; that is, adding the actual cash salary to the amount
all the rules which the Internal Revenue Bureau now must use, and
has been using for years, we have a test which will stand.

The next portion of the test will be that the percentage of the total
which is allowed to be deferred should be limited. In other words,
it should not be made possible for a person to defer 90 percent of his
salary.

Then the third provision which might be added is some specific lim-
itation to take care of the disguised dividend. In other words, some
specific limitation to officers who might normally participate in an
incentive plan based upon their stockholding, so there is no possibility
of concealing a dividend.

Those tests, I say, would be sufficient to take care of an adequate
profit-sharing plan. The proposed bill would require practically a
liquidation of all incentive profit-sharing plans. They could not
qualify under the eligibility, under the discrimination, under the 5-per-
cent provision and several others, Employers could not afford to make
nondeductible disbursements in high-tax years. The present bill
practically would result in a complete liquidation of that type of plan.

The result of that liquidation, or the result of the prevention of
new plans, would be, first, the lack of incentive when today par-
ticularly it is so badly needed for our war production; and, secondly,
it would result in cash bonuses as distinguished from deferred pay-
ments, which would lead to inflation and all the necessary things that
follow.

At the present time, as has been previously stated, the United States
i. probably the most'important stockholder in the country. It re-
ceives most of the profits. If we look at the United States then as a
manager of the business, since it is a participant, good business prin-
ciples would at least require the consideration of the matter of in-
centives. In other words, you are the board of directors, in effect,
of the large corporation. It is the business of the United States. As
such a board you should, as each one of these individual boards would
do, look into the possibilities of incentive taxation.

As I said there are three types of plans before us. I am talking
only about this third incentive plan now. As I have said, it would be
ruled out. The tax savings, by ruling out this particular type of
plan, would be negligible in proportion to the benefits which tie em-
ployer, in this case the United States would receive. In other words,
we might save a few dollars in taxes by eliminating this type of plan,
but in doing that we might increase cost of operation, we might de-
crease efficiency of operation to such an extent that the cost would
rise; we would have more inflation possibilities the materials that
we need for war Would be delayed; the costs which the Government
would have to pay for these materials would be increased. You can
see that the possibilities there are many times the possibilities of the
few dollars of tax savings which might' be obtained.

This is ,a matter of policy which you, as the board of directors of
the business of the United States, have to decide. I am merely pre.
seting the problems which ore facing you.

An individual with a possible anticipation of increased profits from
his own effort is more than likely to respond and produce. That has

78098-42-vol, 1-38
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been, in a sense, the basis of our economy in this country since we
started. We have progressed beyond other countries because we have
permitted individual initiative to be provided for. Now, if we are to
squelch that, particularly at this time, we may have a very serious
effect on our war production.

There are, of course, numerous examples of the savings of pennies
and loss of dollars. I think the Jewe Tea Co. had specific figures
for you this morning. There are many others that could be brought
out. At the present time, we have a very definite demand for in-
centive. We have had the illustration ihis morning of the War
Production Board asking for increased efficiency. Perhaps the in-
centive plan 'might increase efficiency many thousandfold over the
tax savings that might be obtained, by not ruling out the few dollars
which a few people might get under the plan.

The profit-sharing advantages, I might say, are advantages in a
depression as well as at the present time. The results of the profit-
sharing survey were printed in 1939. The survey started in 1937.
The information applied particularly in the 4'ears 3M, Ie3 , ',d
1936. We had at that time conditions completely reversed, in a sense,
to those existing now. We were then try,%g to get more people back
to work, we were trying to make jobs. At the present time we have
the reverse situation, and yet the con lusions at that time were that
profit sharing was desirable just as it is now.

In view of our production problems at the present time, it seems to
me that profit-sharing plans are doubly desirable. A profit-sharing
plan is not something which io merely a temporary war measure, al-
though it will presumably ip, but it is also satisfactory in the depres:
sion period afterwa),'. We need a tendency, as has been previously
stated, to level out, to give the people in the years when we need their
extra effort thp incentive to produce and to allow them to carry some
of the gains ,ver to depression years when they are needed.

The prat-sharing survey arrived at two conclusions. They were
both ve ,y positive. Tle first was exemption from all income taxes of
payr-.ents to employees from accumulated profit-sharing retirement
f,ds. That is even beyond what is being considered here for quali-
fying pension plans. The second was the issue and sale of the United
States Government profit-sharing bonds available only for profit-shar-
ing funds when used for the protection of profit-shaiing fund invest-
ments. The substance being that these bonds were to hare a somewhat
higher yield than the average, which, in a sense, would be a subsidy to
industry for creating such a plan.

Senator BijowN. How large a committee was that?
Mr. HANsEN. The subcommittee consisted of the chairman, Senator

Herring, and Senators Vandenberg and Johnson.
Senator 1)ANAHER. Is it a Senate document?
Mr. HANSEN. It is a Senate resolution, Seventy-sixth Congress.

This is the committee print-610 is the number.
Senator BnowN. About 2 or 3 years ago?
Mr. HANSEN. 1939.
In conclusion we have recommendations of the Treasury which

are, of course, attempting to accomplish an objective. In so doing
they affect other things which they had not completely .studied.
Here we have, in a sense, the only'report on the subject which, up to
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now, has received -iractically no consideration. We spent practically
2 months in hear igs right in this very room, listening to people like
Gerard Swope, "42dsel Ford, and men of that type, discussing this
matter. All th- industry of the country at that time was brought
in. We have tae facts and the conclusions in these reports. At the
present time ive have a situation where there is practically no recog-
nition giver. to those conclusions. The conclusions at the present
time, wl,.ch are not specific but which inherently involve the same
result, are absolutely diametrically opposed to the conclusions of all
of that work, and even if you modify the conclusions which are very
specific, you still have a situation completely different from the
result which you will get under the present bill. '

At the present time, there is no other statute on the books which
will encourage efficiency of production. Every other statute is bring-
ing down the production of individuals. Everybody is worrying
about the tax that he' is going to have to pay. They say: "Vhat
is the use of working any harder, because we get nothing out of it
anyway."

Here is one place where, if we could continue profit sharing, we
would have something that these people could say is worth working
for. Patriotism is fine, but we need, in addition to that, these per-
sonal incentives. If you provide such incentives, the loss of revenue
will be negligible; the results in increased production should be well
worth any loss in revenue.

In conclusion, considering the two types of problems, it seems to
me that we have the problem of fixing the language and the details
in regard to a pension plan; and, secondly, we have the problem of the
necessity of making a special provision for profit-sharing plans. As I
have indicated before, I think a test of reasonableness, with a limita-
tion on the percentage deferred, and a limitation to stockholders,
would be satisfactory requirements for profit-sharing plans. Such
plans are desirable and should not be eliminated as they provide the
incentive which we so badly need now, and will leave satisfactory
plans after the inflation of ihe war.

The CHATRMAN. Thank you very much, Mr. Hansen.
Mr. Goldstein.

STATEMENT OP MEYER M. GOLDSTEIN, DIRECTOR, PENSION
PLANNING CO., NEW YORK, N. Y.

Mr. GOLDSTEIN. Mr. Chairman, I will make this very brief. I am
Meyer M. Goldstein. I am director of the Pension Planning Co
but I am here as a member of the law and legislation committee ok
the National Association of Life Underwriters, which consists of life-
insurance underwriters throughout the United States, in all the cities
and States.

The proposed 5 percent provision is the sole one to which I 'will
confine my remarks.

Having worked for many months with the Treasury Department,
and having appeared before the Ways and Means doinmittee, we
felt that a magnificent job had been done in developing the highly
technical subject of pension plans, and therefore we want to address
ourselves to this 5 percent and 5-year provision.
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I might also say that Mr. Beers, representing as he did this morn-
ing the group-annuity companies has covered that. I can delete
from my testimony that portion which would deal with group annui-
ties, which also interests our members, since they sell boti group
annuities and individual policy pension trusts. I shall confine my
remarks just to the individual policy pension trusts.

That is the type of plan whereby individual policies are put into
a trust, the same type of policies that you or I might buy from the
same insurance company, except that in this instance the employer
makes a contribution toward the plan.

Now, then, taking that type of plan and considering it, we find
that it represents a different aspect in the financing of it as compared
to the typical group annuity plan. So the proposal of the House
bill has introduced two new principles. The first one is that there is
no lon ger any distinction between future and past services in the
financing of a plan, it haa all been merged into one. You take your
5 percent, no matter how you figure it, and then the excess you
prorate over 5 years.

The second deviation from the principle is that an arbitrary figure
of 5 percent has been introduced, and then some excess prorated over
a 5-year period.

Now, ever since the beginning of the pension trust provisions, this
distinction between future services and past services has been in the
statute, repeatedly kept in there, repeatedly administered by the
Revenue Departnent. To the best of my knowledge, no claims arose
to the effect that this was such a terribly difficult administrative job.
So that from the viewpoint of the Treasury we had this distinction-
between past and future services: From the point of view of the
employer it represented a perfectly natural distinction, because at the
time you establish a new plan you have two problems: One is to start
a process so that you will not repeat the mistakes of the past in not
having had a plan. So you say you are going to deposit enough
money between the time a man enters the plan and the normal retire-
ment age to finance his retirement benefit. In other words, if he is
45 years of age and he retires at 65, over 20 years you deposit the
actuarial sum required. That is your future service and current
service cost.

Then the employer, when he starts the plan, has a group of em-
ployees who served the company faithfully for many years. He has
one man aged 64, another man aged 60, another man aged 59, another
53, and so on down the line, so unless you establish some benefit in
recognition of past services you get the effect where you are failing
to reward and recognize the value and faithfulness of those employees
who have contributed to bring the business to the very point where
it is possible to establish a pension plan, and you would not be able
to get the people off the pay roll because you would not have any
money to do it with unless you set up the special fund.

Now, the major source of tax loss to the Revenue Department has
been a perfectly legal tax avoidance whereby under the laws as they
have existed up to now the group annuity, for example, could measure
the total accrued liability for past services and deduct it all in 1 year.
So if it ran into a million dollars they could deduct the million dol-
lars, and if it would be $2,000,000 they could deduct the $2,000,000.
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Then having financed their total past service accrued liability at the
time they installed the plan, from that time on all they would have
to treat with would be the future service cost. So the Treasury De-
partment said: "We cannot afford to allow that any more, because
that comes off the high corporate brackets. We' want to spread it
out over 5 years." That viewpoint the National Association of Life
Underwriters is in perfect agreement with, because it was a form of
favoritism to the life-insurance type of contract as distinguished from
the self-administered pension trust of the Bell Telephone type that
one of the gentlemen mentioned. So now they are doing this on a
uniform basis, and we are in complete agreement with that principle.

Senator TArt. The difficulty of it, as I see it, you ay everything
over 5 percent has to be spread over 5 years, but it may take 10 per-
cent all the time from now until 50 years from now, or 30 years from
now, in order to make up this back stuff. It seems to me you ought
to le allowed to deduct what you actually pay this year. I agree you
ought not to have to pay this year to make up all the back stuff, but
what ou pay this year, the whole 10 percent, it seems to me, ought
to be deducted.

Mr. GOLDSTMiN. That is positively right, sir. That is the way we
think about it.

Senator TAFT. It does not, say the 5 percent is for past services
spread over f years, it says you have got to take the 5 percent extra
'and figure that over 5 years, but next year you are going to pay
10 percent again. I do not see the reason for the wording relating
to one-fifth.

Mr. GoLisTEIN. My opinion is that the reason is an administrative
one, and my opinion seems to be backed up by a quotation from the
report itself. It says, in the amendment to section 23 (p), "It has
been decided that in the interest of clarification and administration
of the tax laws no deductions should be allowable," and then they
describe this 5 percent and 5 years. Our point is that that is not
at all necessary or wise, to introduce this arbitrary 5 percent and the
arbitrary 5 years.

First dealing With the 5 percent as related to current costs, 5 per-
cent is worse than arbitrary. It is not adequate. Other speakers
have demonstrated the same thing. We have made some studies,
which we will not bore you with, but it is common sense that you
get differences in various types of businesses. Some have an older
age group, and having an older age group they automatically have
to goet rid of that unusual burden.

The important thing is the past service liability is nonrecurring.
Once you fund your past service liability you are through with it.
A company that in 1936 established a group annuity plan might have
paid all oi their past service liability n full in the year 1936. or they
might have paid it over the 5 years through 1941 and then they are
through, for never will they have that problem coining up again, be-
cause from that point on every time a new employee becomes eligible
they begin to fund his benefits. So all you would have to have is
something that we have always had, for 20 years in the law; that is,
we would have a fair actuaiial basis to fund the future costs that
would be fully deductible this year.
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As to the past services, the old principle was to pay it in 1 year,
but the new principle is a 5-year spread, which we are in complete
favor of, with one exception, we feel that in the interest of small and
medium size business units, anything that is deductible, within limits
that are desirable from the Government standpoint, should be deducti-
ble in full in the year of deposit. Let me give you an example. If
the past service accrued liability were $100,000, $20,000 would be the
maximum that would be deductible in any one year, so if that com-
pany were in a position to deposit $20,000, they would get the deduc-
tion for $20,000. And another year, when they are able to deposit
another $20,000 they would get that deduction. Of course, if they only
deposited $15,000, they would only get a deduction for $15,000. So
they whittled away that $100,000 accrued liability for past services
as fast as they could, consistent with the ceiling that we recommend,
that should not be more than 20 percent deductible for any one year,
20 percent of this accrued liability for past services.

From the standpoint of social good we ought to be very grateful in
this country that we have the type of tax law that we have had for
the past 20 years, because having it we have a more impregnable
position for the three or four million people who are now covered by
pension plans. In other words, all of these companies that have estab-
lished these plans, and have set up the funds to take care of the accrued
liability for past services, those companies' pension plans have all
been made financially stronger. Those employees are fully protected
now because that past-service money is in there and they are covered
from this point on. All they have to do is meet the current costs.

Now, what we want in the tax system is a plan, it seems to us, which
will continue to encourage employers to pay up their past service
liability as quickly as possible, to make the plan impregnable in bad
times. The only limit we are putting in is a practical one, that we do
not want them to take it off their top brackets all in 1 year. The new
revenue act would say, "You can put in as much as you want, but we
will only allow you a deduction not to exceed one-fifth of the accrued
liability for past services in any one year. In addition to that, we allow
you full deduction for the future service liability."

Senator DANAHER. That is a new slant on pensions. It's too bad we
didn't have some explanation like that when the pension for Congress
was up.

Mr. GoLSnIxN. Well, sir, there was never anything that was more
misunderstood than that was.

I believe that is sufficient for my testimony. Thank you, gentlemen.
The CHAIRMAN. Thank you, Mr. Goldstein.
Mr. Maduro.

STATEMENT OF DENIS B. MADURO, NEW YORK, N. Y., COUNSEL
FOR NATIONAL ASSOCIATION OF LIFE INSURANCE UNDER-
WRITERS

Mr. MADURO. My name is Denis B. Maduro. I am an attorney at
law in New York City. I am here today in my capacity as counsel
for the National Association of Life Insurance Underwriters, which
is an organization of approximately 33,000 life underwriters in the
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country. I do not in any way, in my views, represent any of the views
of the life-insurance companies. This is the agency force.

The only point that I will discuss this morning will be the point on
the 5-percent limitation contained in the pension statute. The
reason why I will discuss only that one point is because, in my opinion,
if that is not cured the rest of the amendments regarding pension
trusts become academic. They become academic because it would be
absolutely impossible for many pension trusts in existence today to
continue or for many future pension trusts to be inaugurated.

I think the limitation of 5 percent is quite unreasonable, and the
effect which has been discussed by the other witnesses this morning
has been the effect upon the employer.

As a representative of the National Association of Life Insurance
Underwriters, I would like to point out the effect upon the employee
beneficiary of the pension plans and their respective beneficiaries, or
their appointees who benefit by those plans. They represent some two
or three or four million of employees in the country plus their bene-
ficiaries.

The first effect of this small limitation would be to prevent the
inclusion in pension plans of employee benefits which are socially and
economically desirable and limit them, if they are continued, to in-
augurating the smallest types of benefits.

The second effect upon the employee beneficiaries would be to cause
a great many existing plans either to terminate or to eliminate these
desirable employee benefits.

The third effect upon the employee beneficiaries would be to force
the employees to contribute to those plans to which they are not now
contributing, or to make additional contributions to those plans to
which they are now contributing, and to force employees to make con-
tributions to it under present circumstances and conditions at a time
when they are least able to afford any more deductions from their pay.

The fourth effect upon the employee beneficiaries of this 5-percent
limitation would be to limit pensions to the employees of those com-
panies which have a large working capital, and to deprive the im-
ployees of companies with a small working capital from tle benefit of
pension plans which, in my opinion, is an unfair discrimination.

Some of the witnesses have stated that the 5-percent provision is
too small. Well, why is it too small? What will 5 percent of the pay
roll purchase today i After all, if 5 percent of the pay roll will pur-
chase 100-percent benefit to employees it is not too small. So our in-
quiry directly is: What will 5 percent of the pay roll purchase in
pension benefits? Well, the cost of pension benefits depends entirely
upon the age of the participant involved, the exact benefits'to be given
to him, and the type of investment to be obtained to accomplish those
benefits.

Let us assume the most limited benefit plan from the point of
view of the employee beneficiaries. That is a plan where the employee
upon retirement if he lives to retirement and if he is with the company
at the age of retirement will receive his pension only for the period
of time for which he lives. If he dies before retirement his beneficiaries
will receive nothing. If lie dies after his retirement his beneficiaries'
receive nothing. If he severs employment with the corporation after
15 or 20 or 25 years of service he receives nothing.
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Assuming the most limited type of pension benefit, the one benefit
of life income only in the event of retirement and taking the average
weighted age of most of the plans, we find 5 percent of pay roll
can purchase approximately 71/2 percent of salary as a retirement
pension. Remember that will be 71/2 percent of salary as a retirement
pension on the most limited type of benefit. No death benefit in the
event of death before retirement; no death benefit in the event of death
after retirement, whether it is one month or two months after retire.
ment; no benefits whatsoever in the event the employee, after many,
many years of service, terminates employment with the company
before the age of retirement, but on the most limited type of pension
benefits, 5 percent of salary under the average weighted age of most
plans will purchase approximately 71/2 percent of salary as a pension
at age 65.

The anser may be, "Well, why not make the employee contribute
moreI" As I have stated in one of my statements on the effect upon
employees, today your employees are not in a position to contribute
more money from pay roll for any purposes. They are having deduc-
tions from pay roll necessarily for the purpose of their war bonds; they
have deductions, or will have deductions probably, for future income
taxes; they are having deductions for social-security benefits and
unemployment; they have various amounts of deductions and those
deductions may run anywhere from 20 to 30 or 40 percent or more.

If corporations cannot deduct the full current liability of their
costs or their contributions to pension plans and then necessarily they
are either going to discontinue them or they are going to reduce the
benefits to the smallest amount of benefits, or they are going to force.
employee contributions.

The reduction of benefits in the plan to the most limited benefit type
of plan will not result in all the benefits that the other witnesses spoke
about, in regard to the economic relations between employer and em-

oyee. If it is attempted to give the employee certain incentives
Oor the purpose of creating ood will, extra work, if those incentives

are not brought about then te contrary result is obtained, as far as his
efficiency is concerned.

If the amount of the current liability of the corporation or em-
ployer for a pension contribution is not deductible in full, then, in
my opinion, there may be objections to it, even if the corporation
wants to continue the plan in existence. There may be objections
from stockholders, there may be objections from the employees them-
selves, and there certainly will be objections from those who stand
in a creditor position, not in the case where there is insolvency, but
from thoio organizations which advanced credit to an organization
of this type.

One thing that I would like to comment on, which has been brought
out by the testimony of some of the other witnesses, is their figures
as to the actual percentage of pay roll that companies are now paying
for their contributions to the pension plan. They were limiting them-
selves to the contributory plan; they were not discussing the non-
,contributory plan where the corporation bears the entire cost, So
that those 'figures that refer to the contributory plan should be
doubled for the many cases of pension plans where the employer
is paying the entire cost, and undoubtedly in view of the present
status of the employees' pay roll, the noncontributory plan has
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got to be the plan from now on and into the future. Many cor-
porations wanting to adopt a plan today cannot ask their employees
to make contributions, they have got to make contributions in their
entirety. There tre already in existence a tremendous number of the
noncontributory plans. So the figures cited as to what the present
corporations contribute, the ratio of that to the pay roll, does not
apply in the cases of those corporations which have the noncontribu-
tory plans. They practically should be doubled.

Un closing, my alternative for the provisions regarding the 5-per-
cent limitation is that the only fair provision is to allow a corpora-
tion to deduct its current liability under the pension plan. That
current liability, under the pension plan, in my opinion, does not
depend upon how much is there for past services, or how much is
there for future services. The current liability is the obligation of
the corporation under the plan to make a certain amount of con-
tributions to accomplish the benefits of the plan. I do not care
whether past-service or future-service formulas are used, or whether
they are merged or not. There is an easy calculation to determine
that current liability under the plan, the amount that you should
pay this year in order to have a certain amount of money at a future
time to provide benefits under that plan.

Senator CONNALLY. Would there be any of them saying: "Well, we
will make a lot of profits this year so we will pay a lot this year, and
then we will slow down; we will pay so much"?

Mr. MADURO. That will be impossible, sir; because of the fact that
the current liability will be set forth and limit current deductions.

Senator CONNALLY. There has to be some time limitation as to when
that plan is adopted. They might adopt a new plan.

Mr. MADuIIO. That would not make any difference.
Senator CONNALLY. A plan adopted prior to January 1, 1942, or

1941?
Mr. MADURO. Yes. I personally do not think it makes any difference

when the plan is adopted.
Senator TAFT. You would not want to permit the company to make

up its back liability in 1 year.
Mr. MADURO. No, no; that is not a very desirable feature. But de-

posits for a reserve would be desirable.
Senator TArt. I do not think you can let them make up the whole

back payment in I year.
Mr. MAurno. No.
Senator TArr. You will have to spread that over 5 years, as sug-

gested.
Mr. MADURO. I think spread over 5 years would be absolutely fair

and reasonable, sir, for a general reserve in excess of current liability.
My last comment on this suggestion of mine: There is no possibility

of having such a provision as allowing a full deduction for the current
liability result in any tax avoidance, because of the fact that the previ-
ous part bf the bill already contains provisions which limit pension
plans to only those which are sound and desirable pension plans. I
do not believe that any pension plan can qualify under the qualifica-
tions of the bill except'that which is sound and is a reasonable pension
plan, and having established the fact that it is a sound and reasonable
one then, in my opinion, the corporation should be allowed a deduction
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for its contribution equal to its current obligation or liability under
the plan.

Thank you, sir.
The CHAIMAN. Thank you.
Mr. Duhig.

STATEMENT OF STANLEY W. DUHIG, VICE PRESIDENT AND TREAS-
URER, SHELL UNION OIL CORPORATION, NEW YORK, N. Y.

Mr. DUHIG. My name is Stanley W. Duhig. I am vice president and
treasurer of the Shell Union Oil Corporation. It seems to me that
the committee might be interested in hearing the experience of one
individual taxpayer under these proposals in this new bill.

The Shell Union Oil Corporation and affiliated companies consti-
tute an employer group which maintains an employees' pension plan
and a savings' fund covering several thousand members. The Shell
companies are deeply concerned over some of the proposals which are
contained in the present printing of the 1942 revenue bill, H. R. 7378.
We believe that the Senate Finance Committee will be interested in
some practical examples of how these revenue act proposals would
affect the employee pension and thrift plans maintained by the Shell
companies.

The Shell provident fund is an employee savings plan which has
been successfully operated in this country for 28 years and now has a
membership of' approximately 9,000 employees. The present trust
was organized in September 1939 to include only employees in the
United States. Membership is offered to a class of employees con-
sisting of clerical or salaried employees as distinguished from em-
ployees paid on an hourly wage basis. Ninety-two percent of the
members, which includes the management, earn less than $5,000 per
annum. The employee contributes to this savings plan a percentage,
usually 10 percent, of his pay and the employing company matches
that contribution. The employee has a vested interest in the com-
pany's contribution after lie has had 5 years of service.

The Shell pension plan became effective January 1, 1938, and covers
all of the employees in the United States and Canada, numbering
about 27,000. The employees make no contribution. The employing
companies at present contribute 5.6 percent of pay roll to the pension
trust, which is administered by a board of trustees. Individual em-
ployees do not have a vested interest until reaching retirement age.
Full pension amounts to 40 percent of pay, subject to some offsets for
social-security and provident-fund contributions, and is payable at
age 55 for women and age 60 for men.

Senator CONNALLY. Is there a requirement for a certain minimum
period of employment?

Mr. Dunio. Yes, sir; 20 years.
Senator CONNALLY. You have a pension for any man age 60?
Mr. Duroc. What we call a partial pension, if lie has been with us

15years, provided he is 60 years old.
Both of these funds qualify under section 165 of the present revenue

act as employee funds whose earnings are not subject to tax.
If we have correctly interpreted the tax proposals they would per-

mit the companies to deduct from taxable income 5 percent of the pay
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rolls for persons who are members of these two employee groups. The
contribution in excess of 5 percent could be deducted from taxable
income, if any, over a period of 60 months. The Shell situation at
the present time is, in round figures, as follows:

Ten-percent contributions to the provident fund, approximately
$2,500,000 per annum; and the 5.6 percent to the pension fund approxi-
mately $3,500,000 per annum. Total contributions deductible under
the present tax law, $6,000,000 per annum.

On a total pay roll of approximately $60,000,000 per annum, the
present aggregate contribution is about 10 percent and the new law
would permit the following allowable deductions in the present year:

Pension contribution-5 percent of pay roll, $3 000,000; one-fifth
of additional pension contribution, $100,00; one-Afth' of provident
fund'contribution, $500,000; allowable deduction for 1942, $3,600,000.
$3,600,000 subtracted from $6,000,000 gives us a remainder to be spread
over succeeding 4 years of $2,400,000.

Thus only 60 percent of the companies' contribution would be
allowable as a deduction this year. The remaining 40 percent, which
would be disallowed, would amount to $2,400,000, and while, of the
eight or nine companies in the group, some will be in excess-profits-tax
brackets and others will not, it may safely be assumed that it will
cost tile companies additional taxes this year at the rate of 50 percent,
or a tax of $1,200,000 in 1942. It is doubtful whether some of these
companies will ever be in a position to take deduction for their share
of the expense. It is more than possible that all of them will run
into loss years, which will deprive them of this legitimate deduction
of an expense which is being incurred at the present time solely for
the benefit of these employees.

We submit that the 5-percent limit on deductibility is purely arbi-
trary. It discourages the setting up of sound plans.

The Shell pension plan is economically operated and has suffered
no investment losses, yet on careful actuarial analysis it requires 5.6
percent contribution even on the assumption that its investments will
earn 3 percent per annum, which is not a conservative assumption at
the present time. Two other reasons why it can operate on a con-
tribution of as little as 5.6 percent in the United States are that
there is in the plan provision for (a) offsetting against the pension
the amount of Federal old-age benefit-our plan ca Is for 8.2 percent
in Canada, where the Sociat Security Act does not apply-and (b)
reducing the pension by a percentage of the amount contributed by
the companies to the provident fund. Thus it would not be sufficient
for the Shell companies to cut out the contribution to the provident
fund-which is under serious discussion-because the pension fund
cost would then jump to nearly 10 percent and we would be faced with
drastic reduction in pensions or abandoning the plan altogether.

Senator TAFT. If you abandoned the plan, would not you be faced
probably y an immediate 10 percent increase in wages to make up
for it, curent wages ?Mr. Dum. Yes, sir. .

Senator TArT. The War Labor Board would give it to them.
Mr. DuHme. Possibly; which would be quite inflationary, of course.

At the present time the man contributes 10 percent of his own pay
which means he only gets 90 percent pay on his pay check. If we di
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what you suggest, abandon the plan and put the 10 percent for con.
tributions on his check, he would have not 10 percent but 20 percent
increase to spend. A man at the present time making $300 a month
gets $270, because he is contributing 10 percent. If we did add 10
percent to his pay, instead of contributing to the savings fund, he
would get a check for $330 instead of $270, which, of course, is an
inflationary item, as you suggest.

Now, the 5-year spread of tie excess over 5 percent is also a purely
arbitrary period of time. Its only excuse can be that it provides more
immediate revenue to the Treasury by pushing off some of the deduc-
tion on a pyramiding scale over 5 years time. This is unsound
because unfair to the taxpayer in not permitting him current deduction
for current expense, and very likely it can be unfair to the Treasury
if tax rates continue to rise during the next few years.
It should certainly be possible to deal more realistically with regu-lar, permanent, and legitimate employee plans. To cause the tax.

payer to abandon such plans is not only a disservice to the thousands
of wage earners but also removes an important antiinflationary
medium. As an illustration of this, the Shell trusts have to invest,
including the employees' provident-fund contributions, over $8,000,-
000 per annum. This has been and will continue to be very largely
invested in United States Treasury securities.

That is my brief statement, Mr. Chairman. If you have any ques-
tions, I would be glad to answer them.

The CHAIRMAN. Are there any questions?
Thank you very much for appearing.
(The following communications were ordered inserted in the

record:)
MASSAOuUSE'rrS MUTUAL LimsE INSURANCE Co.,: Detroit, Mich., July 29, 1942.HOn. WATEHR F. GEOEar,

Chairman, Finance Conmmittee, United States Senate,

Washington, D. 0.
Re amendment to section 23 (p) as contained In proposed revenue bill of

1942.
My DEAR SENATOR: I wish to call your attention to the amendment to section

23 (p) as proposed in H. R. 7378 relating to deductions for contributions made
by an employer to a pension trust.

Under the present law, contributions made by an employer to a pension trust
qualifying under section 165 are covered under section 23 (a) and section 23 (p),
as follows:

Contributions covering the current year's pension liability, and which, together
with other compensation, do not constitute unreasonable compensation, are
deductible In the year paid Into the trust, as a regular and normal business
expense, under section 23 (a).

Contributions In excess of the current year's pension laiility are deductible
ovet. a period of 10 consecutive years under section 23 (p).

The action of the House Ways and Means Committee In changing this 10-year
period to five years and applying It to all deferred compensation plans, Including
direct purchases of annuities by the employer, etc., seems to be well taken and,
I believe, meets with the approval of all who are Interested in bona fide pension
plans which are set up for the benefit of employees and not for the purpose of
obtaining special tax exemptions.

The amendment, however, eliminates any deduction by the employer under
section 23 (a) and provides that all such deductions be made under the provisions
of section 28 (p), as amended.

The amendment to section 23 (p) provides that amounts paid Into a trust
that is exempt under section 165 (a) shall be deductible "only in the year
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when paid into the trust, and in an amount not in excess of 5 percent of the
compensation otherwise paid or accrued during the taxable year to the bene-
ficiaries of the trust. The excess over 5 percent of the amounts so paid Is
deductible In equal parts over a period of 60 consecutive months beginning with
the first month of the year in which such payment Is made."

Thus the House bill arbitrarily fixes the "current year's pension liability"
which Is now deductible under section 23 (a), at 5 percent of the compensation
otherwise paid.

Specific objection-The fixing of the "current year's pension liability" is an
actuarial computation based upon (1) employee's age, (2) age at which pen-
sion Is to begin, (3) amount of pension.

It has been the expressed desire of the Congress to encourage private pension
plans for employees, plans which are bona fide and not set up for purposes of
evading taxes, The provisions of section 105 are such as to properly eliminate
any tax advantages where such plans do not qualify as bona fide. Therefore,
it is my contention that an employer who sets up a bona fide plan should be
permitted to deduct the current cost of such a plan In the year In which the
cost is actually incurred and the "current year's pension liability" Is just as.
much a business expense of that year as a proper charge for depreciation on
machinery.

Roughly speaking, 5 percent of an employee's salary will provide a monthly
retirement benefit at age 65 of-

37 percent If he enters the plan at age 20.
24 percent if lie enters the plan at age 80.
14 percent If he enters the plan at age 40.
7 percent If he enters the plan at age 50.

With employees bng confronted with social security taxes, increased Income
taxes, bond purchases, etc., the tendency is definitely toward larger contribu-
tions by employers and smaller contributions by employees. In an increasing
number of cases. the employer feels that the entire pension cost should be paid
by him and considered a business expense as would be the car'e if no plan were
adopted but employees were simply pensioned at a certain percentage of their
salary when reaching retirement age. Any amendment to the law which dis-
courages employer contributions to plans which have qualified as being within
the spirit and letter of section 165 would seem to be contrary to the desire of
the Congress and the administration In otherwise encouraging bona fide pen-
sion plans,

Therefore, may I express to you my well-considered conviction that-
(1) the "current year's pension liability" not be replaced by an arbitrary and

untrue amount of 5 percent of compensation.

or
(2) If, in the interests of clarification and simplicity of administration of

the law, a fixed percentage of compensation be desirable, that the percentage be
raised to at least 10 percent, which, on an average basis, would provide approxi.
mately a 28 percent pension at age 65 If the average age of employees entering
the plan was 40.

I am also writing to Senator Arthur H. Vandenberg and Senator Prentirs M.
Brown in this connection as I feel that the Inclusion of this amendment as It
now stands is not in the Interest of the employer, the employees, or the Treasury
Department. Your consideration of the matter will be greatly appreciated by
those who hare the true Interests of all three at heart.

Sincerely,
E. Luo JONES,

Manager, Pension Trust Department,
George E. Lackey Agency.

OAKLAND, CASLI,

SENATE FINANCE COMMITTEE, July 80, 1942.

Washington, D. 0.
GENTLEMAN: Enclosed is a plan which I am submitting as a substitu-te for

national compulsory savings now being diseused. I have arbitrarily computed
the special tax, if cay, due on salaries of different amounts of both single and
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married persons. Item 1 could be broadened to also include net incomes from
business or professions, dividends, interest, and other milscellaneous income.

This plan may have already been conceived of by our tax experts; however,
I have not heard or read of a similar plan and request that you give it your
fullest consideration.

It is imperative that the sale of war bonds be on as near a pro rata basis
as possible and that this war be financed as much as can be by the sale of
bonds to individuals and not by demands on banks for loans to the Government.

This special tax Is, of course, in aidditlon to the regular tax and should be
incorporated in the 1942 income-tax forms, It should solve compulsory savings
plan which is considered absolutely essential for the duration of the war and
will act as a very effective curb on inflation as well as financing the war to a
great extent,

Everyone I have shown this plan to has agreed that It is a fair and equitable
one. Even persons who admitted that they haven't purchased any war bonds
and state that they should have were very much in favor of such an addition
to the new tax bill. Personally I will have to purchase additional bonds to
avoid the payment of this special tax.

I know of only one large defense plant in the San Francisco Bay area that is
making a regular deduction from employees' pay checks for the purchase of war
bonds, Many of the defense workers in other plants are buying their share of
war bonds, but the majority is not.

Due to the uncertainties ahead of us the purchase of war bonds must be on
a pro rata basis. It is definitely out of alinement at the present time, The
enclosed plan will remedy this and furnish the Treasury Department and Con-
gress data on which to base future tax laws.

The Importance of such a measure is so great I know you will give this
your sincere consideration. I will appreciate it very much if you will please
acknowledge receipt of this letter.

Sincerely yours,
ROBERT E. PEYTON.

ce. Hon. Henry Morgenthau, Jr.
cc. Senator Sheridan Downey.

Special tax as a substitute for con pulsory savings]

SINGLE PERSON

i Salarlessand other compen-
sat ion for personal ser-
vices ......................I $,500 $3,000 $O, 000 $17,100 $30,000

2 Taxable Income 10 Percent.. 160 300 1,000 1,760 ? 000
3 Less:I

Personal exemption..$71 $50 ...
War bonds purchased 71 250 ii;i,0i11 ~ 6

-_ 150 - 300 - 1,400- 1,600 2 ,500

4 Balancesubjeottotax ....... ........... ........................ 250 500
5 Tax (60percentofitemo4)........................................ 126 250

MARRIED PERSON

1 Salaries and other compen-

sation for personal ser-
vim ............................... $3,000 $10,00 $17,500 $30.000

2 Taxable income 10 percent............ 300 1,000 1,750 3,000
3 Less:

Personal exemption ..... ..... $150 $I&) $W $70
Credit for dependents............ .......... .. 100
War bonds purhased... .. 190 710 1,100 2,000

4 Balance sublect to tax ...... ............ 150
8 Tax (60 percent of item 4)...................... ..25 " ... 75
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EXEMPTIONS• Amount ot

Single person, earnings: exetmptiops
To $3,000 --------------------------------------------------------- $75
$3,001 to $5,000 -------------------------------------------------- 50
Over $5,000 ------------------------------------------------------ None

Married person, earnings:
'ro $10,00o -------------------------------------------------------- 150
$10,0Ol to $15,000 ------------------------------------------------- 250
$15,001 to $20,000 ------------------------------------------------ 300
$20,001 to $25,000 ------------------------------------------------ 500
Over $25,000 -------------- .---------------------------------------- 750

Any person (single or married) purchasing war bonds totaling $15,000 or
more is exempt from this special tax. Service men, with the exception of
commissioned officers, are exempt from this tax.

Mr. Conboy.

STATEMENT OF MARTIN CONBOY, OF CONBOY, HEWITT, O'BRIEN &
BOARDMAN, NEW YORK, N. Y.

The CHAIRMAN. All right, Mr. Conboy, you may proceed.
Mr. CoNnoY. So far as my appearance is concerned, I presume you

want, first of all, for me to give my name and representation.
The CHAInMAN. Yes.
Mr. CoNnoy. My name is Martin Conboy, 39 Broadway, New

York City; attorney and counselor at law, representing four corpo-
rations-the Joy Minufacturing Co., of Franklin, Pa.; the American
Sumatra Tobacco Co., of New York City; the United States Plywood
Co.; and the Reliance Electric Co., of Cleveland, Ohio. These com-
panies are on what is known as the fiscal-year basis.

My appearance here is in opposition to section 129 of the proposed
law which will make fiscal-year companies taxable at the 1942 rates
for part of their 1941-42 fiscal year.

The justification for the fiscal-year basis with respect to corpo-
rations has been admirably expressed by Mr. Kellogg who appeared
before the committee day before yesterday, and there is nothing I
think need be added in that respect, with regard to the reason why
corporations operate on a fiscal-year basis. The objections to section
129 which contains the proposed changes in the existing law are stated
in the memorandum which we have distributed among the members
of the committee.

The method of taxing fiscal-year corporations upon an apportion-
ment basis was tried in 1932 and was discarded in 1934 by the Ways
and Means Committee because of the complications and difficulties that
it created. Those complications and difficulties are indicated in our
memorandum and are instanced by cases which are set forth by our
authoritative authorities. In addition to the difficulties and complica-
tions inherent in such a method, it is unjust and unfair to change the
rate by which a corporation is taxed during the tax year itself.

Senator RAcuMn. Will you speak a little louder?
Mr. ConoY. It is manifestly unjust to raise the rate of taxation of

a corporation during the year in which the corporation is being taxed,
especially where there was no reason to anticipate an increase. The
present tax law was passed on September 20, 1941. It contains no
suggestion at all that corporations which are being taxed on the



fiscal-year basis were going to have their taxes increased again within
the fiscal year. Therefore they went ahead with their business
activities and conducted them on the assumption that their taxes would
remain at the rate fixed by the 1941 tax law and would not be increased
during the period of the fiscal year constituting the tax year. They
made their contracts, entered into commitments, borrowed money
from banks, and paid out dividends to their stockholders on the as-
sumption that they were going to pay just so much in the way of taxes.

If they did not distribute their surplus in dividends, they were sub-
ject to the penalty described by section 102 of the act, and would have
to pay an additional amount of tax because of the fact that they ac-
cumulated a surplus. They had to make the distribution. Having
made the distribution, the stockholders have received the dividends
and will be taxed upon the income thus received from the corporation.
The Treasury has not lost the taxes on the corporation income, at
least to the extent that taxes are received from the stockholders on
dividends. If the stockholders received the dividends in the year 1942,
they will have to include them in their return for that year and will be
taxed at the 1942 rate. Of course, if dividends were received in 1941,
they will be taxed as income to the stockholders at the 1941 rate. To
treat the corporation's revenue as lost to the Treasury for taxable pur-
poses is not accurate. The Treasury has not lost the chance to tax it.

Senator VANDENBERO. I notice you say on page 3 of your prepared
statement that--

The reasons for the abandonment of the apportionment method are set forth
in detail in Paul and Mertens, Law of Federal Income Taxatiou.

Is that, by any chance, Mr. Randolph Paul?
Mr. Coxnoy. That is, by every chance, Mr. Randoiph Paul.
Senator VANDENBERO. Well, it is excellent authority.
Mr. CowNoy. That is why it is the bible of the law on Federal income

taxation. I appeal to the men who read the bible if that is not so.
As I say, we have fortified our statement with the expression con-

tained in the report of the Committee on Ways and Means that the
complicated rule had to be eliminated for the reasons stated with re-
spect to the 1934 act, and also fortified it by a number of instances
justifying the change that the committee made. Now, the committee
having made the change, and the change having persisted through the
legislation since 1934, corporations were justified in assuming that they
could go ahead on that basis for their 1941-42 fiscal year and being so
justified, as I say, they made their commitments and have been con-
sistent in doing what they have done.

It may very well be that some corporations have been liquidated
after having distributed their surpluses, after having made proper
reserves for taxes, on the basis of the 1941 rates. Under the proposed
change in the law the stockholders would probably be subjected to an
obligation to repay what they have received. But so far as the Treas-
ury is concerned, the Treasury has not lost the opportunity to tax
what the corporations have paid out, because, as I have explained, the
stockholders have to make their payments on their income-tax returns
upon the basis of the rates that are in effect at the time they receive the
distributions.

518 REVENUE ACT OF 1942
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There seems to be very little reason why I should take up more of
the time of the committee, in view of the fact that we have set forth
our objections in detail in the memorandum which we have submitted.

I have noted it is the appropriate thing for a witness to ask if there
are any questions. May I asc that through the chairman?

The CHAIRMAN. Are there any questions by the members of the
committee?

Senator CLARK. You do not think it is a fair proposition to change
the rules in the middle of the game.

Mr. CoNnoy. That certainly is my position. It should not be done,
especially when you have led the corporations into acting on the as-
sumption that you are not going to change the rules. It would be
unfair to change the rules after you have implicitly represented to
the corporations that you are not going to change the rules. You did
change them once, but you should not change them again. It seems
to me that would be the limit of unfairnes,.

The CHAInMAN. Are there any other questions?
Thank you very much.
Senator VANDENBEIO. I would like to have a copy of the book.
Mr. CoNnoY. If you want all the volumes, I can probably get them

for you. I am only quoting from the fourtlf volume, sir.
(The memorandum submitted by Mr. Conboy is as follows:)

MEMORANDUM SUBMIrEO BY MARTIN CONROY, Nzw YoRE, N, Y.

THE PROPOSED REVENUE ACT OF 1042, SECTION 120, FISCAL-YEAR TAXPAYERS

The proposal that taxes at the 1P41 and the 1942 rates be levied upon the in-
comes of taxpayers reporting on a fiscal-year basis for a fiscal year beginning
in 1941 and ending in 1942 was first submitted to the Ways and Means Committee
of the House of Representatives on June 23, 1942, The provision was incor-
porated in section 129 of the proposed act. No public hearings were held thereon.

THE PRESENT REVENUE ACT

Under the Internal Revenue Code and the revenue act now in effect (sec. 118,
Revenue Act of 1941) and the prior revenue acts of 1940, 1939, 1088, 1930, and
1934, corporations filing returns on a fiscal.year basis have been taxed at the
rates applicable to the calendar year in which the fiscal year began.

THE HISTORY OF APPORTIONMENT FOR FISCAL YEARS

Having enacted an Income-tax law in 1913, Congress recognized that any
change in rates of taxes would raise problems for taxpayers who were reporting
on a fiscal-year basis, and inserted in the 1016 act a provision for an apportion-
ment in such a case (1916 act, see. 10). Subsequently, Congress made similar
provylpqns for apportionment In levying excess-profits taxes. Such provisions
were included in the 1918 and subsequent acts, which required all taxpayers to
file returns on a fiscal-year basis if their books were kept on that basis.

The method prescribed for the computation of taxes for a fiscal year Included
in 2 different calendar years has been essentially the same under the subsequent
acts to and including the 1032 act. The tax was comrputed on the total net in-
come for the fiscal year under each act separately, Just as though the entire
amount of income hid been earned under each act. Then the tax computed
under each act was allocated to the fiscal year on the basis of the portion of the
fiscal year covered by the law under which the particular computation was
made The sum of the two amounts allocated to the particular fiscal year was
the tax for that fiscal year.

This method abandoned for the reasons hereinafter stated is revived In the
proposed bill.

76090-42-vol. 1-84
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Under tile proposed act of 1942 the tax on the net income of a corporation
with a fiscal year beginning In 19.11 and ending In 1942, will be pro rated under
the 1941 law kad the 1042 law as provided therein, In accordance with the number
of months of the fiscal year Included In each of the calendar years.

We shall consider first tie practical objections to the apportionment method
and then the effect of its prolosed retroactive application to the fiscal year
1941-42.

I. TH OBiJEOTIONS TO 'Tlte APPo01TIONMEN'r 'METHOD FOP, FISCAL-YFAR TAXPAYERS

After a trial of the apportionment method for a number of years substantially
as incorporated the Revenue Acts from 1916 to 1932, inclusive, the House Ways
and Means Committee in drafting the Revenue Act of 1934, abandoned It,

Reasons for abandonment of the pportioninent method, after previous trial.-
The Committee on Ways and Means In its report accom)anying the proposed
1934 bill stated:

"Under sections 14 and 105 of the Revenue Act of 1932, the tax on such returns
was first computed under the provisions and rates of the Revenue Act of 1928
and then under the provisions an( rates of the Revenue Act of 1932. The final
tax Imposed for a fiscal year of 12 months was then found by taking the sun of
(1) the same proportion of the tax computed under the Revenue Act of 1)2S
as tite number of months falling In 1931 Nyas to 12 tionths, and (2) the same
proportion of the tax computed under tite Revenue Act of 11)12 as the number
of months falling in 1932 was to 12 months. This complicated rule has been
eliminated in the proposed bill for the purpose of simplicity and ease of
administration."

The reasons for the abandonment of tite apportionment miethol are set forth
in detail in Paul and Mertens, Law of Federal Income 'J'axtion (vol. 4, ip.
621-030).

They show that under the apportionment nethod, citanges In tax rates and
administrative procedure presented many perplexig problenis for taxpayers
reporting on a fiscal-year basis, and cite a nuimber of examples, Including com-
plIcatlons arising from varying provisions of the different laws governing the
taxability of certain transactions, the amiounts of credits and exemptions allowed,,
and the treatment of depletion in tie computation of prolit or loss.

They discuss a complicated question arlsing with respect to the filing of a
consolidated return by an affiliated group.

A more difficult problem in that respect may be presented by the proposed
1942 act. For example, fiscal-year corporations in an aifliliated group have al-
teady filed final returns for 1041-42. Each necessarily reliorted Its normal
Income tax and surtax on a separate return. They will now be required to
file new returns for the entire fiscal year. A portion of the tax for the entire
period must be first deteriiined "under the law applicable to the first taxable
year," that Is, tite 1941 act. Accordingly it would seen ttat they must again
report their normal income tax and surtax oit an individual basis while they
may again report their excess-profits tax on a consolidated basis. Tue other
portidh of the tax is to be "determined under the law applicable to tile second
taxable year" except as otherwise provided therein, that Is, tie 1942 act.

Under section 142 of the new act amending section 141 of the Internal Rev-
enue Code, the members of the affiliated group In milking a report for deter-
itinatlon "under the law applicable to the second taxable year," will apparently
be compelled to file a return oit a consolidated basis for normal Income tax and
surtax In order to continue their previous practice of filing a consolidated
excess-profits tax return. It Is not clear how the separately determined normal
income tax and surtax for each Individual company umer the law applicable to
the first taxable year are to be apportioned with the consolidated normal income
tax and surtax of the afilliated grou) for the second year.

This is merely one Indication of the nature of the problems which seem to be
inherent in the apportionment method.

While an attempt has been made by the draftsman of the bill to eliminate
some of the complications which arose in the administration of tite apportion-
mant provision under prior acts, others continue to exist. The maly exceptions
contained in the now sections 16 and 108 of the Internal Revenue Code will of
themselves present difficulties both In preparation of returns by taxpayers and
In administration by the Commissioner.

('orporat'lons of moderate sive throughout the country which are oi a fiscal-
year basis will experience great difficulties in preparing their returns, aind their
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difficulties IN III be substantially increased by the present shortage of accountants.
While Iap sing the above-stated hardships upon fiscal-year corporations for

the taxable ycir 1941-42, the proposed act denies to them the benefits of certain
of the amelioroting sectiors designed for the relief of taxpayers, viz: Section
113, which excludes from the income of a taxpayer Income representing Inlprove.
ments made by a 'essee prior to the expiration of a lease; section 120, with re-
spect to amortizable 4ond premmlnls; and section 136, with reference to capital
gains and losses,

Paul and Mertens' Law oi derail l Income Taxation said of the abandonment
of the apportionment method In tie 1 9 4 act :

"Tile difficulty encountered ty taxpayer iIn the computation of taxes for a
fiscal year covered by two different laws Irs been obvicatid for fiscal year cad-
ling during 1034 by the change in the treatment of fiscal-year reurns adopted
by the 1934 act,"

The difficulty so obviated Is about to be revived,

I. TilHE OBJECTIONS ro T1IE PRIOPOSX) RrZOACTIVE EFFECT OF SFTION 1291

Reasons for a fiscal year.-Corporations have adopted a fiscal-year basis for
various reasons peculiar to the particutlar industry in which they are engaged.
Perhaps one of the most frequent reasons Is that they may end their business
years and take their Inventories In the least active period of their business.
Many have fiscal years by reason of the historical accident of the date of their
origin. The propriety of doing so has been recognized by Congress in income-
tax legislation In the past, and we do not understand that the desirability or
propriety thereof Is questioned now or that there Is tiny desire or intent to dlis-
courage or prohibit the use of the fiscal-year basis or that the proposed section
129 has ally such purpose.

The cffcot of tho proposal to make the apportionnwlt retroactive,-The pro.
postal that corporations with a fiscal year beginning in 1941 might be taxed for
it portion of that fiscal year it tie 1942 calendar-year rates was not even sug-
gested until June 23, 1942, as heretofore stated.

Fiscal-year corporations without reason to expect that the provisions of tile
1942 act would be retroactive to fiscal years already ended during the first 5
months of 1942, have prepared and filed Federal returns and paid income taxes
and excess-profits taxes for such fiscal years. Both the filing of the returns
and the payment of the taxes were required by tie existing provisions of the
Interal Revenue Code. This action was required to be taken weeks or months
prior to the date oil which the suggestion that tile 1942 act should be retroactive
was first suggested (Jun 22, 1942).

As it result of tie retroactive feature of tile bill such corporations will bo
required to file amended returns on an entirely new basis since tile 1042 act
will also apply to theml, imposing an arduous burden both on the taxpayers and
oIl tile Treasury Department and resulting in upsetting tie calculations which
such corporations have made when they closed their books for their fiscal years.

A p'olly operated corporation must prepare a budget for its coming fiscal
year; It mullst plan its course of action for tile year; In doing so Its officers must
carefully consider and welgh Its prospective income against prospective expemndl-
tures and taxes. Its proposed course of conduct Is weighed Ill tile scale of htimoan
wisdom. Corporate officers lnly natlirally be clrged with only the problbilittes
lhat experience demonstrates siold readily be forseen. Tie corporate officers
naturally forecast the future In tile light of their knowledge of the past.

III planning tile financial policy for tiMe flzal year beginning ill 1941 and ending
in 1942, wlt could have boon reasonably expected with respect to taxation
of corporate Income

It was perhaps possible tlt Congress- would pass an1 act before the close of
1941 Increasing Income and excess profits taxes apiplicable drinIg the fiscal
year. This the corporation, lrbapq, should have anticipated. Congress passed
the Revenue Act of 10.11 on September 20, 1141, increasing the taxes applicable
to the corporations' fiscal year ending during 1942.

Tile corporation might alo reasonably lave antlelpated that during 1942
Congress might ninke further increases In taxes to he effective for the corpora-
tion's fiscal year 1942-43. Its deshable cash position should probably have beenl
determined with tlmt possibility Ill view. 130 Insofar Its the corporate officers
night act rational ly In relying upon congressional theories lind action regulating
taxation Ill the past, the officers would iot ave had to consider a probability
that during 1942 Congroms might pass anoller taxing act further ;ncreastnig (for
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the second time) its income taxes for the fiscal year ending March 31, 1042. The
proposed retroactive feature does not impose the duty upon an officer of a
corporation with a calendar year of anticipating an increase twice during that
tax year. That Congress had in the preceding revenue acts refrained from
doing. The congressional conception of Just taxation, as heretofore expressed.
had not intimated any such possibility which would affect the rest of the fiscal
year ending in 1942, There was no conceivable basis for assuming that Con-
gress might do so, even affecting the tox for the uncompleted fiscal year. Here
a tax is imposed increasing the taxes for such fiscal year upon many corpora.
tions after the fiscal year had been completely closed. With all of the dis-
cussions of proposed Increase in taxation under the 1942 bill, there had been
no intimation that Congress would change its policy in this respect or would
adopt a method of apportionment which it had heretofore condemned and dis-
continued because of administrative difficulties. Valid retroactive taxation had
always been of a nature which might have been readily anticipated where not
lnpo. ed as a deterrent or punishment.

Retroactive taxation has heretofore been retroactive only in the sense that the
details had not been determined or the" final adoption effected prior to the retroac-
tive period. But such retroactive taxation had always been a matter of con-
sideration and reasonable expectation during the entire time it was to be made
effective.

In this instance there has been no intimation, no suggestion, no statement to
pace corporate officers on notice. The Treasury Department had apparently
not considered the proposed retroactive feature desirable. A duty to have
anticipated it months ago should not now be imposed upon corporate officers.
The suggestion comes as a complete surprise and is not the readily anticipated
retroactive taxation which has heretofore been sustained by the courts.

Corporate officers busy with other matters should not be under a duty to imagine
and anticipate new or unusual methods of taxation and prepare therefore In
advance. This is particularly true at a time when all their efforts should be
directed to increasing efficiency and production.

WjAat action have corporate officers naturally taken without reason to expect
such retroactive Increased taxation for the 1041-42 fiscal year?

1. Fiscal-year corporations have prepared their budgets for the fiscal year
1941-42. They necessarily had to anticipate their income and expenditures for
that year. We have seen that they have been under the n~cesslty of anticipating
an increase in taxes during the fiscal year, which became an actuality when
Congress passed the 1941 Revenue Act on September 20, 1041. We have also seen
that they had no reason to have anticipated the present proposed act.

2. Fiscal-year corporations have, accordingly, entered into contracts for pur-
chase of raw materials, made agreements for the sale of manufactured products,
completed arrangements for financing their transactions for the year, made
promises to repay bank loans during the year, invested money In plant and
equipment, all based upon the taxation that they could reasonably he held to
have anticipated. Many have begun expansion of their plants which they will
have to abandon.

3. Fiscal-year corporations have filed earnings statements of their Income with
banks and have borrowed money upon the statements of actual Income and
expenses for part of the fiscal year and anticipated for the remainder. They
likewise made their commitments to repay their loans, based upon the estimated
net op-ratlng income for the year and cash available therefrom, none of which

they will be able to meet if the money Intended for the repayment of the loans
is suddenly and unexpectedly required to pay the unanticipated increase In taxes.
The corporation may have repaid the loan and have no cash left with which to
pay the taxes.

4, Many fiscal-year corporations after the completion of the fical year in
1042, have computed and paid additional incentive compensation to employees upon
the net income after taxes, all of which will have been rendered incorrect by
the proposed retroactive tax legislation.

Thee workers will have been substantially overpaid If the Revenue Act of
1942 is made retroactive. The corporation may have no alternative except to
bring suits against all such employees to recover the overage or to deduct the
same from their wages during this year in which their individual income taxes
also will have been Increased. It is doubtful If the directors after the expira-
tion of the fiscal year could legally change an additional Incentive compensation
plan so (s to allow the employees to retain that which they received when lawful
but now rendered unlawful by congressional act.

522
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5. Pursuant to the requirements of the Securities and Exchange Comtisslon,
corporations have filed reports for their fiscal year already ended during 1942,
or filed interim reports on the existing tax basis, and the public may have been
influenced to purchase their securities on stock exchanges In reliance thereon,
all of which reports, although accurately prepared and filed pursuant to eou-
gressional requirement, will be made false by the proposed new tax law being
made eff.vtive In such a retroactive manner.

(I. Such corporations have closed their fiscal years, made their final reports
pursuant to the Securities and Exchange Commission's requirements in accord-
ance with the congressional Intent, and sold new securities to the public on the
basis of the reports submitted to the Securities and Exchange Commission but
subsequently to be rendered false by the proposed new Internal revenue bill.

7. Fiscal-year corporations may have paid three or possibly four quarterly
dividends to stockholders out of the net cash remaining from the year's net
income without notice or reason to believe that the Government would claim
the whole or a part of such cash.

8. Corporations with fiscal years ending on or prior to June 1, 1942, have pre-
pared their 1042-43 budgets anticipating an Increase In taxes for the latter fiscal
year but without reason to anticipate that they would be deprived of their 1941-42
income by subsequent legislation. They have borrowed money from the banks
in reliance upon the year-end statement, about to be rendered false by con-
gresslonal legislation without notice. They have agreed to repay bank loans
during 1D42-43, having made such arrangements after anticipating the increase
of taxes for the new fiscal year. Many will now be rendered unable to meet
their obligations as they mature, because they have paid out their income for
the completed fiscal year 1941-42, witliout any suggestion or reason to believe
that Congress would not only reverse its policy enunciated in 1l34 but would
make said reversal retroactive, even as to those, who upon the completion of a
fiscal year, had distributed their Income to stockholders pursuant to tho policy
established by Congress, as evidenced by section 102 of the Internal Revenue
Code. They are precisely in the same position in this respect that the calendar
year corporations would be If the bill were made retroactive for 1941.

9. These dividends, properly paid out of earnings pursuant to congressional
mandate by reason of such unexpected increase in the proposed retroactive taxes
may now, as a matter of law, have been paid out of capital, rendering the directors
who acted in good faith and without negligence liable to creditors of the cor-
poration for the amounts paid to stockholders. (See Randall as Trustee of Bush
Terminal Oo. v. Bailey (decided by Court of Appeals, under sec. 58, New York
Stock Corporation Law, New York Law Journal, July 7, 1942).)

10. Corporations by reason of payment of said dividends and the Increased
income taxes may even he rendered insolvent and unable to carry on the activi-
ties of war work or otherwise.

11. Corporations may have been liquidated and, after setting up what then
appeared to be proper reserves for taxes, may have distributed their remaining
assets to the stockholders.

12. The stockholders although receiving the dividends paid to them pursuant
to the congressional mandate contained In section 102 of the Internal Revenue
Code in good faith, and having paid to the State and Federal Governments
perhaps 30 or 50 percent or more thereof In Income taxes on March 15, 1942,
may now be compelled to return the whole distribution to the corporation ren-
dered insolvent by the unanticipated Increase in the income taxes. (See, United
States v. MrHatton, (266 Fed. 602).)

THE PRoPoSE R MOAcTrvE ]MATURE IS OF AT LMAST DOUfrFUL oo srTU oNALrrT

The proposed retroactive provision has none of the justifications which have
caused some retroactive taxation to be sustained In the past. It has none of the
features which were urged to sustain the Silver Purchase Act, in which Govern-
ment counsel stated in their brief that "The Government recognizes that, even
though adopted to make its monetary measures effective, the retroactive act Is
subject to the limitations of the fifth amendment."

The proposed tax does not fall within the most favorable classification of stat-
utes which have been sustained when contested.

In United States v. Hudson, (269 U. S. 408, 500), the court sustained the Silver
Purchase Act for the reasons that "as respects income-tax statutes, it long has
been the practice of Congress to make them retroactive for relatively short.
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periods so as to include profits front transactions consummated while the statute
was in the process of enactlcent or within so much of tit cleniondar year as preceded
the enactment."

Neither reason justifies the present proposal. As heretofore seen, it has not
been proposed or tscussed so as to have been wIthin the contemplatIon of tax-
payers and it has not been limited to the period during which the retroactive
feature was In tile process of enlctinent. 'rile retroactive feature does not even
Impose a tax on the actual income of the portion of the calendar year of the
enactment. For companies having fiscal years ending in the first few months
of 1942 for the purpose of using tile inactive season as a most convenient oppor-
tunity for an inventory, their income will have been substantially and may have
been entirely earned during 1941. The new tax is not on the portion earned In
1942 but on a fractional proportion for the entire fiscal year.

The proposed provision does not fall within the test suggested as a justification
by Mr. Justice Stone. now Chief Justice Stone, in Mill!ken v. United States (283
U. S. 15, 20), wherein be said:

"This court has held the taxation of gifts made, and completely vested beyond
recall, before the passage of any statute taxing them, to be so palpably arbitrary
and unreasonable as to infringe the due-process clause."

And continued, referring to the case of Ntehols v. Ooolidge (274 U. S. 531), and
Untersncyer v. Anderson (276 U. S. 440) :

"In both the point was stressed, as the basis of decision, that the nature and
amount of the tax burden imposed could not have been understood and foreseen
by the taxpayer at the time of the particular voluntary act which was made the
occasion of the tax."

As we have seen, that Is practically the situation here,
And then, In distinguishing the act which he was sustaining, he held (p. 23):
"Not only was the decedent left in no uncertainty that the gift he was then

making was subject to the provisions of the existing statute, but in view of its
well understood purpose he should be regarded as taking his chances of any
increase in the tax burden which might result from carrying out the established
policy of taxation * * *2'

Thus, it is indicated that the retroactive law to be anticipated is one carrying
out an established policy, not a law reversing such a policy.

Not only the majority opinion in Untermcyer v. Anderson (287 U. S. 440), but
the dissenting opinion recognized the necessity of justifying a tax made retro.
active, and, referring to the majority opinion, Mr. Justice Brandeis said (p. 447) :

"It holds the act void because the action of the lawmaking body is in Its
opinion unreasonable. Tested by the standard of reasonableness commonly
adopted by man-use and wont-that action appears to he reasonable."

And again (at p. 449) :
"The need of the Government for revenue has hitherto been deemed a suffi-

cient justification for making a tax measure retroactive whenever the Imposition
seemed consonant with Justice and the conditions were not such as would
ordinarily involve hardship."

And finally (at p. 451) :
"The Problem of preventing loss of revenue by transactions intervening be-

tween itw date when legislation is introduced and its final enactment, is not
a new one; * * *."

Subjected to that test of reasonableness, "use and wont," the present retro-
active feature is unfair, unreasonable, and without justification.

The original decision sustaining retroactive taxation Stockdate v. Insurazee
Company (20 Wallace 323), was, in effect, based upon the fact that tile retro-
active feature was only carrying out the congressional intent of a prior tax
statute which had been frustrated by a decision of the court.

The proposed retroactive feature is even less justifiable as a social policy.
The desirability of legislating retroactively with respect to taxes, for the
intervening period between the date of the recommendation and the date of
tile final effectiveness of the act, does not Justify the proposed bill, The value
of imposing the tax over the period to prevent unfair speculation after the
taxing policy has been announced and before it can be made effective is wholly
absent in this case. The necessity of providing revenue between the time that
Congress has decided upon a certain policy and the time that it can make that
policy effective cannot justify the proposed provision which embraces no such
limitations. The principle of retroactive application of an increase In income
taxes In accordance with the long-established governmental policy, does not
justify the proposed retroactive feature, departing therefrom.
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The necessity of taxpayers assuming to a limited extent the Increase in the
tax durhIg the period of its preparaion and which results in carrying out a
leng-established policy does not justify the necessity of assuming 'additional
increased taxes, resulting fronti a reversal of such policy and the Imposing
of unexpected and unanticipated retroactive taxation. Here, as we have seen,
the taxpayers had no reason to believe that there would be another increase
in income taxes applicable to tle fiscal year that had been wholly or substan-
tially concluded. The established policy of the Government had been to the
contrary.

In the case of the calendar year corporations, they have been forewarned that
the new tax law, although it might not be enacted until late in 1042 will apply
to thu 1942 earnings and, consequently, there has been an opportunity to set
up proper reserves in anticipation thereof, reports have been rendered to
stockholders, dividends have been paid, borrowings Incurred, contracts made,
taxes acerued, and debts amortized, with the full knowledge of the possibility
of increased taxes for this year. In other words, they are subjected only to
the retroactive features ordinarily to he anticipated, as was tme 1941 act for
the fiscal year 1941-42 of fiscal-year corporations.

Respectfully submitted.
CoNnoy, HawxTr, O'Bnrq & BOAnDMAN.

The CHAIRMAN. I have received the following telegram addressed
to this committee. The reason for reading it into the record will
appear at the end of the message. This telegram is as follows:

Los AxomLF s, CALIF., July 80, 1942.
Heon. WALTER P. GroSo,

Chai-nnav, Senate Ii,.nace Commitee, Washington, D. C.:
This association represents over 100 aircraft parts processing companies

employing 50,000, all engaged in war production. Many of these companies cannot
survive and production suffers if proposed excess-profits taxation accepted.
Typical company produces 10 times invested capital important aircraft produc-
tion each year. Base period experience clause useless to many who are losing
money, that period developing products which now are essential. Under these
circumstances, intelligent management will earn the $10,000 exemption pis 8
percent capital within first month. If profits from remaining millions of produc-
tion are taxed 90 percent excess, 40 percent normal, plus State and local, with
inherent risk In any such business, it would be necessary profit 50 percent gross
on sales or 100 percent on cost to result less than 3 percent net on sales,
Where will business and capital come from under these conditions? We are
speaking now of small business, particularly subcontractors who definitely are not
Government financed. Would appreciate this being read to committee for consid-
eration as small business rarely Is represented in Washington.

AraRcAFT PARTS MANUFAcTURnsS AssocIATIoN,
JACK FROST, Executive Secretary.

I think there should be a subcommittee appointed on the subect that
has been under discussion this morning. The Treasury is giving fur-
ther consideration to amendments to the pension trust provision con-
tained in the House bill, and there are certain things that must neces-
sarily be done, and if it is agreeable to the committee I would suggest
that a subcommittee of three or four be appointed to confer with the
Treasury, and also to represent the viewpoint of the committee in
making certain necessary changes in the pension trust provision. If
that is agreeable I will be pleased to appoint Senator Brown, Senator
Radcliffe, Senator Taft, and Senator Vandenberg, if ybu will serve,
Senator.because you did excellent service on the incelltive taxation pro-
vision some years ago. I suggest that you gentlemen might confer with
the Treasury staff, because the matter is under consideration and there
are certain amendments to these sections that undoubtedly will be
recommended by the Treasury itself. There may be, and will be, sug-
gestions that the subcommittee will wish to make in behalf of the
general committee, because this is an important question.



526 REVENUE ACT OF 1942

Senator CONNALLY. Mr. Chairman, I have a statement here pre-
pared by Mr. Robert Ash, a local lawyer, about some tax matter that
be has requested that I have inserted in the record. I do not sponsor it,
because I do not know much about it, but if agreeable I will put it
in the record.

The CH AImAN. Yes; if there is no objection, it may be put in the
record.

(The statement referred to is as follows:)

STATEMENT SUBMITTED eY ROBERT ASH, WASHINGTON, D. C., ATTORNEY FOR J. H.
RIEY INVESTMENT CO.

In the statement made by the Secretary of the Treasury to the Committee on
Ways and Means on March 8, 1942, he proposed, as has the Congress itself. that
at this session of Congress an attempt be made to eliminate hardships so that the
tax laws will cast their burden equitably on all taxpayers. In line with this pro.
posal attention should be directed to one provision of the law which, through
misunderstanding of Its terms and intent, has imposed hardships on a number
of small mining enterprises which, unlike tae large mining corporations, did not
have adequate legal and tax advisers to protect their interests. The provision
in question is section 114 (b) (4) of the Internal Revenue Code providing for
percentage depletion.

The Revenue Act of 1932 provided that P. taxpayer making a return for 193
should state whether he elected to have a depletion allowance "for succeeding
taxable years" computed with or without percentage depletion,

The 1934 Revenue Act also provided for percentage depletion in respect, of
mines and specified that a taxpayer making his "first return" thereunder should
state whether he elected to take percentage depletion. It was believed by at
least some taxpayers (based partly on language In House and Senate committee
reports) that this gave a new election to those who had failed to exercise their
option under the 1932 act, but that an election made under tle 1932 act "for
succeeding taxable years" carried through without the necessity for a further
election.

The 1936 act continued the percentage depletion provislous of the 1934 act,
but gave no new election wherever the 1934 act would have giver none. I

The difficulties and hardships experienced by some of the small mining com-
panies may be summarized as follows:

(1) Election having been made under the 1932 act to take percentage deple-
tion for 1933 and for succeeding taxable years, certain taxpayers believed they
had specifically declared their program and were not obligated again to declare
their election under the 1934 act. • But it has been held otherwise. (See 0. H.
Mead Co. v. Commissioner, 106 F. f2d) 388 (C. C. A. 4), and Mother Lode Coalition
Mines Co. v. Commissioner, 125 F. (2d) - (C. C. A. 2), decided by Second
Circuit February 5, 1942,1942 Prentice-Hall Tax Service, 62,451.)

(2) A taxpayer having no unit depletion basis available and therefore having
no choice of methods, attempted to take percentage depletion on the assumption
that there being no basis for an election, percentage depletion would be allowed.
This was denied on the ground that the taxpayer had a duty to make a declara-
tion. (See Dorothy Glenn Coal Mining Co. v. Commissioner, 38 B. T. A. 1154;
Tonovah Mining Co. v. Commissioner, 120 F. (2d) - (C. C. A. 3), decided March
17, 1942, Prentice-Hall Tax Service, 62,554).
(8) In another case the taxpayer in a remote part of Alaska did not receive a

copy of law or regulations or return forms, and thus lid no knowledge of its right
to elect percentage depletion for the year 1934. Its return for 1934 was made on
the 10933 form and no election was made. Two years later the revenue agent
brought the percentage depletion privilege to the taxpayer's attention. The courts
denied percentage depletion on the ground that no election was made therefor as
required by the statute. (See J. D. Riley Inivestment Co. v. Commissioner. 110 F.
(2d) 055 (C. C. A. 9), decided March 16, 1940, affirmed 311 U. S. 55 (November 12,
1940)).

(4) The president of the taxpayer, a small coal-mining company, undertook
iho preparation of the company's 1934 return and sought advice from and relied
upon the Denuty Collectdr of Internal Revenue In preparing and filing the return
which Included no election of percentage depletion. The Board of Tax Appeals
disallowed the percentage depletion deduction because of the taxpayer's failure to
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make the new election. Midvale Coal Co. v. Commissioner, B. T. A. Memo. Op.,
Docket No. 91729, decision entered July 20, 1939.

(5) The taxpayer had a loss in 1934 and since percentage depletion could only
be computed if there was a profit no percentage depletion was claimed. One cir-
cuit court denied percentage depletion for 1935 (Mother Lode Coalition Mines Co.
v. Commissioner, 125 F. (2d) 657 (C. C. A. 2), decided February 5, 1942, 1942 Pren-
tice-Hall Tax Service, 02,451), on the ground that no election was specified in
1934; and another circuit court allowed depletion for 1935. (Pittstn.Duriee
Coal Co. v. Commissioner, 117 F. (2d) 43.6 (C. C. A. 3)), decided January 24, 1941,
on the ground that no election was required in 1934, since none could be computed
In a loss year.

The committee knows that Congress in passing the 1934 act did not intend
to deprive any mine owner of the right to percentage depletion, but to extend the
privilege to those who had failed to avail themselves of It under the 1932 act.
(See H. Rept, No. 704, 73d Cong., 2d sess., p. 29; S. Rept. No. 558, 78d Cong.,
2d sees., p. 30, and explanation on House floor, 73d Congressional Record 2922.)
Certain it is that the provision was never Intended to be a trap for unwary and
uninformed small mine owners.

The hardship in these cases arises not so much from the denial of depletion
for the year Involved In the litigation as from the fact that either (a) through
misunderstanding of the law by the small taxpayer-which is understandable In so
technical a problem-or (b) misconception of the law by the Board and courts,
or (c) in the Riley case, through failure for physical reasons to be in position to
have any knowledge of the law Involved, these relatively small mining companies
have been denied percentage depletion for their entire existence after 1934, unless
there is remedial legislation, The situations presented by these cases and other
similar ones represent an Inequity which it appears should be cured-in fact the
Supreme Court In Its decision in the Riley Co. cage, cit. supra, recognized the
hardship or "strictness" of the provision and suggested that the cure for the hard-
ship was a legislative (not a judicial) function. At rage 59 the Court said:

"Petitioner urges that this result will produce a hardship here. It stresses
the fact that It had no actual knowledge of the new opportunity afforded It by
section 114 (b) (4) of the 1934 act and that equitable considerations should
therefore govern. That may be the basis for an appeal to Congress in ameliora-
tion of the strictness of that section. But it is no ground for relief by the courts
from the rigors of the statutory choice which Congress has provided."

It Is hoped the committee will enact the needed relief legislation.
Attached hereto is section 114 (b) (4), with proposed amendments printed Int

talics, which, if enacted into law, will effectuate the original purpose and Intent
of Congress and eliminate the present inequity and hardship to small mining
companies.

SECTION 114, BASIS MR DEPaEOIATION AND DELETION

(b) BAsIS rOR DEzLnnoN.-
* C C * C C

(4) PERCENTAGE DEPLETION oR OOAL AND METAL MINES AND SULFU.-The
allowance for depletion under section 23 (im) shall be, in the case of coal mines,
5 percent, In the case of metal mines, 15 percent, and, in the case of sulfur
mines or deposits, 23 percent, of the gross Income from the property during the
taxable year, excluding from such gross Income the amount equal to any rents
or royalties paid or Incurred by the taxpayer in respect of the property. Such
allowance shall not exceed 50 percent of the net Income of the taxpayer (com-
puted without allowance for such depletion) from the property. A taxnayer
making his first return under this chapter [in respect of a property]' in
which depletion is claimed In respect of a property for a taxable pear beginning
after December 81, 1941 (whether or not a return in respect of such. property eas
made for anry taxable year beginning prior to January 1, 1942) shall state whether
he elects to have the depletion allowance for such property for the taxable
year for which the return Is made computed with or without regard to percentage
depletion, and the depletion allowance In respect of such property for such year
shall be computed according to the election thus'niade. If the taxpayer fails
to make such statement in the return, the depletion allowance for such property
for such year shall be computed without reference to percentage depletion unless

2 2 Omit words in brackets, proposed amendments printed In italics.
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percentage depletion shall have been claimed by a taxpayer in his return in respect
of the property for a taxable year beginning after December 81, 1933, and before
January 1, 1942, and if so claimed percentage depletion shall be allowed for such
year or years in which claimed. The method, determined as above, of computing
the depletion allowance shall be applied in the case of the property for all taxable
years in which it is in.the hands of such taxpayer, or of any person if the basis
of the property (for determining gain) In his hands is, under section 113,

determined by reference to the basis in the hands of such taxpayer, either di-
rectly or through one or more substituted bases, as defined in that section.
The above right of election shall be subject to the qualification that this
paragraph shall, for the purpose of determining whether the method of com-
puting the depletion allowance follows the property, be considered a continua-
tion of section 114 (b) (4) of the Revenue Act of 1934, 48 Stat. 710, and the
Revenue Act of 1930, 49 Stat. 1083, and the Revenue Act of 1938, 52 Stat. 434,
and as giving no new election In cases where either of such sections would, if
ai)plied, give no new election but a claim for percentage depletion in a return
for any taxable pear after December 81, 1933, and before January 1, 1942, as
hereinabove specified shall be held to have been a proper election.

The CHAIRMAN. Senator Danaher, if you wish to offer for the record
* I the brief which you submtited to me earlier in the morning, this would

be the time for it.
Senator DANAHER. I would like very much to do so, Mr. Chairman,

and with that an accompanying letter from Mr. Samuel Ferguson,
president of the Hartford Electric Light Co., dated'July 24, 1942.

The CHAIRMAN. I have looked at the brief, and I think it warrants
reading by every member of the committee, because Mr. Ferguson has
made some suggestions-he is not merely content with some criticisms
of existing law-and the letter and the brief will be entered in the
record.

(The matter referred to is as follows:)

THE HArTFoRD ErEcTino LIGHT Co.,
Hartford, Conn., July 24, 19142.

The Honorable JOHN A. DANAHER,
oSenate Oflke Building, Washington, D. 0.

MY DFAB SENAT R DANAHER: Your attention, as a member of the Senate
Finance Committee, is called to the attached memo which treats of a disastrous
oversight of the House Ways and Means Committee in not differentiating between
regulated corporations having a slow capital turn-over and unregulated Industrial
corporations having a quick turn-over. In the slow category are such corpora.
tions as render telephone, gas, electric, and other services I where the investment
is large and the annual sales amount to only 20 or 25 percent of the capital
investment, in contrast to the annual sales of the average industrial which equal
or exceed their capital.

For such slow turn-over corporation, the tax bill as recommended by the Ways
and Means Committee fails lamentably to meet the specifications of Mr. Morgen-
thau, when he stated-

"A substantial share of the increased corporation tax should fall on excess
profits. Taxes paid from such profits have less disrupting effects on business than
taxes which are generally applicable to all corporate earnings irrespective of the
rate of return. A tax which absorbs excess profits, still leaves the corporate
taxpayer with a sufficient margin of Income for dividends and safety.

"On the other hand, a tax which dips too deeply into the incomes of low-
earning corporations may seriously affect their debt-paying capacity, if not their
very existence.

"* * * At a time like this, I am confident that incorporated business will
willingly pay additional taxes which will, after all, leave it in the aggregate
about the same amount of income after taxes as during the years before 1940."

In the memo, certain sections cover the questions in general as affecting the

I Such as railroads, etc.

528



REVENUE ACT OF 1042 529

electric industry-and In other sections the effect on the electric light company;
in section V are various possible suggestions, for correction.

Very truly yours,
S. FzwusoN, President.

Enclosure,

SECTION 1. GNERAI-TAx EFFECT ON THE INDUSTRY

Corporation war taxes-as proposed create a most critical situation for utility
corporations In contrast to the effect on the ordinary industrial corporation.

Tile earnings of utility corporations have for years been subject to regula-
tion which has aimed with greater or less success to limit them to an amount
not substantially greater than required to attract capital.

With few exceptions the earnings to be found to exist in such of these
corporations its are able to pay dividends consequently range from 4 to 8
percent on the cost of the property-plus working capital.

These corporations have a very slow capital turn-over amounting to once in
4 or 5 years in contrast to the much more rapid turn-over of the industrial
corporations.

With a 5-year turn-over the net profit; after taxes, must therefore be 30
percent of the gross receipts to equal a 6 percent annual return-five times as
large a percent of gross than is required for the same return for a 1 yeqr turn-
over industrial. Under the 1941 tax law the net earnings and percent return
were reduced from pro-war levels in spite of an increase in gross of 10 to 20
percent. This tended to Impair the ability to raise new money even of the
senior variety-but the bill now before Congress goes much further and very
mnterially further reduces the return so that a company formerly carrying
into the net 30 percent of the gross, now finds itself with only 15 percent or
less; or a 3-percent instead of a 6-percent return; this is below that necessary
to attract capital where the requirement for a prosperous company is 3 percent
interest plus 2 percent sinking fund (total 5 percent) and is, therefore, hope-
lessly inadequate generally.

If It were not for the constant need of new capital, this reduction in earn-
ings would only constitute a hardship to the investors in the business
without harming the general public or the Industry's ability to serve war
industries; but if the earnings are brought down to below the point which
will attract capital it will not be possible to expand to meet the essential and
constantly increasing needs of the public. Inasmuch as the public must be
served, the only possible means of furnishing such service under such condi-
tions will be by governmental agencies with taxpayers' money. This means that
the industry will be taxed out of existance as a private undertaking.

It is futile to think of raising rates to meet the situation as practically all
added gross revenue from such a process goes to taxes rather than to net
from such increased revenue-first, by the excess-profits tax at a 00percent
rate, and next the deduction of 45 percent of what is left. Any raise in rates
of sufficient size to appreciably affect the net profit after taxes must be so high
as to defeat its own objective through the diminution of sales to be caused
thereby according to the law of diminishing returns.

ample

Assume increase In rates ------------------------------------------- $100. 00

Then-Increase in net before taxes ----------------------------------- 100. 00
Less excess-profits tax -------------------------------- $90. 00
Less Income tax ------------------------------------ 4. 50- 94.50

Then gain in net after taxes ---------------------------------------- 5, 50
or differently expressed the customer must be asked to pay $18.25 for each
added dollar carried into the net profit after taxes.

A restoration of the excess-profits tax to its former and logical place as a
final tax ufter all other taxes and expenses have been deducted would materially
help though not fully rectify the situation. Such shift would increase the
credit of 1936-39 earnings since the tax of those years was at a lower level,
In the case of The Hartford Electric Light Company, it would furnish ara-
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ings sufficient for normal dividends but nothing extra to plow back into the
property. In the case of other companies, it will be necessary, generally, to
reduce the normal tax as well--either directly or by the allowance of debt-
reduction payments and preferred dividends as an expense or by other methods.

SECTION Ii, GENERAL-TAX EFFECT ON THE INDIVIDUAL

It is common to consider that equity requires the same or greater tax reduc-
tion in the income of prosperous corporations than taxes make in the income
of individual citizens. This fallacy would seem to come from forgetting the
fact that a corporation is only a legal fiction covering a group of individuals,

Congress has carefully determined what shall be the rate of taxation on
individuals of each income level. This tax rate is (with slight modification in
favor of earned income) fixed as a fair assessment according to the total
amount of the Income of the individual regardless of its source.

If then the income of the individual is reduced by the failure (on account of
taxation) of a corporation to pay dividends, the result is that that part of his
income is taxed at 100 percent and only the remaining portion at the statutory
rate.

The equity securities of the industry are very widely spread and are favorites
among people of small and moderate means for whom Congress has fixed as
equitable tax rates of less than 25 percent. The average holding of utility
stock in the hands of the public does not exceed a market value of $3,000.

The receipts of any portion of the income of an individual from dividends
of corporations is recognized to be attended with the business risk inherent
to equity securities but this is no reason for adding the penalty of 100 percent
tax on the whole or part of same.

This thought is recognized in Mr. Morgeuthau's recommendation to the Ways
and Means Committee when he said-

"A substantial share of the increased corporation tax should fall on excess
profits. Taxes paid from such profits have less disrupting effects on business
than taxes which are generally applicable to all corporate earnings irrespective
of the rate of return. A tax which absorbs excess profits still leaves the cor-
porate taxpayer with a sufficient margin of Income for dividends and safety.'°

"On the other hand, a tax which dips too deeply into the incomes of low.
earning corporations may seriously affect their debt-paying capacity, if not their
very existence.

"* * * At a time like this, I am confident that Incorporated business will
willingly pay additional taxes, which will, after all, leave it in the aggregate
about the same amount of income after taxes as during the years before 1940."

It is to be hoped that the Senate in the interest of the individual utility
stockholder will give consideration to the fundamental difference inherent in a
regulated slow turn-over corporation as compared to one of quick turn-over and
not subject to regulation of earnings, and will save him from the imposition
of 100-percent tax on a portion of his income which he would not Incur if an
equal amount of his income had been derived from bond interest or dividends
from unregulated corporations with rapid turn-over.

SECTION III. TAx EFFECT ON T3E HARTFORD ErEYrsc LImIT CO.

The Hartford Electric Light Co.'s earning statement for 1942 is estimated to
be as follows:

Receipts -------------------------------------------------------- $12,001, 485
Less:

Operating expenses ----------------------------- $5, 548,180
Depreciation expense ---------------------------- 768, 537
Taxes (exclusive income and excess-profits tax).-_ 1,017,802

7,334,510

Operating Income ---------------------------------------------- 4, 666; 966
Other income -------------------------------------------------- 157, 980

Gross income before Federal taxes ------------------------- , 824, 896
Less interest and depreciation appropriation from surplus ----- 806, C00

Available for income and excess-profits taxes and dividend -...... - 4518, 896
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ILoss:
Excess-profits tax (90 percent) ------------------- $1,470, 723
Normal Income tax (45 percent) ----------------- 1,168,405

$2,639,128

Available for dividend ------------------------------------------ 1, 879, 768
Less dividend requirements ($2.75 per share) -------------- 2, 303, 000

Deficit -------------------------------------------------------- 423,232
It will be noted that earnings fail to meet normal dividends by $423,000.
That the normal dividends of $2,303,000 do not represent excessive earnings

Is obvious from the fact that cost of plant and necessary working capital Is In
excess of $40,000,000.

This normal dividend has been regularly paid for more than 10 years past
and many stockho.aers will suffer great hardship If curtailment is forced
through, excessive corporate taxation.

There are 12,109 stockholders with an average holding of 69 shares each upon
which they receive a total of $190 annually in dividends.

The great bulk of these stockholders are in the moderate-income class where
Congress has determined that rates of 25 percent or less are equitable. Any
reduction of their income caused by tax forced dividend reduction means a tax
of 100 percent on that portion of their income Instead of at the rate fixed by
Congress as equitable.

Compare tlit situation with that outlined by Mr. Morgenthau Wien he
recommended:

44* * * At a time like this, I am confident that Incorporated business will
willingly pay additional taxes which will, after all, leave it in the aggregate
about the same amount of income after taxes as during the years before 1940.'

The above undesired result would seem to be caused by the failure of the
House committee to recognize the need for special treatment of corporations
with slow capital turn-over. Certain possible remedies are outlined in sec-
tion V. These should receive careful consideration.

I believe that Congress is interested in preserving the health aind morale of
the Nation. This is sure to suffer if dividend rates of long standing and by
which, in part, the Individuals' standard of living has been governed are forced
down by excessive corporate taxation superimposed upon his individual taxation.

The legal fiction of the corporation as an entity does not suffer but rather it
Is the Individual Investor on whom Congress has supposedly placed such rate
of taxation In accordance with his total amount of income as has been de-
termined to be equitable,

It Is not claimed in the case ofthis company that new capital cannot be
attained (see see. I) even with the proposed taxation since there is, at the
present time, sufficient equity capital to support considerable additional senior
securities. It must be remembered however that this company is practically
unique in the industry with respect to Its freedom from any material amount
of debt.

SacnoN IV. PRoPoSED Posr-WAD REFUND

The proposal that the corporate taxpayer be given special bonds to the extent
of some part of Its excess-profits tax as was at one time approved by the House
Ways and Means Committee will not, if subject to restrictions as to use, be of
any help as to earnings. In the form previously approved it was not a reduc-
tdon of tax which thereby increased the distributable earnings but was only a
contribution to capital.

The conversion into cash will furnish funds for a later plant rehabilition or
extension but unless completely free from conditions or restrictions cannot ever
appear as earned surplus. The bond (or later as its cash or property equiva-
lent) will appear on the books as an asset but there will be a balancing item
on the liability side of a "contribution." Inasmuch as the Federal Government
Is usually a customer through service to the post office, the item is covered in
the prescribed utility accounting under the caption of "Customer contributions
to capital."

In the case of a public utility, the plant built from the proceeds of these bonds
will not even have future earning power as any regulatory commission would
deduct this Federal contribution from the cost of the plant in determining a
rate base.

531
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The proposal must, therefore, not be considered In any way to relieve a
utility from the proposed tax burden.

SECTION V. SUCOESTED REMEDIES

1. To return normal and execes profits to their proper and logical sequence.
The equity of an excess-profits tax lies in ability to pay-and ability to pay
cannot be evaluated except by a consideration of such earnings as belong to the
stockholders after all obligations for expenses and other taxes have beet) met.

2. To treat as an expense In 1942 and subsequent tax returns such sinking
fund payments as are made In accordance with the terms of the bonds out-
standing as of July 1942; but not so to treat such payments In reviewing the
earnings of the base years 1930, 1937, 1938, 1939 when determining the amount
of income subect to excess-profits tax; thus equalizing the "invested capital"
and the "comparative earning" method In respect to this allowance,

3. Lay a graduated tax on Income subject to excess-profits tax. The blocks
of the graduation should not be measured hy any arbitrary number of dollars as
was done In the past but on a number of dollars to be determined as a percent-
age of the earning credit allowed in the determination of the amount of Income
subject to this tax. In this way only a moderate assessment would be laid
on a slight overrun, but the assessment would approach 100 percent in event of
large overruns of the allowable credit-
For example:

First block, 10 percent of base credit earnings at 25 percent.
Next b!eck, (?) percent of base credit earnings at 50 percent.
Next block, (?) percent of base credit earnings at 75 percent.
All excess at 100 percent,

The reason that blocking the tax has fallen down in the past is due to the
blocking being done by absolute dollars rather than by percentage over normal
earnings.

4. In any determination of invested capital to recognize as invested capital
all money spent for plant regardless of whether financed by money provided by
stock issues, bond Issues, or from surplus earnings. Under the present law
only 50 percent of bond money is recognized. This is probably with the thought
that bond money Is chea money, This, however, is not the case as in contrast
to equity money the principle must be repaid. Interest and sinking fund pay-
mens together amount to about 6 percent which is comparable to an equity
return.

5. Recognize the need for added earnings in cases of plant expansion whether
financed by stock or bond when using the comparative basis for determining
Income subject to excess-proits tax. The Hartford Electric Light Co. needs
more earnings titan that of the base years wherewith to pay interest and sink-
Ing fund on $7,000,000, put into plant expansion to care for war industries,
which amount was financed by bonds.

The above methods of relief apply to all varieties of corporations. It will
probably be desirable to recognize the slowness of turn-over by a specific con-
sideration. The following will not beneilt war industries in the slightest as
their annual sales in all cases exceed 'Invested capital."

6. To reduce the excess-prollts tax as otherwise determined according to the
ratio of annual sales to invested capital, as defined elsewhere, in all cases where
this ratio is less than unity.

The CHAInMAN. The committee will recess until Monday at 10
o'clock.

(Whereupon, at the hour of 1 : 10 p. in., a recess was taken until 10
a. in., Monday, August 3, 1942.)
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MONDAY, AUGUST 3, 1942

UNITED STATES SENATE,
COMMITTEE ON FINANCE,

Washinfgton, D. C.
The committee met at 10 a. in., pursuant to adjournment in room

312, Senate Office Building, Senator Walter F. George (chairman)
presiding.*

The CHAIRMAN. The committee will please come to order. Senator
John Thomas of Idaho is submitting a brief in opposition to the
5-percent freight tax in the tax bill now before us, and asks that it be
inserted in the record. If there is no objection, Senator Thomas'
brief will be included in the record.

(The brief referred to is as follows:)

BhrEF SUBMITTED BY SENATOR JOHN THOMAS OF ID.AHO IN OPPOSITION To PROrPosm
TAX ON FREIGHT TRAFFIC

I desire to make a protest on behalf of agricultural and business organizations
and citizens of the State of Idaho against the proposed tax on freight and express
traffic In the revenue bill as passed by the House of Representatives.
The tax would be grossly discriminatory against the farm, forest, and mineral

products of my State and would give an advantage to competing products from
States located closer to the central markets.

The effect of the percent tax on freight and express charges would be to add
very greatly to the cost of shipment of Idaho products to the markets while
Increasing by a much smaller amount the cost of shipments from less distant
points.

Obviously, there can be no Justification for a tax which tends to Injure producers
in one geographical area and simultaneously places competitors in another area
in a relatively more favorable position.

Idaho producers have no desire to avoid their fair share of taxation. They
have good reason to protest, however, when a tx is so manifestly unfair.

Specific examples of the effect of the proposed tax are given in letters
from various organizations and individuals which I offer for the record of
the committee's hearings.

Idaho has a higher average freight rate than any other State ou perlshbl
commodities shipped to the leading markets of the country. The average
freight rate on Idaho potatoes, for example, Is 75 cents per hundred pounds,
as against an average on Maine potato s of 50 cents and on Ww'Viomiqin potato4is
of 25 cents. The 5.percont tax would bear 200 percent more heavily on Idaho
potatoes than on Wisconsin potatoes and 50 percent more heavily on Idaho
potatoes than on Maine potatoes.
The tax on livestock shipped from Idaho to tie Chlncao market would be

10 times as great as on animals shipped from Illinois, Wisconsin, and Mich-
Igan. Grain growers in Idaho would pay a tax 3 times as great as would
be applied to grain shipped to Cicago from Kansas. Or' [unber shfPned
from Idaho to Chicago tie tax would be twice as great as on competing
Southern pine from Mississippi.

If a tax on freight and express traffic is to be imposed It would be less
discriminatory if the basis were changed in such a way as to eliminate the
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element of distance. Thus the House Ways and Means Committee amended
the original proposal by changing the tax on coal from a percentage to a
tonnage basis. I realize, however, that a uniform tax based on weight or
volume of freight probably would yield a much smaller amount of revenue
than a tax on the cost of shipments. A very large volume of traffic at present
Is for the account of the Government and would be exempt from the tax.

Instead of trying to modify the proposal, the committee should, I believe,
eliminate it entirely. Such action would he in accord with the recommending
of the Secretary of the Treasury who in his appearance before this com.
mittee asserted that the tax would directly threaten the stability of prices.
The Price Administrator has taken a similar position. There can be no ques-
tion but that a percentage tax on all freight and express charges would
contribute very greatly to an Inflationary increase in costs of living. It is a
tax whose Injurious effects would far outweigh any advantage to the Treasury.

I also desire to have Incorporated In the record of the hearings a letter from
Mr. H. W, Morrison, president of the Morrison-Knudson Co., of Boise, Idaho,
with respect to administrative difficulties of employers, especially contractors,
In connection with the proposed deduction of income taxes at the source. Mr.
Morrlson does not oppose such a deduction but suggests a simplified procedure
which would be less burdensome to large employers whose turn-ofer of labor
is very great. Mr. Morrison's firm is doing construction work on a number of
important Government projects In the West.

IDAHO FARM BUREAU FIMERATION,
Pocatello, Idaho, July 22, 1942.

Senator JOHN THOMAS,
l'ashinglon, D. 0.

D0AIS SaNATOR: The people of Idaho and other Western and Southern States,
situated long distances from their markets, will be required to pay several
times the amount of tax required of people In States close to their markets, If
a tax measure now before Congress becomes law. The measure would, I am
Informed, impose a 5-percent tax on freight rates.

The tax required of Idaho sheep and hog growers, under this measure,
would be approximately 10 times as much as that required of sheep and hog
growers from Illinois, eastern Michigan, and Wisconsin.

The freight rate on sheep and hogs, double deck, from central Idaho to Chicago
is $1.08 per hundred pounds, as compared with 10 cents from Illinois, eastern
Michigan, and Wisconsin. Therefore 5-percent tax on Idaho rate, would amount
to 5 cents, as compared with one-half cent on the rate of Illinois, eastern Michi-
gan, and Wisconsin.,

Idaho potato growers would have to pay approximately 8%, times as much as
potato growers in Wisconsin, on shipments to Chicago. Grain growers in Idaho
wotild have to pay approximately three times as much tax, as Kansas grain
growers, on shipments to Chicago. A similar inequality would exist as to
merchandise and manufactured articles of all kinds, shipped from the manufac-
turing centers.

I am in favor of any necessary tax for war, so long as It Is equitable and is
not prejudicial to the people of Idaho, or of other States. I feel that you
should do all in your power to defeat this measure.

Very truly yours,

ALmnia C. CoRDoN,
Legal Advisor, Idaho Farm Bureau Federation.

IDAHO TRAFFIC ASSoCIATfoN, INO.,
Idaho Falls, Idaho, July 22, 194 .

Hon. JoHN THOMAS, Member of of Congress,
Hon. D. WORTH CLARK, Member of (Iongress,

Washington, D. 0.
D.a SYNAronS: In re the 5-percent tax on freight bills will say that we note

this matter is now before the United States Senate for consideration. This tax
is so manifestly unfair and unworkable that we sincerely hope that you will be
able to succeed In having the same either eliminated or changed to a flat tax
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of so much per ton on all commodities shipped or sold, whether the sare moves
by rail, connaoJi-enrrer truck, or by private truck,

Owing to the fact that Idaho has the highest average freight rate on perishable
conitiodities this tax Would be unjust iad unreasonalahe. As an illistration:
Our average freight on potatoes Is 75 cents per hundredweight, while the average
ou of Maine, would he 50 cents per hundredweight, and out of Wisconsin about
25 cents per hundredweight, so you cll readily see how iouch more taxes the
producer in Idaho would he called upon to pay than would the producer in either
Maine or Wisconsin. This also applies fo livestock and tilt other commodities
that are produced tnd sltppld front the State. Also, owing to the fact that
Idaho has a very liitled paiattton and hoine consumption, practically every-
thing we proditrie tatust be shipped. This Is not true ini a greatt many States,
such is ltviinsylaiudt, Ohio, Indiana, Mlchligat, New York. aid others, where
a lot of the counnodIties move direct from the farm to the market via the farmer's
own truck, oil which there would be no tax,

Besides being unjust and unreasoitble, tile tllx would lie unworkable, for the
reason that lh final destination and the total amount of the tax on each freight
bill would not be known at the tie the commodity was shipped. A% an example:
I might sell it car of potatoes to a receiver In Chicago and, so flr as I am con-
cerned, It would be a complete sale; however, this car would not necessarily be
unloaded In Chicago, but might he sold by flit Chicago receiver and diverted into
New York City where there would be ani additional freight charge and an addi-
tional tax and It would be Impossible for anyone to know how many revenue
stamps, or the amount of taxes, which should be paid on any car at the time it
was loaded.

This is also true in regard to livestock, particularly lambs from Idaho, which
may be first offered for sale at Ogden or Drver and ,old, nq far as the Idaho
producer Is concerned, and that would end his freight hill. However, tile same
lambs might move to Omaha, Chicago, or even to Buffalo, N. Y., before they were
slaughtered, and, tnder the present proposed law, someone would have to pay
additional taxes,

It tllueurs to its that the sensible tax woul lie a very nominal charge per ton
on all commodities. They have made a reasonable charge of 5 cents per toi on
coal and surely 10 cents per ton oi all other commodities, particularly perish-
ables, would lie i sufficient tax to meet the present situation, With such a tax
every shipper or every producer would know what to do at the time he sold his
comnioditles.

Hoping bint you may be able to get the law changed in this matter, I beg to
remain,

Yours very truly.
C. L, DrLoNa, Counsel.

STATS OP IDAnO,
PuuLic UTnILITIs COimhISIbON,

Boise, Idaho, July 17, 194j2.
CnIAR. E, BLAINE,

Traffle £oun8el, American National Live Stock Association,
Phoenix, Ariz.

Fan MARSHALr.,
Secretary, Nattenal Woolprowere Assoilation,

oalt Lake Cliy, Utah.
F. R. MoTLIN,

Secretary, American National Live Stock Association,
Denver, Colo.

E. T. TAYLOR,
Master, Idaho State Orange,

Coeur d'Alene, Idaho.
Aur.o Cormo,

Legat Adtviscr, Idaho Farm Bureau Fedora tlon,
Poeatello, Idaho.

GSNTL. EN: Congress proposes to enact into law a t-percent tax on freight
rate... I have Information that the Ways and Means Committee of the House
of Representatives has approved the measure with the exception that coal would
tie taxed 5 cents per tori Instead of 5 percent.

70093-42-vol. 1- 35
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In my opinion this measure Is Inequitable and Is prejudicial to (lie farmers
of the West and the South. It will create a condition whereby people located
long distances from their markets will pay the bulk of the amount which the
Government will collect on this tax. As an example, our rate on sheep and
hogs, double deck, from central Idaho to Chicago, the packing center of the
Nation, Is $1 08 per hundred pounds. Our tax would be 5 cents per hundred. A
farmer shippinug livestock in Illinois or eastern Wisconsin and Mlchigan to
Chicago eightt have a rate of 10 cents per hundred pounds and under this measure
would pay One-half cent per hundred pounds tax. The processor of livestock will
not absorb this tax, It will be charged to the producer and; will probably be
paid by the packing company who, iii iurn, will deduct the tax from the return
which they make to the livestock producer.

Every product of agriculture and of tie range will be aiffNcted in the same
manner and it is my belief that the farm organizatilons of tie Nation should

illnedialily as k the Congress lo defeat this measure. It is cay information
that the measure will reach the floor of the House of Representatives under the
so-called closed rule, which means that there Will be no debate. Hence, it Is
hcapo rallt hat I Meibers of Congress be made aware of tie bu-decn which will
be itiiiosed on the Vest and thile South if this measure prevails. Idaho Is not
Oppiced to any tax for tie war -ffort in which we will bear all equal burden
with iie residents of other States.

This cominilssion Is hopeful that tue great national assoc-iatiois representing
tie farmers of this Nation will do something to tiefeact tids ineasire,

Very truly yours,
PUiiLrC U'ILITIEF COMMISSION OF IDAiO,
J. G. BRuce, Chief of Transportation.

cc. State commissions, South and West.

iTeiegriuii

BoisE, IDAHO, JUly 15, 1942.
Senator JOHN THOMAS,

Senate Office Bilding, Washington, D. 0.:
Please advise If we can assist In any way in opposing proposed 5 percent freight

tax which penalizes our long-haul shippers in competition with those areas close
to consuming centers. Practically every phase of our agricultural and commercial
life is adversely affected.

IDAHO STATE CHAMBER OF COMMERCE.

B3oiSE CHAMBER OF COMMERCE,
Boise, Idaho, July 141, 1912.

The Honorable JOHN THOMAS,
United States Senator,

Senate Btilding, Washington, D. 0.
DnAs SENATOR THOMAS: We know you fully realize how unfairly any 5 percent

or 10 percent tax on freight would affect us in Idaho, as we hear the House Ways
and Means Committee has Included in Its 1043 revenue bill.

If it Is necessary in the war program to tax freight shipments to raise motley,
why not add 50 cents or $1, or whatever the amount, to each freight shipment
and make this charge uniform throughout the country?

We hope you will watch this item In the tax bill as we read that no amend-
ments will be made from the floor of the House when the bill Is reported there,

Sincerely,
ROME CHAMiWIt O COMMERCE,
H. G. HARLAN, Manager,

[Telegram ]

PAYPoIE, IDAHO, July 15, 194.
Senator JOHN THOMAS,

Washington, D C.:
Informed tlht revenue bill provides 5 percent freight charges. Would be severe

penalty on account our high freight rates to eastern mac-kets. Also our high
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incoming freight rates on supplies. We wish enter our protest against sahl1 bill
on agricultural products and on supplies used In agriculture.

F. 11. Iloou,
J C P~lupo,
FnANx B. ARATA.

POTLATCH FORESTS, INC.,
Lewiston, Idaho, July 7, 1J04.

Hon. JaON THOMAS,
United Sltes Senate, Washington, D. 0.

DE.%R SENATOn: I know that you will believe I am reluctant to write you on a
controversial lax measure it a time lIke this and yet I feel It my duty to do so.

The prolsal to raise revenue by a flt percentage tax on freight charge.; would
be, if enacted In law, a most inequitable measure. The lumber industry of Idaho
and the west generally now labors under a very considerable freight charge
handicap as comptred to the south particularly and to the less inpurtnlat lumber-
producing regions in the east and north. A. percentage Increase on freight charges
would obviously increase this dlfferential and we believe the needed revenue
should be raised in some other way.

I do not mean thtt freight charges should be eliminated as a taxable source of
additional revetie but believe that, even lit this field, there must surely be a
more equitable manner of framing or assessing a freight charge tax. One such
method might be to Impose a fiat tax per ton on all freight shipmenits. A second
method night be to have a graded tax per ton on a few rough classifications such
as coal, ore, grain, building materials, food products, and other manufactured
products.

I hope you can find tine to give this matter some thought and that if you agree
with me, you will be able to present your views. Surely some method of applying
a frelgltt charge tax can be devised which will not disrupt competitive conditions
Inside an Industry.

Very truly yours, Po'rxcee FOEiT~S, INC.,

C. L. BILLINGS,
Vice President.

CRAro MOUNTAIN LuMBER Co.,
Winchester, Idaho, July 7, 1911R.

Subject: Diffect of 5 percent transportation tax on our rate structure.
Senator JOHN THOMAS,

Washinoton, D. 0.
MY DEAn Ms. THOMAS: The House Ways and Means Committee last. week

completed its work on the new revenue bill and turned its recommendations over
to drafting experts for whipping into final shape so the bill may be presented
to Congress. We understand the bill will be presented on the House floor next
week.

The tentative draft of the bill, as approved by the House committee, places a
5-percent tax on all freight and express shipments movilg by any type of common
or contract carrier. It also increases the tax on passenger transportation from
5 to 10 percent.

The proposed tax will increase the spread in lumber rates by 2 or more cents
ever southern pine. For example:

To Chicago

June 24, Present Proposed 5
t1918 percent tax

From west cdast .................................................. '55 80 84

From Hattiesburg, Miss ............................................ 2 A 42 44

Spread in rates ............................................... 28,14 58 40
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Chicago is typical of the general situation and serves to illustrate the difficulty
west coast lumiermen experience in marketing their products in long-haul
competitive territory.

It is obvious to everyone that a percentage tax levied upon freight charges
has exactly the same effect upon our rate structure as a percentage increase in
freiht rates. We stood a 6-percent rate increase during March this year
(I. C. C. exparte 123). Piling up these percentage increases in transportation
charges will greatly handicap our long-haul traffic and act to the benefit of the
short-haul traffic. Southern pine will benefit from this tax particularly after
the Government withdraws from the lumher market. The point which should be
kept In mind Is that in the highly competitive market of the post-war period
every item which increases our delivered price will be handicap.

Luarber alone is not the only commodity affected, but all long-haul traffic
Including farm products.

We request that you give this bill thorough study and oppose its passage,
Please advise your reactions as It is serious.

Yours very truly,
(Crt.uTo MOUNTAIN LrMnnm Co.,
W. C. GEDDES, President.

MoassoNqK rsoN Co.. INC.,
BOIsE, IDAHO, July 23, 1942.

Re: Pending tax bill.
Ilon. Jonq T110o'As,

Wlitshltigto., D. 0.
D. %it Ss,.NATOf TuOHSOs: The current revenue bill which was recently approved

ily the House and which is now under consideration by the Senate Finance Com-
mittee, contains a provision requiring pay-roll deductions. We understand this
to provide for the deduction of certain sums from earnings of employees and
the flednetion is to be made by the employer and remitted to the Government.
Under the proposed plan as contempated, we understand that the employer Is
made respnnslble for determining the status of dependency of each of his em-
ployees and Is required to make the proposed deduction under a very complicated
fovi-nu1n.

We believe that those originating this proposed method for making these deduc-
tions, have failed to give consideration to the tremendous problems involved in
the handling of same insofar as the construction industry is concerned, It must
be understood that the number of employees on pay rolls of operators such as
ourselves. very several thousand In a single month. Some of the defense proleets
we are handling are presumed to be started and completed in as little as 45 days'
time.. Such projects may Involve the recruiting and employing of two to three
thousand men. Others employ up to 10,000 men over a period of 4 to 5 months.
Obviously, this proposed method of making these deductions would require such
n tremendous accounting organization as to make the cost unduly burdensome
to the employer.

We request your consideration of this matter in an effort to provide that such
deductions as are made. should be made on a flat percentage basis of the em-
ployee's Income, and If the employee has been overcharged through these deduc-
tions, same should be refunded by the Treasury Department or subsequent credits
allowed.

We are not opposing the principle of pay-roll deductions for tax purposes, but
do'believe In the interests of reasonable efflilency that consideration of the
method for accomplishing this objective as it applies to the construction business,
should he given consideration.

Yours sincerely, H. W. Momansow¢,
President and General Manager.

Senator DAvis. Somebody made a statement here as to the amount
of joint tax returns. How much did they say it would bring in
revenue to the Government?

The CHAIRMA. The Treasury estimated $420,000,000. Community '
property is only $85,000,000. That is the Treasury estimate.
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Governor Hobby. Governor Hobby is scheduled here as the first
witness this morning. He does not seem to be present.

Mr. Tobin.

STATEMENT OF AUSTIN J. TOBIN, NEW YORK, N. Y,, SECRETARY,
CONFERENCE ON STATE DEFENSE

The CHAInRMAN. Beforeyou proceed, Mr. Tobin, we have a long
list of witnesses here on State and municipal bonds. Is it desired
to have them all appear and make statements?

Mr. ToBIN. Well- Senator, since the issue of future issues is to
be considered by the committee, we had outlined a rather brief
presentation of about five witnesses and then the United States
Conference of Mayors and the American Municipal Association felt
that they wanted to be personally represented here, Mayor Jeffries,
of Detroit and Mayor LaGuardia, of New York, decided they wished
to come on behalf of those organizations.

The CHIRMAN. Of curse, we will be glad to hear from all wit-
nesses that desire really to present anything on the tax bill. This
is not a wholly new subject to this committee, and, of course, it is
not new to anyone in the country. We have not put any time
limitation yet on witnesses, but it is going to become necessary this
week, in view of the unusual number of requests that are now com-
ingi to the committee, to put such a time limitation on.

We will ask you to be as brief as you can, in handling this par-
ticular subject.

Mr. TonIN. We have tried to do that, Senator.
We are quite aware of the fact that this matter has been thor-

ouglily aired before Senator Brown's special committee.
lie CHAIRMAN. This committee is more or less familiar with the

general proposal. Of course, we desire to hear from you. I do
make that suggestion in the interest of time.

It is going to be necessary during the week, I am quite satis-
fied now, to actually limit witnesses who appear here in order to
expedite the hearing.

Mr. TomN. Senator, what we had in mind was, I would attempt
to place in the record an outline of the points in opposition, which
will be very sketchy, but since it is an outline of a very important
subject, it will take some time.

Then Professor Lutz and Professor Fairchild will give you their
views on the fiscal and economic state, and Mayor Jeffries on its
effect on the smaller communities in particular, and then Solicitor
General Epstein will sum up the law.

How much he has condensed it may be illustrated by the fact
that his summation of the law will take about 7 minutes.

The CHAIRMAN. You may proceed, Mr. Tobin.
Mr. ToBIN. Mr. Chairman and members of the committee, every

time this proposal for the Federal taxation of future issues of State
and municipal securities has been placed before Congress, you have
stood shoulder to shoulder with your local officials in reje cting it.

In 1918 and in 1924 it was beaten on the floor of the House. In
1940 it was beaten on the floor of the Senate. In each of the last 4
years the Ways and Means Committee has refused to report the pro-
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postal, after holding extensive hearings in 1939 and in March of this
year.

Indeed, Congress has gone further; since 1913 you have insisted upon

your own positive recognition of the immunity of local bonds by
reenacting the statutory exemption in every revenue act. On the face
of this record it is clear that Congress harbors no illusions as to the
real meaning of this recomnendation, and that you fully appreciate
its destructive political consequences.

There are three points in the recommendation of the Secretary of
the Treasury for Fedleral taxation of future issues of State and'mu-
nicipal bonds that I would like to meet immediately:

First, Federal taxation of future issues would produce p)ractically
no Federal revenues for the next 10 years, and no substantial revenues
for the next 20 to 30 years. This is admitted by the Treasury. It is
implicit in Mr. Mornenthau's estimate of a total revenue of only 200
million a year even fall outstanding municipal loids were taxed now.
In 1939 Under Secretary of the Treasury John lines described the
anticipated revenues from this proposal as "unimportant." low un-
important they would be is indicated by the fact that all the revenues
that might be anticipated front the taxation of future issues of State
and municipal bonds during the first 6 mouths of this year would be
sufficient only to finance the war for about. 30 minutes.

On the other lhand, cities with urgent refunding programs, such as
Detroit and Philadelphia, would feel the impact of a tax on future
issues immediately, and cities which are loyally cooperating in the
war effort to provide the roads, the sewers, the water supply, and the
schools required immediately by expanding war industries, such as
Norfolk, San Diego, Wichita, and Cleveland, would feel the heavy
burden of increased borrowing costs at once.

Second, the so-called evil of the exempt security has been grossly
exaggerated. The overwhelming majority of our State and municipal
bonds tire to be found in public trust funds, sinking funds, bank re-
serves, insurance companies, and other depositaries which are not
affected by high personal surtaxes.

Only a relatively small proportion of State and municipal securities
are in the hands of persons of wealth. Studies of the Trreasury's own
estate tax records throughout the period 1926 to 1939, inclusive, show
that only 6 percent of the capital in all estates over $50,000 has been
invested in State and local bonds. And the Treasury's estate tax fig-
ures for 1940 show a further and sharp decline in the holdings of these
securities in large estates.

Indeed, one of the Treasury's own witnesses before the special Sen-
ate committee, Prof. KossuthM. Williamson, has recently written that
"the extent of evasion by the rich, through tax exemption, has been
exaggerated***,

In all events, the evil consequences of this proposal so far outweigh
the controversial issues as to how large a loophole may be involved
that, as has frequently been said, it amounts to a recommendation for
the burning down of ihe barn to catch a few mice.

Third, this is not a bondholder's fight. You have already rejected
the recommendation to tax outstanding local issues. We fight rather
to protect the fiscal independence of the American State and the Amer-
ican city for the future.
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The 9,000 cities represented in the American Municipal Association
are opposed to this proposal. The United States Conference of Mayors
has expressed its "unanimous and implacable opposition."

State leagues of municipalities throughout the country are unani-
mous in their opposition. The Municipal Finance Officers Association,
composed of local officials who have the duty and responsibility of the
sound administration of the fiscal affairs of the municipalities, have
repeatedly condemned its destructive consequences. They are joined
in their opposition here today by the American Federation of L'tbor,
the Naticnal.Education Association, and the American Bar Associa-
tion.

As Senators Warren Austin and Edward R. Burke said in 1940:
We have ziot here the partisan testlinn),y of persons Interested in pvea ninry

gain for theaseives, or In tie cenomplishinent of soine ultorlor objective. These
witlesse(,4 were pliblc offleills charged with ti dity of proteeting the in terests of
their communlties. They had no personal axe to grlnd. Anyone who sat through
tile liearligs lialst have heell Impressed with their sincerity am]i their Conviction
that it woild Jeopardize the financial welfare of their communitles and that it
was their duly to oppose it.

We submit that much of the misunderstanding of this proposal
arises because the Treasury discusses it simply as a problem ill taxa-
tion or in alleged tax evasion. But this is not a problem in abstract
economics. The answer is not to be found by adding up possible Fed-
eral tax revenues oil the one hand, increased interest costs to local gov-
ernment on the other, and then subtracting the two totals. The real
nature of this problem is one of the preservation of independent local
government, of the continuance of true federalism undel' our constitu-
tion. It is a problem that reaches into the very nature and quality of
the democratic process itself. As Senator Bailey has well said:

The really great isste here Is rnot one of revenue. The rezilly great Issue here Is
tile power of oel sovereignty to tax another, and the wisdom of it, even conceding
that the Federal (Governmernt has the right to tax tile credit of may State, for
that is what it all amounts to,

We do not think there is any competent authority who does not
admit this proposal would substantially increase the cost of local
financing. And there would seem to be general agreement that that
increase would probably be about 1 percent in the interest rate, or
an increase in State and local borrowing costs of 33 percent on a 3
percent municipal bond.

Thus, Professor Lutz and Professor Fairchild who will discuss this
consequence of the proposal in greater detail, both agree upon the pre-
diction of on increase of about 1 percent.

The Reconstruction Finance Corporation has indicated an esti-
mated increase of three-fourths of 1 percent, the Comptroller of tile
city of New York has foreseen the increase at 1% percent in the rate
on New York City bonds, and the late Morris Tremaine, comptroller
of the State of New York, estimated the increase at three-fourtlls of
1 percent.

The committee may recall the collapse of the municipal market on
January 26 last, immediately following Mr. Morgenthau's Cleveland
speech on this issue, And the charts and tables submitted by the
Secretary of the Treasury to the House Ways and Means Committee
(pp. 75 and 76 of the Hearings on Revenue Revision of 1942) indicate
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an average differential for the year 1941 of 86 basis points between
high-gra de corporate securities and high-grade municipals.

This is very close to the differential of nine-tenths ot I percent pre-
dicted by Dr. Lutz and the differential of 1 percent in the interest rate
predicted by Dr. Fairchild. According to the same figures of the
Secretary of the Treasury, high-grade municipals have been selling for
the past year below a 2-percent basis. Hence an increase of even
eight-tenths of 1 percent on a 2-percent security would represent an
increase of 40 percent in the cost of new municipal financing over
what the cities have been able to do on the present basis,

Such differentials in cost would indicate that the states and cities
might ultimately face an annual increase of $175,000,000 in their
borrowing costs as a result of this proposal. And this at a time when
the States are faced with an annual loss of over $500,000,000 a year
in motor vehicle taxes and revenues.

But the consequences are even more alarming. In many cases and
in many times, a Federal tax on municipal bonds would make it
impossible for the local governments to exercise their borrowing
powers at fill, and would mark the dividing line between success and
failure in the financing and refunding operations of thousands of
communities. This is emphasized in the telegraphic appeal which
Mayor Voller, of Springfield, Ohio, has just sent to Senator Taft:

Permit ine as mayor of one small city and on behalf of the millions of small
local taxpayers throughout the Nation to Implore you to vote against taxing
future municipal hond Issues. Your Finance Committee Is to be commended for
Its vote against faxatlon of outstanding municipal issues. While we are mindful
of time dire Federal need we are also Impressed with the fact that as between
the equity of taxing income In the hands of the limited few holders of muntelpals,
time greater equity lies with the millions of local taxpayers who would have
their already high taxes increased to pay the higher rate of Interest on their
municipal bonds. In my opinion a Federal tax on municipal bonds will pretty
nearly wreck the finances of many American cities, including Springfield, Ohio.

Many of our local obligations for schools, hospitals, water supplies,
sewers, roads, and other purposes have been issued at, or close to
the maximum rate at which they could be sold and at which the local
community could reasonably support its debt service. Thus, as the
representative of the Municipal Finance Officers Association, Mr.
Chatters, will demonstrate to you, during the 7 years 1919-22 and
192,2-34, $t.219.000,000 of State and municipal bonds were sold at
interest rates of 534 percent or higher.

It is one thing for a municipality to promise to pay a higher
interest rate as the direct result of a Federal tax on its bonds; it is
another thing to be able to pay it. If, in the judgment of the money
market, a Sfnte or city cannot meet that rate over the life of the
security, its power to carry on local government has been effectively
destroyed. And, in many cases, the increased interest rate will exceed
the limitations placed upon local government by State constitutions.
In the recent words of the Supreme Court, the doctrine of immunity-
recognizes the direct effect of a tax which would operate on the power to borrow
before it Is exercised nd which would directly affect the Government's obligation
as a continuing security.

Nor is this partial paralysis of the power of local government to
finance itself, and so to carry on its functions, confined to the smaller
or to the weaker units of local government. Mayor LaGuardia told
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the House Committee in 1939 that if the bonds of the City of New
York were subject to the Federal taxing powers it would have been
impossible for the city of New York to take over its transit systems
or to have gone forward with other vitally needed metropolitan
improvements.

if the functioning of local government is vital to our liberties in
times of peace, it is vital to our national existence in times of war.
And this is particularly true in a war that is being fought in and by
the cities themselves.

When, therefore, the advocates of this attack on local financing
come forward with the plea that the war effort requires this tax
and refer to a "pre-Pearl Harbor exemption" we think that it dem-
onstrates a cynical opportunism which is not usually the hallmark
of a good cause. It is just as much the fact now as it was before
Pearl Harbor that a Federal tax on future issues of local securities
would produce no substantial revenues for the next 10 or 20 years.
And for the same reason taxation of future issues could have no
bearing on the alleged aggravation of tax evasion by reason of
mounting tax rates.

National defense calls for the fullest cooperation of States and
municipalities in the maintenance and construction of municipal
services and facilities vital to the war effort. It requires the strength-
ening of their credit standing and the utmost efficiency in the admin-
istrafion of their local affairs. The cities are loyally meeting these
proper demands enlisting local government "for the duration."
Nothing would prove of greater injury to this unity of purpose
and effort than for the Federal Government to attempt to tax mu-
nicipal securities, to increase our local interest costs and to move, at
this time, toward the disestablishment of that federalism which is
the real strength of these 48 United States._

The powerto tax always carries with it the power to exempt and to
classify the subjects of taxation. Thus, any future administration
controlling the Federal Government could, through the power to
tax our securities, and through the power to exempt and to classify
within the activities of local government, control every operation
of the States and cities.

An example of this is at hand today. While.one department seeks
to establish a Federal power to tax State and municipal bonds,
another is insisting upon the complete exemption of local housing
bonds from all present and future Federal taxes. Thus, if complete
Federal power to tax the operations of local government is once
established, the entire social and economic prograin of the States and
cities can be similarly controlled and directed.

Very recently the Governor of the Federal Reserve System said
that we must look upon the power of taxation not simply from the
aspect of raising revenue but as an instrument for the attainment
of social and economic objectives. If that is the objective of the
Federal power of taxation in these changing times, then the im-
munity of our State governments from what the Department of
Justice calls the supreme taxing power of the Federal Government
is a more urgent battle for the preservation of our Federal system
than it has ever been before.

For then the Federal power to tax is clearly the power to impose
the social and economic objectives of the central Government upon
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every State and city in the country; then every concept of a Federal
system under our present Constitution is wiped out; and we have an
omnipotent national state.

The other (lay the High Court of Australia practically wiped out
the fiscal )ower of the Australian States. As reported in the New
York Times of July 26, former Prime Minister Menzies commented
that the decision-
mariced the end of the Federal era in the constitutiolal relttions of conimon-
weal:h states and the begInning of a new er In which the Government of
Aistralia must be regarded as much more a uitahry government and much
less a tkcderai system than it was previously thought to be.

And the Times report noted that-
Tue Unlilcattanists consequently welcome the judgment is a first step toward

great con st Itil tonall changes that will rapidly reiluce tle States to a subordiimate
position resembling that of the Provinces (f South Africa.

When our own Treasury Department refers, as it does, to the "su-
preme taxing power of the Federal Government" I presume it has the
Same objci iryes in mind.

Last week, before this committee, the Treasury's representative
agreed with Senator Clark that in order to test the constitutionality
of the Treasury proposal, it would be necessary to insert a provision
in the current revenue bill taxing these bonds. Yet, in March 1941,
the Treastry commenced test actions against bondholders of the Port
of New York Authority and the Triborough Bridge Authority.

These test cases are now pending trial in the Board of Tax A)peals.
The Treasury's press release, issued when these actions were coi-
menced, stated that they were "intended ultimately to prove in thq.
courts that the Federal Government has the right" under the Consti-
tution to tax the income from all State and municipal securities. In
effect the Treasury now asks the Congress to take a definite position
on a highly controversial constitutional question which the Treasury
itself has started on its way to the Supreme Court.

When the Court decides the pending cases Congr ss will have a
direct and firm ruling on the constitutional question raised by the
proposed statute. It would seem to be the )rudent and orderly course
to await that decision. Indeed, it would seem to be the course which
the Treasury itself set' in initiating those cases.

The destructive character of the claims for the legality of this pro-
posal is indicated by the language which the Treasury and Depart-
ment of Justice have used in outlining their new conceptions of the
supremacy of the Federal taxing power with respect to the functions
of local government. They urge that while the Federal Government
may note taxed by the States the States are in the ftiture to be com-
pletely subject to the taxing power of the Federal Government. Thus,
in the study submitted to the Special Senate Committee in 1939, the
Department suggested-
that the principle of immunity protected the Federal Government against taxa-
tion by the States, but did not necessarily shield the States from the exercise of
the delegated and supreme taxing power of the Central Government.

And the Chief Counsel of the Bureau of Internal Revenue in further
developing this destructive thesis, has argued flatly that the National
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Government has power to tax tie institutions of the State. These
sweeping assertions of power are inherent in and inseparable from the
oroposarat issue here.

It would be one thing if the gun which the Treasury seeks to put in
your hands was gaged to hit only the bondholder, but what they press
upon you here shoots canister and grape into our whole political
system.

When we appeared before the special Senate committee in 1939,
the Treasury assured that committee that it had absolutely no inten-
tion of taxing outstanding issues.

On the basis of those assurances, Senator Brown deprecated our
predictions at that time that outstanding bonds would be next on the
list, saying that-
while we may be a pretty bad outfit, and not stand by our word, I am Incline(I
to think the temptation in this case is not very great.

Yet, the Treasury has, as we predicted, already moved on to this
objective. And on the basis of the same supreme power to tax the
States which is here asserted, they have gone on to proclaim Federal
power to tax not only the price Ie pay for our municipal borrowing,
but the principal of the bonds themselves, the pay rolls of the States
and cities, and, indeed the very revenues of State agencies. As the
report submitted to you in 1940 by Senators Austin and Burke said:

It Is difficult to believe tlt those who support this measure really appreciate
the shocking political (onsequences of the method by which it Is proposed to
tax these scurlites.

The Su pretne Court has never deviated from, or even questioned, the
constitutional premise that the taxing power of the Federal Govern-
ment does not extend to the income from State and municipal bonds.
This was conceded by the Department of Justice when this issue was
before the special Senate committee in 1939. They argued rather
that the Court has always been in error and that it would shortly
reverse itself. There has been no evidence since that the Court would
do so. On the contrary, the attorneys general of the States are still
in accord with the views submitted to the special Senate committee in
1939 by the staff of your Joint Committee on Internal Revenue Taxa-
tion that-
It cannot be established that subsequent decisions have weakened tle holding
of the Pollock case that the Federal Government has no power to tax the Income
from State or local bonds.

Senator CONNALLY. Let me ask you there, if you will permit a
question.

Mr. TcmiN. It is perfectly all right.
Senator CONNALLY. You recognize, do you not, that even in the case

of State bonds there must be a governmental function?
Is not there a line of demarkation there as to what is strictly a

governmental function I
Mr. Tonn. That line has been drawn in the South Carolina case

and in succeeding cases.
Senator CONNALLY. Take North Dakota for instance. They en-

gage in all sorts of State socialistic plans. It is their business, if they
want to do that. They have State grain elevators. wrehouses, and
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all that. Would you extend this doctrine that far, or would you limit
it strictly to governmental functions like schools, jails, and roads?

Mr. TOBIN. When you get to the question of issuing bonds for this
purpose, where those bonds are issued by the States themselves, I
think that that is one of the primary functions of the State
government.

Senator CONNALLY. I am with you oil your general proposition. I
do not want to be maneuvered into a ridiculous position in saying
the Federal Government could not tax a bond issue by the States
when it was not issued for such purposes.

Mr. TOBIN. They have certainly gone a long way with you in making
that proprietary distinction all along the road through salaries, and
even excise taxes, and other functions, where they held that the tax
did not affect the State in the execution of a primary purpose. They
have so held, yet on the question of issuing bonds, I think the question
of issuing bonds, where the State is exercising its primary fiscal power
in borrowing, is still doubtful. I think you may well argue that the
Court will follow this proprietary line there.

Senator CONNALLY. Of course, you are weakening your defense.
It would be your original position that they just cannot touch the
State law itself.

Mr. TOaN. You let the Supreme Court decide that question.
Senator CONNALLLY. There are several questions about my consent.
Mr. TcDiN. Nevertheless, Senator, it is the only Supreme' Court we

have.
The CHAIMAN. All right, Mr. Tobin.
Mr. TOaN. That was also the conclusion of the report submitted to

the Senate in 1940 by two of its outstanding experts in constitutional"
law, and it was apparently the conclusion which the Senate came to
itself in defeating this proposal, after 3 days of debate, on September
19, 1940.

That is 3 days of debate. More recently, that was the unanimous
view of the American Bar Association which, on March 17, 1941, took
the position that only by constitutional amendment could the Federal
Government validlx exercise the power which the Treasury here
asserts. And the American Bar Association considers the method
which is here recommended so serious a threat to our constitutional
system that they have asked me to insert here in the record the memo-
randum which the Honorable Murray Seasongood, of Cincinnati,
submitted last March to the Ways and Means Committee on behalf
of the bar association.

The Treasury has professed to see great portents for the reversal
of the established doctrine of immunity in the so-called independent
contractor cases, James v. Dravo Cont.racting Co. (302 U. S. 134)
and Alabama v. King & Boozer (86 L. Ed. Adv. Ops. 1 (decided
Nov. 10, 1941)).

But in the Dravo case, which is twice referred to with evident
approval in the Alabama decision, the Court went out of its way to
reaffirm the doctrine of the Pollock case.

It stated in careful and definite language that these independent
contractor cases were clearly distinguishable from the case of State
and municipal bond interest, that no logical or legal analogy could
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properly be drawn between the two and the immunity of our local
onds from the Federal taxing power was still the law of the land.
The language written by Chief Justice Hughes and concurred in

by Justices Stone, Brandeis, Cardozo, and Black could not be more
definite.

There is no ineluctable logic which makes the doctrine of immunity with
respect, to Government bonds applicable to the earnings of an Independent
contractor rendering service to the Government. That doctrine recognizes the
direct effect of a tax which "would operate on the power to borrow before it Is
exercised" * * * and which would directly affect tile Government's obliga-
tions as a continuing security. Vital considerations are there involved respect-
Ing the permanent relations of the Government to investors in its securities
and its ability to maintain its credit--conslderatons which are not found in
connection with contracts made from time to time for the services of lnde-
pendent contractors.

The real issue here should be very clear. It is an issue that tran-
scends the field of taxation or the held of mere fiscal argument. It
rises beyond the niceties of legal debate and distinctions.

If Congress has the power by simple statute to tax State and
municipal bonds, it has inevitably the power to control State and
municil)al financing.

Without control of its own financing no government can continue
as a free and independent state. And local government is the entire
basis of political democracy.

That is why the States and cities believe that this is the chosen
battleground upon which they must make their stand for the preser-
vation of local government and all that it means under our constitu-
tional system.

Under that system democracy itself is completely dependent on the
continued freedom of the States to carry on the'functions of local
government without Federal interference. So long as such a system
is to be maintained, tax interference by one government with the
functions of the other can only be prevented by reciprocal constitu-
tional immunity.

In the words of the memorandwn in opposition which the Amer-
ican Federation of Labor submitted in March to the Ways and Means
Committee of the House:

* * * to preserve the sovereignty to our several and separate State
governments, and the home rule of our cities, the credit and borrowing capacity
of our several States and political subdivisions should be taxable only by the
respective States, thus reserving to the States exclusively this field of taxations,
preventing the coercion of the States by the Federal Government and preserving
local self-government,

The courageous and able men who gave us the Amnerican Constitu-
tion had learned the lesson of history. They knew that democracy
could only survive in the little governments of the people. Above
all things, they dedicated that Constitution to the preservation of
these little governments. That is the real issue raised by this Treas-
ury recommendation and this renewal of the attack on State and
municipal financing.

The States and cities are confident that this committee will concur
in the action of the Ways and Means Committee of the House and
that you will once again reject this recommendation,

The CTAli rAN. Thank you, Mr. Tobin.
(The following statement was submitted by Mr. Tobin :)
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STATEMENT Or HENRY F. LONG, COMMISSIONERS OF CORPORArIONS ANn TAXATION,
STATE OF MASSACHUSETTS; ALSO RPRESENIINO TIlE GOVERNORS OF MAINE, NEw
HAMPSHIRE, VERMONT, AND MASSACHUSETTS

As the representative of the Governors of Maine, New Hampshire, Vermont,
and Massachusetts, I urgently request this committee to oppose the taxation of
future issues of municipal bonds. We in New England are solidly against the
proposal and feel that its enactment will be of present and permanent disvd-
vantage to us. We believe it is a violation of the accepted relations long contlaued
as between the States and local governments and the Federal Government.

In Massachusetts, as well as In the other New England States, where cites
and towns attempt to supply every type of service that can be supplied for the
well being of their citizens, high tax rates and a substantial debt have naturally
resulted. However, the debt picture is not at all bad, for the policy adopted some
years ago has been followed consistently and, as a result, New England's munici-
pal securities have been sold at very attractive rates. Tilese securities are
attractive for two reasons:

(1) They are exempt from taxation;
(2) Ihe policies followed make them 100 percent secure and there Is no

likelVhood of any default either on principal or Interest.
The past 10 years have been very trying due to unemployment and the resulting

increase in the relief load, so that many millions of dollars have been brrowed
for the purpose of spreading a portion of this load, particularly for Work Projects
Administration projects.

At the present time, there is a suspension of borrowing, for New England in
her usual way is looking ahead to the future, We are now chiefly concerned
with winning the war and lending every possible aid to the Federal Government
by lightening the tax burden wherever possible, by postponing all capital im-
provements, and by reducing or eliminating entirely many public services which
we have come to believe essential for a prosperous and contented conuaunlty,
In order that the taxpayer may be in a better position to subscribe more gen-
erously to war bonds and thus help the Federal Government. Massachusetts,
as an example of the attitude of the New England States, has enacted special
legislation permitting municipalities to appropriate and raise by taxation money
to buy Defense bonds to be held until after the close of tie war. If the bonds
are sold at that time, the proceeds can be used only for such purposes as the city
or town could borrow for a period of 10 or wore years under the provisions of
the general laws. By building up a reserve and reducing our debt at this time,
we are preparing the way to enter into an extensive program of public works
which will furnish employment to many when they are no longer in military
service or employed in defense Industry.

Any tax which In any way reduces the attractiveness of New England minilc-
pal securities will seriously affect Its post-war work, prevent employment, and
the rebuilding of neglected municipal properties and service. Those of us in the
New England section where our industries are completely engaged In defense
work realize that our cities and towns are faced with a problem which affects
gereratlons. While we are preparing to meet this problem to the best of our
ability, it must be apparent to all that we must be In a position to finance much
of the work by pledging the credit of our communities by borrowing. If munici-
pal bonds are taxed, they lose whatever attractiveness they possess, and It would
then be harder for a city or town to provide employment at a time when it will
bo sorely needed. A tax on municipal bonds will not only affect their salability
but also add to the cost of the service for which they are issued and is likely to
cause a reduction In service, for the loans lose In salible value although it may
not mean too much in dollars and cents, We submit as a part of New England's
opposition a complete endorsement of the testimony by Austin ., Tobln, Dr. Harley
L, Lutz, Prof, Fred Fairchlilds, and the others representing the States and cities
here today.

The CHAIRMAN. Professor Lutz, come around, please, sir. I have
been requested to call the witnesses in the following order:

Professor Lutz, second; Professor Fairchild, third: Mr. Jeffries,
fourth; and Mr. Epstein, fifth. I suppose that is agreeable.

All right, Professor.
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STATEMENT OF HARLEY L. LUTZ, PROFESSOR OF PUBLIC FINANCE,
PRINCETON UNIVERSITY

Mr. LUTZ. Mr. Chairman, and gentlemen of thoi committee: I
think it is very unfortunate that you must take im, fromn the very
serious t)roblenis of war taxation and war finance that confronts you
to deal with a subject which has no bearing on those problems.'

I feel that I should a)ologize for having to be a part of this
diversion of your energy.

As you know, for more than 3 years the Treasury huis been seek-
ing to extend Federal domination over the States by taxing their
bonds. Now, after all other arguments have failed, t6 e red, white,
and blue herring of war finance has been dragged across the trail.
I am sure this is as unconvincing to you as it is to me. You are
aware, as Mr. Tobin has pointed out, that the revenue problem before
you is one which requires that the Government provide, by means
of additional tax, moneys this year and next yeor, and you are also
aware that the proposal to tax future issues of State and local bonds
cannot possibly provide any revenue for the duration of the war, or
at least I hope for the duration of the war.

Further, the question of getting revenue by taxing State and local
bonds is a process of robbing Peter to pay Paul. In this case Peter
is the citizen who must pay the heavier local taxes in order to pro-
vide the increased debt service on taxable bonds.

Senator VANDENnEII. Don't you think that rule work.i both ways?
Don't you think Paul ought to ask Peter not to pay so many of his

local bills, too?
Mr. LUTZ. I have always been in favor of that, Senator Vanden-

berg.
Senator CONNALLY. Peter does not have to nay tl.e local bills.

We have been doing it. He does not have to pay them unless lie
wants to.

Mr. LUTZ. You mean the cities and States (lid not have to come
to the Federal Treasury?

Senator CONNALLY. No.
Mr. LUTz. I will agree to that, but, Senator, if we get into the

question of bonds-
Senator CONNALLY. Don't argue with me. I am for you. Don't

change my mind.
Mr. LUTZ. No, no; I am not trying to change your mind. We

will go on from there. With respect to robbing Peter to pay Paul,
there is appended to my statement, which I ha'-e handed to the clerk,
a cklart showing the spread between taxable and exempt Treasury
notes.

You remember that a year and a half ago, or a little more, we began
the practice of issuing Treasury notes at t'iree-foui'ths percent interest,
and subject to Federal taxes, and we have a very interesting demonstra-
tion of the effect of those taxes in the market quotations of the two
types of issues, the exempt and taxable issues selling concurrently
in the market, and the record of that spread shows that the taxable
issues were selling never above the exempt issues, or selling on a yield
basis sufficient beyond that, so that the I reasury, i effect, provided
the banks with the additional income which they, in turn, paid back
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to the Treasury. In other words, the sole effect the issuing of taxable
Treasury notes had, the three-fourths percent, was to take some addi-
tional money out of the pockets of the general Federal taxpayer and
turn it over to the purchasers of these notes, who, in turn, handed it
back to the Treasury.

As. the New York Times said editorially when this policy was in-
augurated, it is perfectly clear that a Treasury note could have been
sold at one-half percent exempt from taxes on the same terms in
which they sold the three-fourths percent note taxable.

So all we have succeeded in doing, with respect to that particular
experiment in taxing Federal securities, is to rob Peter to pay Paul.

We took some money out of the pockets of the general Federal
taxpayer and handed it on to the investor who, in turn, paid it back
into the Treasury.

Senator RADCLIFFE. Professor Lutz, following out your thought, as
you mentioned it a little while ago, would you say that the difference
in the interest yield between the taxable and nontaxable is about
commensurate to what would be the rate of taxation, or what is the
relation between the two? Have you hit upon any basis of a relation
between the taxable rate and the difference in yield of the taxable
and nontaxable securities?

Mr. LUrZ. You are speaking of the Treasury notes, Senator?
Smator RADCLIrFE. I really did not have any public securites in

mind. I was not necessarily taking Treasury notes. Have you
worked out a theory on the relative proportion between the two?

Mr. Lurz. Yes; I was coming to that, if you will permit me.
Senator RADCLIFFE. I am sorry to interrul)t you.
Mr. LUTZ. Now continuing with the point I was intending to make

when the Senator asked his question, I must point out that all of our
discussion and all of our speculation with respect to the effect of the
tax is something which requires us to look far ahead. The only way
we have of reading this future is by considering the present, and in
attempting to approach the present specifically in that connection, we
must attempt to estimate the effect of a Federal tax upon the price and
yield of State and local bonds in the light of what we can observe to be
happening now with respect to tho~e securities in comparison with
private securities.

This will answer your question directly, sir.
I have concluded, simply on the basis of the current spread between

private taxable securities and exempt public securities-I mean State
and local securities-that the effect of the present burden of Federal
tax is equivalent to a spread of from 90 to 100 basis points, in other
words, from 0.9 to 1 percent in the interest rate. In other words, a
city which could borrow today at 3 percent would be obliged to pay 4
percent if its bonds were taxed, If its credit is good enough to let it
borrow at 2 / percent today, it would be 31/2 percent if the bonds were
taxable. The evidence of that is in the spreadand changing the spread
between the yields of taxable and exempt securities. The support for
that spread is found in the comparison between average bond yields
as giioted by Moody's Investor Service.

1hat is the spread between the yields of municipal bonds and of.
industrial and public-utility bonds.

Senator TAM. How can you compare those?
Mr. LUTz. Beg pardon?
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Senator TAFT. You mean you are comparing city bonds that are
not a general obligation with industrial bonds?

Mr. LUTZ. Well, these municipal bonds which are selected by
Moody's for the purpose, I presume, are general obligation bonds.

Senator TAFT. low can you compare the bonds of the city of Cin-
cinnati with the bonds of the Cincinnati Street Rhlway Co.?

Mr. LUTZ. I do not know that Moody has chosen those in l)articular.
The underlying basis, Senator Taft, is the rate. A triple-A bond,
municil)al or industrial, is presumed to be more or less on the same
investment basis, so far as investors are concerned.

You might make an argument that a triple-A municipal bond is
better for many reasons than a triple-A industrial, and, in some eases
you could get away with it, but in other cases, there might be some
question in the minds of investors.

Senator TAFT. I do not see how you could compl)are them.
Mr. LuTz. I am not attempting to make any specific comparison of

particular issues.
Senator TAFT. How do you account for the fact that any funds

that are tax exempt still invest in municipal bonds?
Mr. LUTZ. I do not believe I got the point of your question.
Senator TArT. [he charitable funds tiat :ire exempt, the income is

still invested in municipal bonds.
Mr. LUTZ. You mean rather than in industrial bonds?
Senator TAFT. I mean is invested in municipal bonds rather than

in industrial bonds.
Mr. L z. In some cases-take the savings banks, the trust funds,

the sinking funds, and other investment funds, there are some statu-
tory limitations on the character of the investment that they may
make.

Senator CONNALLY. Right there may I suggest a good comparison
would be the Federal Government's oxvn security following the World
War at which time there were 31/-percent tax-free issues and 41/
and 4/2 taxable bonds. If you invested in those bonds, you would
find that the 41/ tax bonds were selling below par am d it took
three-fourths percent additional interest to get them sold. The 31,2
tax-free bonds were selling way above par. I do not care to take up
any more of your time.

Senator TAFT. They became rare. There was a great scarcity of
318-percent bonds and the totally exempt Federal bonds. They were
very scarce and there was a tremendous demand for them.

Senator CONNALLY. I suggest that in answer to your question.
Senator TAFT. That would be a fair basis.
Senator CONNA.LY. There was an exact security of the same gov-

ernmental unit. That is the only kind of exact comparison, you could
make.

Mr. LUTz. You would have, in that case, bonds that were identical
in every other respect.

Senator CONNALLY. That is right.
Mr. LuTz. The point Senator Taft is making is that presumably,

there are points of difference between municipal obligations and )r]i-
vate obligations.

Senator CONNALLY. There certainly are. Of course, these foiunda-
tion: buy these municipal bonds hec'ause they consider them better
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security, even though the interest may be lower, whereas the private
company nitty go into the bands of the receiver, may go busted.

Mr. Lutz.' Yes.
In the case of the municipality, the burden of local taxation may

rise to a level at which the mnicipality is obliged to default on a
substantial part of its current debt service. We have seen that thing
happen in years past.

Senator 'CONNALLY. That is possible, of course.
The ('AIRMA N. All right, Professor.
Mr. Lurt/. Well, taking this reported average yield of industrial

and utility bonds on the one hand and municipal bonds on the other,
we get for 1941 a differential in yields which will range from 9 basis
points in the case of industrial over municipal to 111 basis points in
the case of public utility over municipal.

I have used, for the purpose of being extremely conservative, 90
points. I think it might be as much as 100 points difference. I have
made no attempt to revise that estimate in the light of the proposed
additional tax rate in the pending bill, but obviously if levels of
taxation such as are there proposed go into effect, the spread will un-
doubtedly be much more than that.

We then face the question of how this differential is likely to affect
the cities, and there we have to speculate a little about the course of the
rate of interest in the future.

As you know, we have had for 10 years a very cheap money market.
It has been, to .ome extent, a manipulated market. It. is likely to con-
tinue to be a manipulated market. It is not a normal capital market.

There have been various forces and influences which have tended
to keep the interest rate low.

As to the future, we face two possibilities: First, will that cheap
money market continue indefinitely, or will the controls presently
either be relaxed or will they fail ?

In that case we will go h'ack to an interest-rate level more nearly
approximating that of the First World War and the period immedi-
ately following. In either case, I think the burden of the cities even.
tally is going to be very much the same, but it will operate in dif-
ferent ways. First, if we assume that a 21/2-percent market is going
to l)revail indefinitely, then the cities are going to be burdened nega.
tively by the tax, because if their new bends and their refunding
bonds are made taxable, they will be barred from taking advantage of
a 2'/2 -percent market in the iew issues and in the ref ending issues.

So you can think of their burden then as a lost opportunity burden.
If they cannot come in with new borrowing at levels of interest to
which'they would be entitled on the basis of their security, in view
of the ge eral market, because of the tax, then they are just out of
luck by that much.

If, liowever, the interest controls are ineffective or are removed and
we get back to a 4 l)ercent level for Federal money, then we may expect
the taxable municipal bond instead of being secured at 4 percent to
go ont up to 5 percent.

So I think we must face the prospect of an additional burden upon
the cities regardless of the course of interest rate in the future. Obvi-
ously, if we consider the 100 basis points additional cost to States and
cities, the over-all cost is going to be that addition multiplied by the
amount of taxable bonds that they will sometimes have outstanding.
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While we know nothing now about the volume of debt which the
,cities and States are likely to have in the future, if we should estimatee
a time when they have an outstanding taxable debt equivalent to the
present volume of exempt debt which is roughly 191/2 billion dollars,
you can see readily that at 1 percent the added annual cost of carrying
such a debt would be something like $195,000,00). If we take 90 ba! is
points as the minimum addition to that, it will be something like
$175,000,000 added interest burden to the State and cities.

Senator VANDENisIIOta. And will the heavily increased loads of taxa-
tion, on the other hand, substantially increase the value of the exeilip-
tion privilege?

Mr. Lu'rz. You mean as the Federal tax rates go on up?
Senator VANDENBFCo. Yes.
Mr. Lu-rz. It would tend to increase the value of that exemption

privilege on outstanding bonds, as long as there are outstanding
exempt bonds.

Senator VANDENBIG. Yes.
Mr. Lurrz. That, of course, is a mere matter of mathematics. It is

perfectly obvious that would be the case.
Senator BnowN. Why would not it affect the interest rate on bonds

to be hereafter issued Going back to Senator Vandenberg's point
on the 1039 rates, which of course were very different from the 1942
and 1943 contemplated rates, a man with a $100,C00 income on the
3 percent State of Oklahoma bonds would have to get an industrial
security bearing 7.32 percent interest to get the same net result, after
consideration of taxes. If lie had $1,000,000 net income or a net yield
of 3 percent on State or local securities, that is the equivalent of an
industrial security yielding 12.5 percent.

A 4 percent State bond yields just as much as 16.68 percent taxable
security. Of course, if that was true in 1939 that condition is cer-
tainly greatly aggravated by our present rate or future rate. I agree
with my colleague. I do not see but what that will have some effect
toward lowering the interest rate on future issues of the local
governments.

Mr. Lu'z. Well, that might be true if you had enough people with
million-dollar incomes, who were putting all of their money into that
kind of security. 'The difficulty with that kind of demonstration is
that it is a demonstration on paper, which does not have a very close
connection with reality, because there are only about 110 or C0 people
in the United States, perhaps less than that now, who have million-
dollar incomes.

Senator BROWN. It is pretty conclusively demonstrated by the
estate-tax figures in 1938. On estate taxes of $5 000,000 and over 44
percent of all the property was ill the shape of totally tax-exempt
securities.

Mr. LuTz. How many of those were there in that?
Senator BnowN. I do not know how many, but there were a sub-

stantial number. Likewise, as you go down the list half a million
and up over 10 percent was in the form of totally tax-exem)t securi-
ties. I readily grant that there are a large ntuber of holders of
these bonds that are not in those brackets.

Mr. LuTz. Yes.
Senator BiaowN. I do not think you can entirely eliminate that

factor on the point you are making.
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Senator GERtY. Is not there a question involved in that for the
reason that those estates are trying to be liquid? They are invest-
ing in securities that they can turn over quickly and not to have
securities, the value of which is hard to determine because the tax is
so high?

It may be more than 100 percent. I think that comes into your
estate-tax question.

Mr. LUTZ. You may be right. I cannot tell you what the motives
are by which anyone with a large estate buys this, that, or the other
security.

I think we are in danger, however, Senator Brown, of exaggerating
the significance of these securities in the large estates.

As you know, we made a pretty careful analysis of that estate-tax
matter.

Senator CONNALLY. They are not exempt from the estate tax.
Mr. LUTZ. No; they are not exeipt from the estate tax. Tile

point that is so of(en made is that rich people invest large amounts
of their assets in State and niunicipal boind' for the purpose of
securing exemptions from income tax.

The figures do not bear that out. I will concede, because the evi-
dence is clear on the point, that Ihere are cases of such conversion,
but to say that it is wholesale conversion, or to say that there are
large numnb,,rs of large estates which have been converted into tax-
exemlpt securities, is certainly not true on the basis of the evidence
from tile estate-tax records.

Tle best way to look at that is to look tit the overall picture.
One statistic does not prove a point. When you take the whole1 story
of the estate-tax records since 1926 and look at all of the estates
subject to Federal or State estate taxes, you will find that only about
6 percent of the gross estates oi of 120,000 estates that have gone
through the Federal revenue mill since 1926 have invested in State
and local bonds, and more than 50 percent of their gross estate has
been invested in the stock, common and preferred stocks of American
business.

I am content to rest the argument, so far as the estate tax is con-
cerned, on that showing. I think, by and large, it is a minor matter.
I am not denying. I would not attempt to deny that there are indi-
vidual cases in which there has been extensive conversion, but, looking
at the whole picture, I think it is relatively insignificant by com-
parison with other aspects of the subject.

Senator VANDENBERG. I agree completely with the fundamental
philosophy presented by all the witnesses, but the point that bothers
me is the one that Senator Brown has so well illustrated. It seems
to me, with these tremendously increased tax burdens, we are creating
a new value for this immunity, which was never enjoyed before, never
contemplated, an immunity which grows out of the war effort. It just
does not seem 'quite fair to ine that that portion of tile immunity
which grows definitely out of the war effort should not well be geared
to the war effort in the tax bill.

That is the only problem that there is, so far as I am concerned.
Mr. LUTZ. Let us see what the situation is with respect to that.

As I take it, your view is that with the growing of Federal taxes,
the people who seek this immunity from those taxes will insist on
pushing the interest rate down, and down, until the outcome which I
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anticipated, namely, of the heavier borrowing cost to the States and
cities will not result.

Have I stated your difficulty?
Senator VANDENIJEHO. Putting it the other way round, I mean, if

you continue to have your total immunity under the impact of these
extraordinar-y war taxes, your immunity acquires an artificial extra
value which is the direct result of war conditions.

You get your money so much cheaper than ever before, there would
be no comparison between the cost normally and the cheaper cost
thereafter.

Mr. LUTZ. But is not the value of that immunity, with which you
are concerned, limited really to a comparatively small number of
persons?

Senator VANDFNitimo. I do not know. I am perfectly willing to
hear you on the subject, but that is the issue, as far as I am concerned.

Mr. LUTZ. As a matter of fact, we do not have precise knowledge
as to the distribution of the holdings of State and municipal bonds.
We do know that upwards of two-thirds of the amount now out-
standing, and perhaps fully two-thirds, is held by financial corpora-
tions of various types, banks, savings banks, insurance companies,
and other financial institutions, and also by various trust and invest-
ment funds, and that would leave, at the mbst, not more than one-third
of the outstanding total to be owned by individuals.

Senator Bnowx. What do you figure to le the total amount? About
17 billion?

Mr. LuTz. No; the total amount of State and local bonds would be
in the neighborhood of 1912 billion.

Senator BrowN. 191/2 billion?
Mr. LUTZ. Yes. The largest figure that I have seen, whether by

the Treasury or by anyone else, would place not more than 7 billions
in the hands of idividuals. And, I think Mr. Jeffries will insist,
from his point of view and the studies he has made that that figure is
probably too high as representing the proportion owned by individ.
uals. ft is pretty clear, from the evidence of the estate-tax records,
that not all of that is owned by persons with very large incomes.

Consequently, I am forced 'inyself to the view that the range of
persons or investors for whom the immunity would acquire greatly
increased value is rather small, both as to the number of such persons
and as to the proportion of the total debt that would be affected
thereby.

Senator TAF', But, Professor Lutz, does not that disturb this in-
terest rate again? If two-thirds are held by people to whom it makes
very little difference whether they have municipal bonds or anything
else, then are not they going to take some amount of municipals,
whether they are nontaxable or whether they are taxable?

Mr. LUTz. No.
Senator TAMT'. It seems to me if there is not this large tax exemp-

tion, then there is no reason for the difference in rate.
Mr. Luitz. On that basis you may argue, Senator, that a Govern-

ment trust fund, or a Government sinking fund which buys these
bonds could afford to neglect the tax in the price they pay. 'Or you
might say that a mutual savings bank, which under present laii' is
exempt from taxation, could ignore the tax in buying these bonds
and could afford to price them regardless of the tax.
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Now, that is not true unless, and only unless, it is their firm in-
tention to hold those bonds to maturity at the time they acquire them,
because if they ever later consider the possibilities of selling those
honds on the market, then they come up against a purchaser who must
take account of the tax, and the seller has no option but to resell the
bond and take the loss in the price adjustment that the purchaser will
insist upon because of the tax.

I do not think any of these exempt or nontaxable institutions or any-
body else who is unaffected by the tax presently, can afford to ignore
that market situation,

Senator TArr. They do not ignore it, of course. The fact they are
willing to buy them even though they are nontaxable and pay the
higher price brought about by that fact, it seeins to me would indicate
your estimate of one-half of I percent is high.

Mr. LUTZ. Let us take the situation in 1941, Senator. When you
had the Federal taxes at that time, you had not yet gotten into the war
effort. As a matter of fact, the actual spread between industrial bonds
of comparable grade according to Moody's rating and municipal bonds,
triple A, double A, and A bonds, according to figures which the Secre-
tary of the Treasury himself inserted in the hearings before the Ways
and Means Committee, the average spread in the year was 0.86; in
other words, 86 points.

Senator TArt. I do not want to dispute the fundamental basis of
that. I do not see how you can compare the municipal bonds with
industrial bonds. Just because some rates on both are considered
triple A, I do not see what difference that makes.

Mr. LUTZ. I will put it as the average of triple A, double A, and A,
however that might be. One might dispute the inferences from the'
evidence, but I do not think one can dispute the evidence, because the
evidence is apparently a matter of record, compiled by agencies whose
concern it is to report the facts.

The fact is that the average spread was about 86 points for the
year.

Senator RADCLIFFE. Professor Lutz, in accounting for the spread
of 1 percent, how far does the element of uncertainty as to what
the rate of taxation is going to be enter into it as a fact? Of
course, if you know the tax is going to be a certain amount, you
can easily figure the difference to you between the taxable and
nontaxable security, but if you must estimate, you are going to have
to go on the fact that the rate of taxation is going up, in regard
to the amount.

It seems to me that element of uncertainty would enter somewhere
there in helping to increase the factor of spread.

Mr. LUTZ. It might. But, of course, Senator, you must bear in
mind that investors are buying all the time, every day; they are
buying private securities which are taxable, and the general effect
of the market forces produces a certain level yield of the taxable
securities. At the saine time, they are buying the other bonds, the
municipal securities which are not taxable, and they are establish-
ing, as a matter of record, a certain differential.

Now, Senator Taft insists that other factors than the tax enter
into that. That mav be. The determination of the part which the
tax plays'and the part which other factors in the minds of investors
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play is one which I do not think anybody can sort out, except in a
very rough and haphazard way.

What we do know is, given the actual course of the market, you
get these differentials. Oin that basis, if we assume that the con-
duct and attitude of investors is going to be more or less uniform
in the future with what it has been in the past, I think we may
anticipate a contimance of differentials which are, to some extent,
certainly influenced by the course of the tax.

Therefore, it is perfectly obvious that if we do impose the tax,
we are certain to deprive the cities of the opportwiity to borrow
on more favorable terms by at least the amount of" the market
differential which you now have, whether that is produced entirely
by the tax or by the tax and other considerations. Therefore,
with the added burden upon the local taxpayers, it can only be
approximated by dimensions which are indicated by the present
spread. That, at any rate, is the best manner of approaching this
subject that I have been -ble to devise.

Senator RADCLIFFE. .. you buy a tax-free security you know
definitely what your income is going to be. If you buy a bond
that is taxable, you have to speculate.

Mr. LUTZ,. at is true.
Senator RADCLIFFE. As long as you have to speculate, then, it

seems to me that element of speculation may come into the matter
of either depressing or increasing what you are going to pay.

]f you have an optimistic frame of mind, you hope the tax will
be lower, but if you are a pessimist, you would likely base it on an
increased tax.

Mr. LUTZ. There are both pessimists and optimists on that subject.
Senator RADCLwvs. I think the element of uncertainty would, in

some way, figure in it to help account for the spread. I do not
know hov much, but it is reasonable to assume that is an element
somewhere.

Mr. LUTZ. Yes; I think that is true. Is there anything further?
Shall I go on?
The CHAIRMAN. Yes.
Senator Bnowx. I would like to add one figure there, Senator,
I asked the Treasury to tell me what the effect on Federal securities

was of the elimination of the tax-exempt feature.
Of course, it is very difficult to arrive at a figure, because there

are so many factors in the picture, principally the factor of the grow-
ing scarcity of the wholly tax-exempt Federals, but their spread is
39 points, based upon the same basis that you based your 90 points.

The Treasury's estimate before our committee was around 25 to
30points; the difference between you and them is some 60 points,

le actual experience in the Federal picture, they tell me, is 39
points.

Mr. LUTZ. What securities are vou referring t6?
Senator BRowN. Those are all securities. That is the issue of Sep-

tem;er 1; 1944.
Mr. Lu z. You mean it is a Treasury note?
Senator BRowN. Yes.
Mr. Lurz. Bearing three-fourths percent interest?
Senator BnowN. Yes.
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Mr. LUTZ. I am amazed that it is as much as 39 points or a three-
fourths percent rate of interest.

Senator Bnoww. The figures they have given to me show taxables
91, the yield on tax-exempt 52, making a difference of 39.

Mr. r'rz. That is a coupon rate of three-fourths percent.
Senator BDRDwx. That, of course, is partially due to the growing

scarcity of tax-exempts.
Mi,. LUTZ. If you blow that, up to 21/ percent interest, you get a

spread of about 1 percent.
Senator TAF-r. The table attached to your notes shows 5 points

difference between taxable and tax-exempt Treasury notes.
Mr. LUTZ. What table is that, Senator, what page?
Senator TAFT. On the last page.
Mr. LUTTZ. No; the spread is shown in the line at the bottom,

the average. We took two issues there and averaged them, and you
will see that it ranges from 20 to something more than 30 points.

Then, in the cross-hatched line is the amount of tax that would
be payable on a three-fourths percent coupon at the corporation
rates pnfrevailing during that period.

Senator TAFT. Yes; but up above you have two lines comparing
the taxable and tax-exempt securities.

Mr. LUTrz. Those relate to two issues, two of which are taxable,
and two others of which are exempt.

Senator TAFT. So the difference there is 15 points.
Mr. LUTZ. The difference is shown in the curve at the bottom part

of the page labeled "basis points."
That is the spread. We average the two taxable issues, and two

exempt issues as to price and then take the difference between those
prices, and that gives you the curve at the bottom of the page which
ranges, as you see, starting at 20 points differential in Deceinber and
goes up to more than 30 points in March and April, and then sags
again, and in November 1941 it sags a little below, almost back to 20
again.

Senator TAFT. It is also true that spread is determined by con-
siderations given by the banks, not by private investors.

Mr. LUTZ. That'is true.
This is simply a matter of the corporations, the taxes that investor

corporations have to pay.
The CUTAIrMAN. All right, Mr. Lutz. You may proceed.
Mr. LUTZ. I have one other point, Mr. Chairman. The question of

the estimated Federal revenue which might be expected. I have laid
down the assumption that the cost to the States and cities would
range from 175 millions to 195 millions, according to the differential
and the income which the Federal Government might expect to
obtain at 1941 rates would range from 158 millions, if we assume the
continuance of the low interest yield, and therefore small interest
payments, up to some 193 millions.

It is likely therefore, that the Federal revenue would approximate
the additional cost to the taxpayers. In other words, we would be
taking from Peter to pay Paul, and we would take from Peter about
as much as we would pay to Paul.

Since I have taken so much time, I want to read just one final
paragraph here.
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Senator VAN ENxx, o. You are not talking about Mr. Randolph
Paul oil this subject?

Mr. LUTZ. I thought of that myself, Senator, but I decided not
to mention it,

I think your point is interesting.
It must be noted, also that the burden of the Federal tax on State

and local bonds would be laid on the local taxpayers at a time when
they are to be subjected to heavier Federal taxes which are levied
directly upon their incomes, their businesses and their consumption;
further, it should be pointed out that the conditions produced by the
war will tend t( dry up certain sources of revenue formerly available
to States and cities, thereby bringing out an added concentration of
the State and local tax load.

The decline of gasoline tax and of motor-vehicle licenses is illus-
trative. As these, and possibly other revenues shrink, the States and
cities face a curtailment of essential services, or a further increase of
taxes on property.

In sonie cases, a revival of State-wide levies on property may be-
come necessary. The net effect of the Treasury proposal is to cause
a substantial increase in local taxation, falling chiefly upon the
property taxes, at, a time when property owners face the prospect
of assuming a larger share of State and local government costs.

Senator T.nFr. There will be practically no municipal bonds issued
during the war, or very little probably, so there will be very little
additional cost during the war.

Mr. LUTZ. That is true, but earlier in the statement I made the
point that the present leveLi of present taxation and possibly still
higher levels will continue for a fairly long time after the war. fow
oon gasoline revenues will comie back nobody knows, anl the same

is true as to some of these other sources of 'State revenue.
Therefore, you are facing the prospect of imposing a heavier burden

on local taxpayers merely as a means of the roundabout collection of
the tax at a time when they are subject to a very much heavier burden,

In conclusion, Mr. Chairman, the Treasury proposal, as a fiscal
measure, cones to this: It will increase local taxation by about as
much as it increases the Federal revenue. The real effect of such a
tax is not to be measured by tile amounts that may be collected from
the several bondholders, but by the amounts to be collected from local
taxpayers.

In an effort to apply progressive taxation to a minor fraction
of the interest paid onlStale and local bonds. the proposal will really
result in greater regressiveness in the local taxes and particularly
the property tax.

The CILTnOMAN. All right. Thank you very much, Professor.
Senator DANA TER. One question, please.
The CmimM\,kN. All right, Senator.
Senator D1,NAITEw. Professor Lutz, is there any other source of in-

come to the individual or corporate holder, thiat is a corporation
subJ(,ct to tax. which is tax exempt?

Mr. LUTZ. Other than these municipal bonds, and other than the
partially exempt Federal bonds, offhand. I think of none other.

Senator DNAH., The whole question turns then on the public
policy.

559



560 REVENUE ACT OF 1942

Mr. LUTz. It is a matter of public policy.
I certainly agree with what Mr. Tobin said, that the fundamental

issue ii this whole matter is not the revenue, and it is not the question
of what happens to a few individual investors; it is the question of
what is going to happen to the States and cities.

That, after all, I think is the crux of the whole issue. If we sacri-
fice the freedom and independence of State and local government,
we shall be doing ourselves a very great disservice.

The CHAIRMAN. All right, thank you very much.
(The following brief was submitted by Mr. Lutz:)

BaIEF BY HADLEY L. LUTZ, PtOr',ESSOit OF PUBIC FINANCE,l PlIlNcITON UNI\1EBSITY

I1 1039 I presented to ile Speclial Senate Coutmitlee ott Intergovertnmeital
Taxation the result of a detailed study of tie fiscal and ecnonile aspects of the
taxation of Interest on public securities. Talit testiioy is ii il matter of record,
and if the umbers of this cinilttee would like to have that detailed study made
avaIlble, I con supldy addltloial copies, At this tie, however, I piWopose to
review ti earlier arguments II the light of the changes which have occurred
since 1939 anti to sunitnarize briefly the findings ind conclusions as they emerge
frota this current study of tile situation.

The economic issues are tiesame today as they were years ago. They ate:
(1) The extent to which the tax on Sate1 and local blids would tie shifted to

the debtor governments.
(2) The effect of such shifting upon the exercise of tibe borrowing power of

State and local governments,
III tpproaching these Issues, attention inust be giveti to the ftillivig significant

changes since 1930:
(1) The Federal income taxes upo both Individuals and corpotralions are ituch

heavier than in 1039.
(2) The prospect Is for their further increase, and we can hardly lope for

lighter taxes during the next generation than we tire now paying.
(3) Tie long-range prospect of heavy Federal tuxes ieats that the ordinary

financing of State and local government will involve a greater burden 1lii wits
anticipated Itt 1930.

(4) Therefore it is necessary to consider most carefully any proposal that Is
likely to add to this burden.

Ati estimate of the extent to which tle tax ott State and local bbtiis will be
shifted to the debtor governments requires consideration of the reactloi of the
holders, or the prospective purchasers, of such securities once they have been made
taxable. As prudent and sensible men, they would make every effort to protect the
lel oil their investments.

Obviously, they will demand a higher yield from municipal securities, and the
leverage which they can use to secure that higher yield is the return that can be
obtained from private bonds, As a result of these decisions by Investors, the
investment yield on all bonds of a given grade, both public atid private, would
approach a fairly uttiforti level; that is, instead of buying muttielpal bonds on a g
tax-exempt basis to yield 1.75 percent, (the average yield of municipal bonds rated
by Moody its Ani, An, and A, in 1941), the investor would do one or the other of
the following:

(1) He would tend to price municipals on a yield basis in the neighborhood of
2.71 percent (the average yield of Industrial bonds rated by Moody as Ana,; Aa,
and A In 1941) ; or

(2) H,e would turn to the private bonds which, at a yield of 2.71 percent for
Industrials or 2.78 percent for utility bonds, would leave him a larger return after
taxes than lie would have front taunielpals bought ont any lower-yield basis.

I submit for the record t table showing the annual averages of bond yields,
1087-41, as reported by Moody's Investor Service, with the differentials between
the yields of industrial and public-utility bonds, ont one hand, and of municipals on
the other, It may be noted, Incidentally, that the average differential between
mtmepals and Industrials atd ptblle-utility iotds in tie years 1937-39 confirms
tny earlier estimate of a lithiimatt-ylelt spread of 0.60 poiut under the tax
rates of that period.
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Annual average of bond yields, 1987-41, with the differentials between the Ifields
of municipal bonds and industrial and public utility bonds, respectively'

[Data supplied by Moody's Investors Service]

Yields Differeniials in yields

Average of
Yar Average of Industrial Publc industrial

Municipal Industrial Public industril o Utility sod public
utility and le i ove r over utility

utiiy niinicipul nicipal over. . . . .. . ... .. . . . . . uul,'pal

1037 .............. 2.80 3.31 3.55 3.43 0.51 0.75 0.03
1038 .............. 20 0P 3.17 3.40 3.28 .58 ,81 .69
130 ............. 2.41 2.98 3,14 3.06 .07 .73 .85
1040 ....... _..... 2.13 2.76 2.197 2 t8 ,03 .S4 .73
1941 .............. 1.75 2.71 2.86 2.78 .96 I.11 1.03

, Averages of bonds with ratir- of Aso, As, and A.

This table reveals te k,,wsnvard movement of a1ll bond yields in recent years,
regardless of their taxable status. This movement is a product of various idlul-
ences. It Is well known that the broad program of Government financing for a
considerable tlnie to come involves the maintenance of low Interest rates, and It
Is also well known thit the Tresury and the Federal Reserve banks possess
ample powers to assure the continssance of this condition. I shall show presently
that this has a sigifleant bearing on the problem,

Tise rise in the a .,age yield differential between private and municipal bonds
of comparable rating from an average of 66 basis points for the years 1937-39,
incisive, to 73 basis points in 1940, and 103 basis points in 1941 reflects the effect
of the increasing taxes during this thne. III view of the present and the probable
future Federal tax situation, and itt vilew also of the yield differentlal which the
market has established In response to that tax situation as it has developed, I
conclude that the added cost of State and municipal borrowing, under present
tax conditions, would be of the magnitude of I10 to 100 basis points, and for the
purpose of a conservative estimate of theaggregate added burden I have used
90 points, or 0,9 percent. During the recent hearings before the Ways and Means
Committee Mr. Paul stated that Treasury studies indicated a spread of Interest
rates between taxable and slontaxable bonds of one-quarter to one-half percent.'

This was the Treasury position ih 1939, and, as I have shown, the market record
for the years 1937-39 revealed an average rpread of C0 point, or 0.61 percent.
It was my position then that the Treasury experts vere underesthnatilng tile
effects at that time. Surely, we have is strong case for a still greater spread today
in view of the tax changes which iave occurred In the last 3 years.

Indeed, the Secretary of the Treasury has provided such a case In data which
ie submitted to the Ways and Mleans Committee on March 3. I refer to it cola-
parison of the yields of high-grade corporate and municipal bonds, oi page 70 of
the hearings on the Revenue Act of 1942. There the spread between the yields
of rmunicipal and corporate bonds was shown to range, In 1941, from 0.63 to 1.01,
and the average for the year was 0,80 percent,

The transfer of the tax to the debtor government Is well demonstrated by the
record of the price and yield differential between taxable and exempt Treasury
notes. This record Is graphically shown in the accompanying chart, It estab-
lishes the truth of the following comment made by the New York Times of
December 11, 1940:

"If the new notes had been Issued tax-free as usual, the rate necessary would
have been one-half percent, the taxable feature making for the difference of
one-quarter percent in annual interest,"

The measure of tile added interest cost involved in carrying a taxable debt
equal to that now outstanding Is the face amount of State and local debt multiplied
by the rise In the cost of borrowing each dollar of that debt. The total increase
In cost on this basis is shown in the following table.

Irearings before the Ways and Means Comittee on Revenue Revision of 1342, p. 0.
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Estimated crease n the cost of State and local debt, resulting frorta the removal
of ?ax Iimmtmity on the basis of an average increase of 90 points in long-term
yield busis

OtlianiIg Irncreasod II.
l)btaordiv'slon debl, 1040 rest cost

(Itllltots) (thoitsands)

States .............. ............................................ $3,273.2 $29,459
Counties .. ................................................-.............. 2.03(.2 18.326
M ill -aitlses I ..................................... ............------- ...... t, 11. t o 85.59
Townshils ........... 2........................7............................ 279. 7 2,517
School distrlets- .......... ..------------ --- - ---. . ...... ......... , 198. 11 15,287
Other SLbdlvlslots ...........-----------.....-....................... 2, 530. 8 22, 777

Total- .......................................... 1,- 9----------_----- - .3 0 5 173,9
Terrl orlal and Insular ........ ............--------........ ........ ...... 153.0 1,377

(Oratid total ......................................................... 1 ,42 175,312

tttlit es c-It s's, tS osti, lisotOllhs, itIt -li cs. lteeit thrill ty ( lor i llt lslsls from lurvatt at (fICtisus,
St-lo and 5.ocal (jovertitlent St-ce-ta Stlily No. 13, Stao tll Lcil (I Its-iIittII Dbl , Ill10, p 26. 1I
iddittio, to the nieresl-earing debt, a tot. oat $3ci55,2i0i0 of tinh-ittirist -teirlt ti-lt was r rel oit for

11140. Of Iis total, $24i,Ct.,00 eossIsedi ot cittcac ttat ot Iheatli 01or wisi-ni Irrication district of tlti
U., S. Blureaut or tiilsist ott. Much af the remander coisIsled of zitittled dbt mot yet pre, ste for
payinieiit oil tie date for willch the slattstlis wer t-ultpild.

It shohi l be emplitsiedt ththtil s est luttte is btstd till 1th asliptiot litat
fntire Isstues ly at re to be taxed. T11e ct(ollle -torlit llll (Of tile Intldellpn! bond mnarkcet that would he produced by subjecting oitt,!imdirig isstles
to tax Would utiittbtedly elltse a much gitler differetl[ for it considerable
t1ttie, atid woUl tIeteforo C111S0 It SlltStitl ittitl'115C Itn tills cost.

This demoralization wou'd ho the natural result of subjlt ing It Iax a great
ttttls 41f sceurtites which had established a nmrket pie tmti yell ili bsis without
r'tgard to the lax. Inevitably there wotti be I iLvy st'litg Of tttttl'ijis, both
by institutional investors anl by Ittivitals. lt'elttau.' of tine circtuimslaneei
which glve rise to tills selling, tntely, tite impositin of tho clrritt Fiederal
taxes tsttti tile prospect of such fttrther irltses Ill ith' Federal taxes Its Ilay
b etnclc, It Is very dotful If tvhulet stipp t for tho ttmllcial bont
ttrti-ket would develop itit1:1intilte prices had dveli ld tt letils which represettled
seme disc'ontlg of tite future tax tretid.

It Is necessary to recognize two different ways In which the Slatt's and cities
mly lie affected y titls ilct'ltlse itt cost. I have rfterred to tio lrtlospects of a
long-cotttlued easy or cheap tnoney tiarket, and to th sthlke which the Govern-
Ililli buts Inl perpetilathlg lcw-(,ost money. Timle alonle etI'.l show wllothor

Interest rates will be held at their present ltvels or will I' allowed to rise,
eV ilvo, therefore, al-eniative ways of lmking ttt tite siittlaon from the

stitdpoint of States and cities. These are:
(1) If tito present low-interest rate level Is ppetuafed, then tlhe effect of

the tax would be to prevent the States and etles from taking full advatago
of flit' cheap money Ili their refuncding and new torrowlng. In tihls ease the
cost of tile tax coild be described as It "lost opportunity cost." Itstead of
borrowing or reftunding at rates consistent with t' 1w w prices of money, they
would be obliged to pay an additional 

9
,io to I percei1 because of tie fax. That

Is, tiey would be denied the opportunity of saving ionty itt tile low-rite market.
(2) Ott Itt' oilhor tatd. if tile leap moetiy controls tire Rmot effective, or If

they are relaxed, and If tite genera Interest level rises, then the effect of tite
tx wll be to eompel States and cities to intcretlse' their 1ottd eolptn rates.
It eithr ease the effect of the tax will be to Increase the cost of horrowlig by
as much as 91o to 1 percent, btt 1utier one assu ed coticlif lll, If will mlean
ti Ittnhility to effect it saving in interest costs, while it the other It will
nien atn Increase Itn tile acttil dollars of Interest pid.

My presiut estimates of Fethtral revenlt yield take Into ace-oit these two
extreme's wilh respect to the future of the Interest rate. Under the first
cotitiIo, the Federal revenue wotild bo $158,700,000 at the 1041 rates, and
tinder tite second, It woteld be $193,400000. If Interest rate tietillly should

fske a middle course between tite etrrent low level and that which prevailed
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during and after the first World War, the Federal revenue would be between
these outside eslin i tes, ian oiv(ragt of which is $176,000,ll)l. i h rft, it seelm1s
likely that the Federal gain will about equal the local Iaxpayers' loss, aid
that ile proposal to tax 81tate alndi local buds will result In coleting, by
wily of ti hioiilliiders, an cdthltlonal tax of this noant on tih Stlaw 1i1d
local taxpayers.

I pass, ilially, to brief consideration of the effk'ts upon the borrowing power
of the Silides and ciits. The ch0111r,1cer of tie Site alld hi l louigtei'rll 'ci
is shown i the following table:

0, ci ' I{0

p II, ill I lie~l(']tcarsctilr itl IaJiiciierrii dhii A wait| Jun cIlll mc.;~ I lii' il

ad itim iiili

rut of tier.
rowlig i

(ilnerai oblh.,lirlans ......................................... .it. 672. 0 $150 (118
cveiti onds ..................................................... I 77. 0 1,102

special liscsmiic cell ..................................................... 879.9 7,019

Total ....................................................... 19.,320.0 173, 555

3 hi nililiftls.
IIi thousands.

From this classification It appears that ablont $15i0,000,000 of the allilinal In-
creased cost will fill] itpon the general taxpayers who silplport Slite and local
government, while some $24,CO,000 will fall upon the users of special serv:c s
or ullI l)lrollerly owners In higher costs of local ltprovemnents to property 2

Obvlously, the ability to borrow on the security of revenue hoids will b,
severely curtailed by a substantial Increase In the cost of capital funds, There-
fore, the freedom of States and cities to eater upon self.llquidatlig projects, li
which tile prospective revenues mubt service the debt, will be greatly curtailed.
Insofar as the provision of sei -Ices of this character Is a proper and legitimate
fupctlon of State or local government, the inability to do so because of the
added cost of capital financing, caused by the Federal tax, constitutes an liii-
palmie t or loval go ver1omenit fnct i.

With respect to the (ffect of the part of the tax which will lie borne by gotonil
taxpayers, it Is apparent that the increase in the cost of funds which I ha%'
indicated will restrain ninny governmental units it their discharge of geniroll
services or frictions Involving the exercise of the borrowing power, It Is not
the function of either the Congress or the Treasuiy to determine, for any State
or city, that local services which miy require the aid of borrowed tolls many
not henceforth he undertaken, or If done, lint the cost to the citizens shall be
increased tiordintely beyond the terms that would be available to a free
government in the market.

At the same time, there Is growing pressure upon States and cities to niciki'
greater provIslon for tile aid atnd protection of the people dtrihig the war. h'lls
will lead to larger cash expetndlHires, first, to expand local service faellities
such as sewers, streets, police and fire protection, and other services for th, -va
Industries and their employees: second to do their share for civillal (hftise.
They fire expected to be amply prepared to deal with fires that nay lie callsd
by Iflcendlary bombs; their police must le ready to maintain order daring flii
turmoil of air raids: they must safeguard water supplIes, provide air rail
shelters, and arraiinge for villain evacintlon, emergency feedilg, first aid, ani
many other things. A sibstantital iart of this cost must fall oi lmcal tlidgots,
and lhus, finally, on local taxpayers,

lic 4Il1et t41ippirtodu, niatully or Tnnillmlly. by tie rovelllt from talhli.servle ciii mpras
Is iurenar titan tOw $1.77.O00 O Ie at rcveile lnndq siowli tI thi tinvo tale. hit ill sitII
1101it foil whir l ell lelral fu111(1 t are coiitiir, otly Mllie is claClssifid ry the Cro1ns lla- lo its i
general ohligth 1m.
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The CHAIRMAN. Professor Fairchild.
Mr. TroBIN. May we ask your indulgence to break the order again

and put on at this time Mayor LalGuardia and Mayor Jeifries of
Detroit?

I think it is satisfactory to the other witnesses.
The CHAIMMAN. All r ght, Mr. Tobin. The only thing is we are

not progressing very rapidly here on the subject, I am afraid you are
going to get us confused either than help us very much.

Come around, Mayor LaGuardin. We will he glad to hear you, sir,
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STATEMENT OF HON. FIORELLO LaGUARDIA, MAYOR OF THE CITY
oF NEW YORK

The CHAIRMAN, Mayor, how are you, sir?
Mayor LAGUADIA. A little worried and harassed.
The C1Alm:%r.N. All right, Mayor, you may proceed.
Mayor LAGUAitDIA. I appear as president of the United States Con-

ference of Mayors. Mr. Chairman and gentlemen, we have appeared
on this subject so often that I fear some of us have become a little
stale on it.

Misery likes company, and I have never felt so much relieved as I
have since I have been reading the tax bill before you. I have been
struggling to raise about $680,000,000 a year to run my town, and I
thought I had troubles; but, gentlemen, it syllpathize with you in the
tax that you are now grappling with.

This taxation of municipal bonds has been kicking around for many
years. It started shortly after the last World War, and its origin
was entirely different th(n than it is now. I will tell you how it
started. Just before the World War, municipalities were going into
the acquisition of their own water supply, power, and translporta-
tion, and this baby is that of the utilities. That is how it came to
the House shortly after the war, on a constitutional amendment-
you were there, Senator Ireferring to Senator Connally]-and then
Representative Ogden Mills, who sponsored the constitutional amend-
ment, took the baby with him over into the Treasury Department, and
it has been there ever since.

Senator BnowN. It has grown quite a little since.
Mayor L0GuARDIA. Yes; but no one will admit its paternity now.
Senator BBowN. I am glad to have the information.
Mayor LAGUARDIA. Every Member of the present Senate who was

a Member of the House then, voted against it.
Now, when we first attacked this, we did it on constitutional grounds.

Now that is kind of shoved aside, and the Treasury raised the fiscal
reasons for it.

Professor Lutz testified that there are about $19,000,000,000 out.
standing of State and muideipal bonds, in answer to a query.

I have about $2,400,000,000 of that amount in New York City. Of
course, we have property back of it.

The whole matter, gentlemen, is very simple, unless the semicolon
boys of the Treasury Department seek to involve it,

there is no gain for the Federal Government if you tax these
securities. There is disaster for the municipalities if you do.

Now, let us have no illusions about it. We get nothing for nothing.
If these securities are taxed, we pay for them. The taxpayers of the
municipalities pay for them, not the rich guy that these youngsters
from the Treasur, Department seek to use as a climax to a speech.

We havc heardthem all. We have heard all of these youngsters
from the Treasury Department, and they just do not know.

Municipalities do not issue bonds for the fun of issuing them.
We do not like to issue bonds, but we do sell bonds when we are
required to do so for capital outlay. Some municipalities have been
compelled to issue bonds for the care of the unemployed in recent
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Yea is. In mny Stiltes, muin ici pll ities cannot issue bonds for curt-
irt, exj)enses; they can only issue bonds for capital outlay. I am
eferring, of course, to long-terin indebtedness and not certificates

is:cIrd ill autici nation of tax collections.
I took sonme parit, when i Member of the House, in the consideration

of ati , passage of tax bills. I never defended the big-income group.
'lr'li idea that all the municipal and State securities flow into the

portfolios of the coupon cutter is again incorrect. The individuals
in the higher group hove their interest. '[hey ore in oil; they are in
steel; il re are in automobiles: they are in Inlustry. Jhey do not
(lump thiir own investments in bisincss of their own, just to buy
municipol or State securities.

Mr. Lutz, ia one of his statements before the several hearings we
have had on this subject, pointed out very accurately that the estates
that have been closed or probated upon vhich taxes have been paid
indicated the small percentage of outstanding State and municipal
securities were in their portfolios.

The Senator from Ohio pressed the question as to the difference
between a high-grade industrial and a State or municipal bond, and
the answer to that, Senator, is, I think, very simple. Given an equal
credit standing, the municipal is preferable for the simple reason
that the faith and credit of the municil)ality is back of it. In other
wsrrls. when New York City issues a bond for its subway construction
or its water supply system, it is not only that property back of it,
Urct the faith and credit of the city, and the taxing lower f the munici-
palit-) P )d the debt service is over and above any constitutional tax rate
that inay be allowed to the municipalities.

Therefore, it is almost a guaranteed return, unless the whole munici-
pality blowsq up, as we may unless our problem is understood by you
gentlemen in Congress.

Gentlemen, there is not o city in this country that is not skating on
very thin financial ice. The cost of municipal government has in-
creased. You gentlemen see that in your own appropriation bills.
New functions are thrown upon muarci pal government. Our main
source of income is our tax on real estate, andyou all know how that
haq depreciated.

So we are just all up against it for revenue. Now, you slap an
additional expense in the debt service, whici reflects on the tax rate.

Gentlemen, remember this: That the interest, the amortization on
o0U 1 bonds is not within the tax rate limitations provided in State
constitutions. It is over and above and every cent of Federal taxes
imposed upon the income of the bonds will reflect in the interest
rate w which 'e must pay, which, in turn, reflects itself in the tax rce
on real estate which is now overburdened.

Heretofore; we were making a constitutional argument, but when
we are on the verge of a financial break it is a matter of municipal
life or death with us. low long we can continue to run our cities
depends on how far we can put additional burdens on the taxpayers
of the cities.

Now, if there is any fun, if anybody gets any pleasure in seeking
to add additional buri'dens on anl already overburdened real estate
and such limited other sources of revenue that a city bits, well, let
him make the best of it, but we, as mayors, do not and cannot print
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money you do not permit us to. We haven't unlimited credit. Our
credit is limited by the State constitution to a certain percentage of
the assessed valuation of taxpaying property within the city.

So we are in a limited confine as to revenue.
In answer to your question, Senator Connally, as to what is a

government function, well, we had all sorts of tests on that. There
were those who contended that water supply was not a government
function, and we had to go to the Supreme Court on that question.
Is a bridge, is a tunnel a government function? A bridge is no
longer a luxury. Where you have a city of 71/2 million l)CoplC, such
as we have in New York City, the transporting of those people every
day from home to work and from work to home is a matter of life
itself and we must provide the transportation.

Is light, is heat a function of government? Very often munici-
palities are compelled to go into these activities because of local
conditions.

Is a swimming pool a municipal function? Our health authorities
say that it is. Is housing a municipal function? Now markets:
We must have municipal markets, we must have them for the proper
distribution of food and for providing a proper price scale in the retail
cost of food.

My city is no different from other cities in that respect. All these
new activities are coming up on us with the trend of the times.

May I refer to another subject in the bill which affects the cities?
The CH1AI ArN. Yes: you may, Mayor.
Mayor LAGUAIDIA. I want to point out this, gentlemen, on the

collection at the source:
We have 165,000 employees in New York City. That is going to

throw an additional cost on us for the administration of collecting the
tax at the source, and it is no small item.

If it is to be deducted at the source, I hope you gentlemen will bear
that in mind. It is not just a question of deducting it and letting it
go at that. And, if I might say so, it is an additional cost to all
employers. We are all now overburdened with paper work. There
is the liability compensation; there is unemployment insurance; there
is the social security-all this requires a great deal of clerical work, and
if New York City has to assume this with 165,000 employees, it is
going to cost a great deal of money.

First, it is going to cost $200 000 to make the mechanical changes
on our check machines; then I figure it will cost us about $150,000 to
$200,000, maybe more, a year to make this deduction.

I just wanted to point that out at this time.
Now, if I may refer for just a moment to another thing; I assume

of course, that the future economy of the country has been considered
in the presentation of this bill. Just what that economy will be, I do
not know, because my job now is to clean the streets of New York,
remove the sewage, a id that kind of thing.

But I do want to point out this, that with the rate here-and I am
not opposing it-I see very little possibility of continuing to put 10
Percent of one's income in savings, in War stamps oi' War bonds.
When you get into these schedules here and the tax is taken out of the
salary,'it just is not there to invest in bonds.

Now, if I may suggest, I think perhaps the rate might be increased
a little bit, perhaps 1 lIercent and 25 percent of the amount paid
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returned to tle taxpayer iin a niontaxable, nontransferrable, nonathy-
able, and nonassignahle certificate, payable say a year or a year and a
half after the war.

Otherwise, we will find ourselves in a position with millions of men
unemployed, with no income, the revenue will diminish and no reserve.

We must pay for the war, of course, but we must be thinking also
of what is going to happen after this war is over. There is going
to be a condition here that is more frightful to me than the war itself.

We all know we are going to win the war. It is going to take longer
t.9n some people believe. It is going to cost' more in lives and blood
than iiost people hope now, but, eventually, we will win it.

'Then, after that is over, here is a problemm that requires very careful
consideration, and if we are going to use all of our resources at this
time without making any provision for tle future, without giving
the opportulnity to the average wage earner ill this country to set aside
something for those (ays that are coming, when eml)loymnent will be
scarce in this readjustnlent period, comiing back to normal reduction
from war production, we are going to have a very difficult time.
That is why I urge this committee to give ver) serious consideration in
providing some reserve through this very medium that you have be-
fore you, in first getting a certain amount which we need for the war
without interest charges, and at the same time J)roviding that reserve
that we necessarily must have, because none of these groups, until
you get to the very'high income, will lie able to provide a11y1' reserve or
any saving under these rates,

:Senator VxNmExarao. That would especially hit small business very
hard. Would it not?

Mayor LA(Iu\amA. I do not know what is going to happen to small
business, gentlemen.

To be perfectly frank about it, the situation is very critical. First
we have that group of small business that depends upoll Consumers'
goods, the manufacturing of those consumers' goods and selling these
consumers' goods, that cannot manufacture them, everybody knows
that, because you cannot get the raw material. So 'they are upagainst it.

'Then you have the others that might do something, that because of
the necessity of speed and urgency ill getting war production. are
now sort of crowded out. The Congyress has provided the Small War
Corporations Act, which will take time to get started.

'here will not be very many small manufacturing plants or shops
if the war continues 3 or 4 years. No one today would say it is going
to he over in 1943, if lie knows what he is talkiig aboit.

We have that situation. We have the industrial situation ; we have
the trade and business; then ve have transportation, and that is all
Government now.

The railroads are getting a shot in the arm, because it is all war
transportation at this time.

It is just like making coffee with the same grounds over and over
again. The time comes when you do not get much coffee out of
the grounds. If all we have now is being kepit alive with Govern-
meat money because of war requirements, then the time is going
to come when we will be just absolutely flat.
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Anyone having any relation at all with government knows the
necessity for it, that this after-the-war problem should be given a great
deal of consideration.

To come right back to the taxing of municipal and State securities,
if we are going to be burdened with that additional cost, every penny
will conie from the taxpayers of the city and that one source of rove-
nue, because tiat is our main source of revenue, the real-estate tax.

We have license fees( and other taxes which go into the general
fund, but the main source is from that one, the real-estate tax.

Senator CONNALLY. May I ask you 't question there? How has your
sales tax worked in New York? -is it a pretty good revenue producer?

Mayor LAGTAIMIDA. Yes; it is just as good'locally as I said it would
be badl nationally when I opposed it in the House.

Senator CONNALLY. I am speaking not about the national sales but
of the city sales tax.

Mayor LAGUAnDIA. You see, I enacted the sales tax when I got the
power from the legislature for additional funds. The revenue was
earmarked for relief.

We went as high, Senator, as $72,000,000 or $73,000,000 a year for
relief. That was our share, gentlemen, in addition to 1V. P A.

It ran along there for a Ihile from $72,000,000 to $74,000,000.
Senator 1-atino. What percent is that'?
Mayor L.%GUARPTA. 2 percent sales tax.
Senator HERR NO. I was speaking of the whole, the percentage that

you put up and the W. P. A. put ip; about 4 percent, was it not?
Mayor LAGUAIRDIA. No, no. You see, in addition to W. P. A.

we had families on home relief that we provided for.
Senator HEnniNo. We all did.
Mayor LAGAIDIA. We all did. We contributed it entirely. We

got 40 percent from the State. We are on the 20-percent basis con-
tribution in the IV. P. A.

Senator HERnINo. That is 45 or 50 percent in some of the other
States.

Mayor LAGUARDIA. Did you have home relief?
Senator ta.nRNao. No; we did it ourselves.
Mayor LAGIJADtA. So did we. We collected, Senator, on the 2-

percent basis about $45.000,000 or $50,000,000 on the sales tax.
Then we had the utility tax, then we had the cigarette tax, and then

we had the business tax. The State took the cigarette tax away from
us so that is.gone. And we reduced the 2-percent sales tax to 1
percent.

It was originally earmarked for 8 years for relief. Now we must
provide relief in ihe annual budget, and that revenue goes into the
general fund.

Senator DAvIs. What is the number of persons unemployed in New
York now, Mayor?

MbIayor LAGUAIIDIA. I think in New York we have now about 350,000
heads of families who are unemployed, and the sad part of it is that
a large number of these unemployed are skilled workers in the build-
inr trades and in manufacturing'trades.

"ou see, we are a very large light manufacturing center, and that
is just killed now and we are up against it pretty hard.

T"ie CIHAIRMAN. Anything else, Mr. Mayor?
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Mayor LAGUARDIA. No; I haven't anything else; unless there are
more questions.

The CIiAIMAN. Any questions of the mayor?
Mayor, I might say'that I am agreed 100 percent with your state-

ment about the necessity for reserves. I do not think we can afford
to lose sight of the post-war problem here that we will face. We can
go as far as we can in raising current revenue, but we cannot destroy
the future.

Mayor LAGUADIA. We should not.
'rhe CHTAI MAN. No.
Mayor LAGUAIRDIA. Don't destroy the future of the cities, gentle-

men, I beg of you. I hope I will not have to appear on this subject
again.

The CHAnimM. Thank you very much for your appearance.
Mayor Jeffries'?

STATEMENT OF HON. EDWARD J. JEFFRIES, MAYOR OF
DETROIT, MICH.

Mayor JE1FFIES. Mr. Chairman and gentlemen, I am here in a dual
capacity. I represent the American Municipal Association, which is
an association of State municipal leagues.

There are 42 States in the Union that have municipal leagues and
they have-I suppose you might, call it--a chamber of commerce of
municipal leagues called the American Municipal Association.

Each of these State municipal leagues has gone on record unani-
mously in opposition to the taxing of either presently existing or
outstanding municipal and State bonds, and also future issues of State
and municipal bonds.

I have here about 10 sample resolutions. ' As I say, each one of the
State municipal leagues has passed a resolution to that effect, and I
will leave them with the cleric when I leave.

In addition to that, of course, I represent the city of Detroit, which
is fundamentally and tremendously affected by this program.

In the first place, I have listened to the gentlemen who have testified
before, and the thought seemed to occur to me, at least, that so much
is said about the theoretical side of this proposition and so little has
been said about the actual, practical side of the operation of these
cities, that perhaps I can bring another phase to the attention of you
gentlemen.

Senator Vandenberg and Senator Brown both questioned Dr. Lutz
about whether or not this was not an unusual exemption to give to
States and municipalities at this particular time, because to continue
the tax exemption would be even more important to investors, and
I suppose inferentially to the municipality because of the rising Fed-
eral taxes, and for that matter, the rising of State and municipal
taxes.

I think that we would get an increased benefit because the scarcer
and fewer tax-exempt securities there are, the more valuable they
become to the holder, and therefore we have a right to expect that we
would get an even lower interest rate than we have.

NTow, it has not worked out universally that way to date. I think
it is common knowledge that the interest rate for State and municipal
securities is probably, practically speaking, at an all-time low.

570



REVENUE ACT OF 1942 571

Let me give you a practical illustration of what it has meant to the
city of Detroit.

All of you gentlemen remember we ran completely out of money back
in 1933, primarily because our debt service charge was so great that
the city could not possibly meet it. We refundedand the bulk of our
refund went to callable bonds, due for the most part, in 1962 and
1963.

We have been, practically speaking, ever since refunding the so-
called refunding bonds. To (late we have saved by refunding at
lower interest rates than we received at the time, more or less as a
result of a shotgun refunding upward of $80,000,000, which over the
space of time involved means an actual reduced operating cost to the
city of Detroit of about $4,000,000 annually.

That has been a marvelous thing to Detroit, because it has actually
reduced its operating cost by that amount of money, made it possible
to raise money easier , and ii addition to that, has contributed no end
to right our financial picture.

We, of course, needless to say, would like to continue that. The fact
of the matter is, our only regret is instead of saving $4,000,000 we do
not save $5,000,000 or $6,000.000 a year because toaty, with a large-
scale refunding program behind us, with soine odds and ends yet to
do, but the bulk of it completed, we find that 20 percent of the cost of
our operation actually is a debt service charge, and in spite of the
fact that we have hadall sorts of unusual burdens placed upon us in

bhe operation of our city.
Let me name some of the things, Senator, that will offset-
Senator BiowN. Mayor Jeffries, may I interrupt you a moment?
Mayor JFFflIES. Yes.
Senator BiowN. I wanted you and the committee to know that in

the report of the special committee in 1939, submitted to the Senate,
we came to this conclusion with respect to this refunding:

Where an issue now outstanding may he refunded at a lower Interest rate
because of the present low money market, we would permit the refunding of any
tax exemptions now permitted of existing issues, limited as to final maturity date
as were the original bonds.

That was the recommendation of the committee.
Mayor JFFFrIFS. Yes, Senator Brown. I had read about that in the

newspapers, and I just read it in the report, but that does not seem to
me to be all of the answer. It seems just as important to me that
future issues be tax exempt as that refunding issues be exempt, be-
cause it all goes to the cost of the operation of local government.

Let me call the attention of you gentlemen to a local picture. I talk
best about the thing that I know the best. That is about the opera-
tion of the city of Detroit. While it is just a segment of the whole
country, it is a fair example.

This war effort has made it necessary for us to have a great deal
more police protection. The Army hesitates none to call up and say,
"We have got to have more people here, we have got to have more
people there; we have got to have more people here," and because we
are as interested as anybody else in seeing that that protection is
granted we have to supply that. That is true of fire, that is true of
housing that is true of welfare, that is true of civilian defense, that is
true of health and recreation, in fact, all of those activities are at a
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tempo that we have, never maintained before due almost exclusively
to the war effort.

In addition to that, we find that the Federal Goverinient, on their
cost-plus contracts, their subsidation of private industry, their tax
exemption of the local war industries in the community have so
tremendously increased the cost of wages, the cost of everything that
goes into the war J)icture, that we are in coml)etition with it, and we
find ourselves whipsawed in between the fact that you folks are going
to raise, on the one hand, our cost of operation b eliminating a privi-

lege that we have enjo)yed-well ever since tie beginning of the
country-

Senator 'TArT. Mayor Jeffries, I do not quite understand the "war"
argument because I do not think yoki are going to issue any new bonds
other than refund bonds. I do nbt think they will let you' do it.

Mayor Jarris. 'hat is the reason I am so scared of you gentlemen.
Senator TAFT. As a post-war picture I think it is a legitimate argu-

ment, but as far as the extra war expense is concerned I do not see how
anything we do here is going to increase the expenses of the city of
Detroit during the next 2 or 3 years, or if so, at least in a negligible
way.

Mayor JEnRIEs. Senator Taft, I agree with what you say. That is
what scares us so much of you gentlemen. Are you like'the Fuller
brush man trying to get your foot in the door this time?

Senator TArT. You are making the argument that because of the war
expense now, we should not be burdening you.

I am just questioning the validity of your argument about increas-
ing the municipal expenses. 1his' bill 'is not going to increase your
present municipal expenses.

Mayor JEI'FniEs. It will, sir; because it is not possible for us to
operate our Government without borrowing money at some time
during the year.

Senator 'AFT. But that borrowing will be very limited. You can
issue bonds only for capital improvements. That is true with us and
I suppose that is true with you.Mayor Jxrrns. Senator, we are just like the Federal Government.
We set up a tax bill and we bill the general public for it. If we have
any additional expenditures-and I do not imagine any Government
agencies are able to go through a fiscal year, in the last few years and
I presume the next years to come would be able to estimate in advance
t year to a year and t half in advance, all of the expenses they ar going

to have to meet, and therefore there are unusual expenditures each
year that we have not appropriated for; pis the fact that taxpayers
do not pay exactly on the date the tax is due, and therefore we have to
meet operating expenses every year that were not anticipated.

I think every year in the history of the city of Detroit-I cannot
go too far, of course, but every year for the last 20 years, it has been
necessary for uts to borrow money A some Period during tile year,
what is called in the trade, short-ternt borrowing.

Senator TAFT-. You borrow that from the banks, do you riot?
Mayor JEFFwitEs. Yes, sir; wve do that.
Senator TIAME I do not, think it would cost any more.
Mayor JFiaJEs. Well, I am quite sure it would, because were nob

there figures quoted here just a moment ago on that-on what the
Federal Government had( to paty on their short notes?

Do they pay the same now as they did?
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I also want to say the difference between the Federa) Government
and the city government is that the Federal Government has its own
Federal Reserve System which literally controls the interest rate.
We have to go out in the open market.

We are victims of the circumstance, as has been said here, of the
Federal Reserve System.

Senator TAFT. We neither borrow money for current expenses, nor
do we borrow short-term money, but the amount, in your case, would
be negligible. The difference in interest in dollars would be nothing.

As far as taxing present bonds is concerned, it would be a long
time before it is ill effect.

I think your argument should be directed to post-war conditions
in cities, not to the fact that you have extra policemen now.

Senator RADCLIFFE. Will you Ihave much refunding?
Mayor JEI'-FltES. In the future?
Senator RADCLIFFP. In the immediate future.
Mayor JFFItES. Not much, sir. Most of it has been completed; in

fact the great bulk of it. We just have some tag ends to take care
of now.

Incidentally, we refunded about $200,000,000 worth of bonds in the
last 6 years, maybe 7 years. Most of that has been completed. As
far as that is concerned, we are not nearly as worried about that
particular phase of it as we were last year, and the year before.

enalor TAM. What is the total debt?
Mayor JEFFIES. About $350,000,000. Let me say, Senator, that I

am one individual who is diametrically opposed to the Federal Gov-
ernment taxing municipal securities.

Detroit is a city that has enjoyed home rule for about 100 years.
W . feel that it is a privilege that is most enjoyable.

I am still naive enough to believe in democracy, that all of the
things we tie onto our present war effort are based fundamentally on
the right of municipalities to enjoy a certain amount of home rule
and with the invasion from each of the four corners of the Federaf
Government and State governments into the realm of municipalities,
it does not seem to me that we are doing well in the continual fight
to maintain the theory and philosophy of home rule. As I say, the
thin that discourages me and worries me more about the attitude
of Congress inl relation to the taxation of municipal securities in
the future that is perhaps it is like the Fuller brush man, that they
are trying to get their foot in the door so that at a later session, it is
quite simple to tax existing bonds.

As a practical fact, it would not increase the cost of the operation
of municipal government a whit if the municipal bonds that were
Iahready outstandling were taxed, because insofar as we are concerned,
that is water over the dam.

The real thing that worries us is tle taxing of the future municipal
securities.

The city of Detroit, for instance, as I said, went very broke in 1933,
and has been literally living, for the last 10 years, with a tightened
belt. We had to postpone mny capital improvements that we would
like to enjoy. W"e had to postpone many major maintenance items
that perhaps might be described as penny-wise and pound foolish,
but we hito do it because, as a practical fact, we did not have the
money to do it.
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We are just getting to the state, in fact, we are just now at the
state if it was not for the fact that we could not get material and
supplies, where we can do many things that have been postponed
for the last 10 years.

To increase the cost of financing, however, in the future, as I pre-
sume this war will not last indefinitely, does not seem to me to be the
thing to do, because, as Mayor LaGuardia said-and it is more true
in Detroit than in any other community-that, by any away, the bulk
of the revenue that the municipality receives comes from the real
estate tax, and the attitude of the Treasury Department worries me
no end.

We were the particular victims of the proposed treaty that was
gotten up by the Treasury Department to exempt from taxation the
British Purchasing Commission. We have a very large plant in
Detroit that is manufacturing Rolls Royce motors. We have been
trying for the last 2 years plus, to collect taxes from them.

The T rreasury Department is so anxious, with one hand, to eliminate
exemptions; while on the other hand, they are promulgating, attempt-
ing to have passed a treaty which would actually exempt from all
local taxation, a local industry, if you please.

It is true that part of the motors were going to England, but at the
same time, it was supplanting an economy that we had for these many
years, been subsisting on.

Senator VANDENBERO. Did it encourage you a little that they did
not get far with it?

Mayor JrFIEs. No end, Senator. Let me bring you down to
date on the story.

It is true that the treaty did not pass, but it is equally true that the
Packard Motor Co. have gone through their factory and tagged every
bit of machinery and every bit of produce in there that belongs to
the Packard people under their label and labeled each one under
the label of the British Purchasing Commission, every bit of machin-
ery and produce that goes to them, and we are not able to collect
the tax.

The fact of the matter is the British Purchasing Commission has
simply taken the attitude it was not worthy of appeal. They just
do not pay-period. We get no reaction from them. They do not
pay, and by now they owe us a million dollars in taxes, in spite of the
fact that the contract that was written, between the British Purchas-
ing Agency and the Packard Motor Co. called for a fluctuation
according to the cost of material, the cost of labor, and the cost of
taxes.

I guess they think that must have just been put in as a standard
form that was used some other place, because they apparently do not
pay taxes.

This whole attitude scares the life out of Detroit as a municipality
because it seems to us as though there is a gradual plan to squeeze
us right out of business, and at the present trend, the only logical
culmination is that we are out of business.

We are suffering, and we will suffer no end from the absorption
of the taxing field by the Federal Government and limiting in every
way the field of the municipal organization, and these added burdens
are continually being placed upon us.
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We have taken the pitcher to the well too often and sooner or
later, our main source of supply will break down. It (lid in 1932,1933, and 193. it has revived, and currently, we are doing all right,
but we are maybe doing a little bit of crying now before we are out
of business, because then it would be too late; however, we are afraid
to cry too loudly.

We would like to have you gentlemen appreciate that the practical
problem of raising the cost of operations of the municipalities is
often more difficult than it is, it seems to me, to raise money for the
operation of the Federal Government. At the same time, I do not
want you gentlemen to misunderstand us. We pay to the Federal
Government now 2 to 3, to 4 times as much in the way of taxation
as we do to our municipal government, and I do not know of anybody
that is complaining overly much about it but it does seem to us that
the taxation and the raising of revenue by the Federal Government
on our municipal securities is like raising yourself over the fence by
your own bootstraps, because it will be the same people who pay the
taxes, by and large, and it will increase the cost of the local opera.
tions.

Now, everybody knows that the Federal Government is charged
with the responsibility of maintaining this country at the best level
possible; that is, the best possible level to the rest of the world, and
what the people "- *his country want, and it would seem to me that the
thing to do i direct to the public and tax them, rather than go for
taxes to the 1. 0ople and make them, in turn, go to the same people
that the Federal Government goes to, because it will be our citizenry
in Detroit that will have to pay this additional load.

The people that you use, as an example, the wealthy man who pur-
chases municipal securities, or any other kind of securities, does
not buy them on the coupon rates, he buys the securities on the
net yield to the investor and if they are taxable, then he is inter-
ested, I repeat, only in the net yield, and we, in effect pay the tax,
and we, in effect, spread that tax upon our local citizens, and it
comes back to the old, old story, and in our particular case, it goes
to the real-estate owner. I do not know what the future holds.
We may, at some later date, have to have another source of revenue,
we probably will, at least, that will be my guess.

senator Beowxr. Your problem is fundamentally more difficult
than the Federal problem, because your bonds have definite consti-
tutional limitations.

Major JEFFRIES. Senator, I agree with the fact that the Congress,
the Federal Government controls our economy. They have the
Federal Reserve System, they control the banks, they can set any
interest rate they desire. 1 e have to go out on the open market.
It would seem to me that the Federal Government security is still
the prime security in the country and that States and municipalities
are still secondary to the Federal Government.

Senator BuowN. And you do have constititutional limitations.
Mayor JEFFITES. Yes; except they can be changed. It may be

impractical. and it is certainly highly difficult, except that could be
changed, aid I presume if the situation got black enough some
change would have to be made, except that we always are secondary
to the Federal Government.
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It seems to me like you are picking on a cripple when you pick
onl the municipality or the State, because you are the supreme gov-
ernmental authority in the country, and you do have all the ma-
chinery in order to be able to raise money. We are subservient to
the financial picture that you folks set here. That is why we are
so anxious that you do not set one that will take an undue advantage
of us. I do not mean undue advantage of us because we do have, in
the same way as anyone else has, we have a privilege that it literally
traceable) in dollars and cents, to the advantage of the operation of
the States and municil)alities.

The financing cost of' one of these cities is an important funda-
mental part of the cost of the operation, and whatever you do to it,
will raise the cost.

Gentlemen, I have watched the municipal money market like a hawk
here for the last 2 or.3 years because of the fact that we were in a huge
refunding program, and, believe me, when I say every time the Senate
Finance Committee, or any committee of Congress, or any important
member of the Federal Government had anything to say about the
taxation of municil)al securities, it just plays them up and down like
you would a piano or anl organ, and we, the cities, are the recipients
of it. When Mr. Morgenthau made a speech in Cleveland our bonds
dropped off a quarter point. We were just about to come in with a
refunding issue. I am not sure that we will ever regain the position
that we were in last fall before Mr. Morgenthau started to talk so
strongly about the taxation of municipal securities. It does translate
itself directly into the cost of the operation of our government.

Senator RADCLIFFE. What percentage of your municipal securities
are owned in Detroit, do you imagine?

Mayor JlEFFaIES. I am not sure, sir. As a practical fact, I did a little
proselyting throughout the country in trying to sell our refunding
issue.

I suppose the majority of them are held perhaps in the East. A
couple of times a refunding issue was underwritten by Chicago. The
fact of the matter is one issue was participated in by some west coast
blnks, bond brokers, or peddlers. It was hailed as the first time in the
history of the city that the west coast gentlemen participated in it.

So I would l)resume, by and large, they are held around in our area
and iii the East. Mr. Tobin tells us that our corptroller issued a
statement not long ago that the best estimate we can make is about
8 percent of our bonds are more or less locally held.

Senator RADCLIFFE. Insofar as they are not held there, then you
woul not say you would get back by way of taxation anything to
offset the increased interest rates you would l)ay?

layor JsrFsIwS. We would not get it anyway, because it goes into
the Federal coffers.

Senator RADCLIFFE. You would not have any local taxation at all,
then?

Mayor Jhvams. We would get no proceeds from the local tax, and
we would have to stand the full 100 l)ercent burden locally of the
increased financing charge as the result of the decrease in the net
return.

Senator RADCLIFFE. Insofar as the Federal tax is concerned, you
would not get anything back.

Mayor JFFR.s. No.
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Senator R?%ixcmF z. If you imposed a system of locil taxation you
would only get back, insofar as the proceeds on your own securities
are concerned, you would only get back that part of it which would
be a small part of the total?

Mayor JEFFriES. That is about as broad as it is long. The reason
the Federal Government is interested, from the point of view of reve-
nlue, is bcwuse these are not their bonds. The fact of the matter is
when they put a tax on their securities the interest rate went up.

I amn not sire whether their tax was as much as the increased cost
or not, so one about washes out the other, except insofar as the Fed-
eral Government is concerned, there is no washout. We, the munici-
palities, pay the increase, and they, the Federal Government, get the
full return.

Senator RAnCLIF'. If you taxed them, it would be only partially
washed out?

Mayor JiFYRms. Yes; it would be only partially washed out. Even
so, it .would be washed out equally as wellfor the net yield as for the,
increased tax.

Tle CHAIRMAN. Are there any questions? Is there anything else,
Mr. Jeffries?

Mayor JFFELES. I cannot think of anything, Mr. Chairman. I hope
I have covered it. I would like to add this-that we have this other
problem that is becoming alarmingly important, and that is the tax
exemption of Government' and war industry facilities ,in our area.
It seems to us that it has increased manyfold, and that in the immediate
future, along about our next tax year, it is going to have a tremendous
effect upon us. While this is a'little off this picture, jet it is all
wrapped up in the same picture, and I certainly would like to urge
you gentlemen's earnest attention to the problem of eliminating the
source of income of cities and the increase in our cost of operation.
Sooner or later that margin will become so narrow that 'We are going
to have some sort of break down.

I will leave with the clerk the resolutions from the State municipal
leagues.''

Senator DANATER. What facilities, local facilities, have we ex-
empted, M,.';Mayor, from local taxation?

Mayor JsTnlws. Your War Industries Corporation and the various
agencies you set up for the prosecution of the war in order to protect
themselves have written into theirconttacts the fact that the property
immediately passes to the Government upon delivery.

That immediately removes from the tax roll the facilities and the
raw materials, and those things that go into the war industry.

Senator DANAHFER. We haven't done that.
MayorJEFRiES. Well, sir, Congress has. Maybe the Senate Finance

Commit tee has not, but the Congress has, and I presume you gentlemen
have voted on it from time to time.

Senator DANATIFR. How extensive is it in Detroit?
Mayor JEFnuEs. Well, a lot of it is yet on paper. That is, the con-

tracts have been entered into but a lot of the stuff has not yet been.
delivered. For this taxing year we were a step ahead of you; in
other words our due date came before this country got into the all-out
effort, and therefore, anything that we can show now is an estimate as
to the future, but we feel it will be quite extensive.
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You see, we were substituting a war economy for civilian economy
and because we have been so highly industrialized that means about
70 percent of our economy is switched into the war effort.

T he Government, apparently, makes three types of contract:
(1h A plain contract where the producer keeps his independence

and hits business as usual, insofar as he is concerned and does busi-
ness as usual so far as the city and that producer are concerned.

(2) Then they have the cost-plus feature basis. So far as I am
able to determine, that has been limited, by and large, in our area
to Ford, General Motors, and Chrysler. There have been some addi-
tional small contracts but, by and large, the bulk of those are with
those three organizations.

(3) Then there is the subsidized industry where the defenseplant
corporation is the main agency, I think that finances it. In order to
protect themselves against other producers, they have written this
phraseology into the contract which exempts them in effect, for all

'products, machinery, raw materials, so on and so iorth. Of course,
the Defense Plant Corporation acts specifically, makes liable for tax-
ation the real estate, but the machinery and equipment and raw
material, things like that that go in, are specifically exempt, on the
theory that they belong to the Federal Government, and as a result,
we are unable to tax them.

Senator DANAitR. That is in relation to contracts. between the
Defense Plant Corporation and local industries that take contracts?

Mayor JzErrirs. That is just like the Packard Motor Co. They
are making the same old stuff, except they are using it for airplanes,
and now they are exempt, according to the British Purchasing
Agency.

It just puts a hole in our revenue. The industry might as well
not have been there.

Mayor LAGUAIDIA. That was an amendment to the R. F. C. Act
of 1941. We would like to submit a statement on that. It specifi.
cally exempts personal property from taxation. They first sought
to exempt the sales tax, and the Alabama case has held adversely
to the Federal Government.

There is a bill now in the Committee on Rules in the House.
Senator DANAJEI. That is the Cochran bill. That is the one I

thought the gentleman was talking about.
Mayor LAGUAIRDIA. On page 20 I would like to suggest an amend-

ment, and that is this provision:
No amendment made by this title shall apply In any ease where its applica-

tion will be contrary to any treaty obligation of the United States.
And I would like to suggest, "duly ratified by the Senate."
I will tell you why. A treaty has been negotiated between Great

Britain and the United States and they may call that an agreement,
and to go into court that costs us a lot of money.

Detroit is involved in this. So, if you simply add here "duly rati-
fled by the United States Senate" that would dispose of that treaty
,that the Senate has not ratified.

Mayor JEERIEs. Senator, I might be able to clear that up in your
mind. The Cochran bill in its original form, would have eliminated
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the possibility of our taxing any war industry within the city of
Detroit.

It would have jast ruined us, I think.
Senator DAPAJII. I know it could have been the House Ways and

Means Committee. I thought you were laboring under the misappre-
hension that we had passed it.

Mayor JEFFRIES. No.
Senator DANAIEB. Thank you.
Mayor Jrimn's. 'There is this other phase under the present set-up

that is not nearly as far-reaching as the original Cochran bill, except
it is gradually growing and growing.

That is, we are running into the picture that we cannot even get
the break-down between what is civilian economy and what is war
work.

Senator VANDENBJERO. You mean the British Purchasing Commission
is operating on the theory that this treaty has been ratified and is duly
in effect?

Mayor JFXnRIEs, No, sir; they are operating now on the theory that
under international law no government can tax the property of another.

The attorney general of the State of California ruled that they were
taxable, and then he changed his ruling on the ground of international
law.

Now, they keep citing to us the position taken by the California
attorney general. Of course, we just don't agree with the position
taken by the California attorney general.

Senator VANDrNBEIO. In that case, why did they make the treaty?
Mayor Jrnyxs. They wanted to sew it up. I imagine they wanted

to leave nothing to the element of chance.
Senator DANAIKER. They just do not do anything.
Mayor JErnIEs. We have gotten to the position where we cannot get

any answers from them.
Senator DANAHEIR. But they just do not pay?
Mayor Jrrrnis. That is correct.
Senator VANDENBERG. T hat is an international custom,
The CIRMxN. Thank you.
(The resolutions referred to are as follows:)

RESOLUTION ADOPTED BY THE AMFRWAWif MUNICIPAL Assoc'AnON IN CONVENTION
Ass'IantD AT CnrcAO, IrL" ON THE 24TH DAY OF OcToBEn, 1941

Whereas the United States Treasury Department is again proposing the
Federal taxation on income of municipal securities on the ground of national-
defense need, in spite of thorough consideration and disapproval having been
given fls matter by the Congress; and

Whereas the practical effect of such a proposal would not provide substantial
Federal funds for the defense emergency, because little revenue could be realized
front such taxatIon for a number of years but would, on the other hand, hamper
vital municipal services and linit the ability of the municipalities to cooperate
in the national defense; and

Whereas the proposal would still further subordinate State and local govern.
meant to Federal control and destroy municipal autonomy: Be It

Resolved, That the American Municipal Association reiterate its opposition
to the proposed Federal taxation on Income of municipal securities and urge the
State leagues of mmieipalitles to continue their vigilance in the matter.
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ItESOLUTION BY ARIZONA MUNICIPAL LEAGUE, ]PIHOENIX, ARIz., ON TAXATION OF
MUNICIPAL SECURI'Tis

Whereas Federal taxation of mniilcipal bonds Is unsound in principle and if
carried out would be extremely detrimental to the credit and money-ralsing
ability of iuntlcipaillties ill that munilmil boids would he rendered undesirable
from an investment standpoint and therefore in mnny instanevs unsalnile:
Now, therefore, be it

Resolved, That the Municipal League of Arizona earnestly endorses the efforts
of the Conference on State Defense imi all other organizatlonis who are endeavor-
lg to dissuade tie Congress of the Ulted States from reitdpring such bonds
subject to Federal taxation.

NOvEMBER 1041,

RESOLUTION BY IDAHIO MUNICIPAL FINANCE OFFICERS' ASSOCIATION, EbMge Pr,
hIAIDO, (IN TAX.VION OF MIUNICIiL' SEcnaI'rws

le it resolved, That the Idaho Municipal Officers' Association it convention
asseiabled at Boise, Idaho, oii I)evember 13 and 1.1, 1940, is oppsSed to the
reonval of the exeiiiptiolis Oil tile howls and securities of States arid inulei-
palitiles, and their tigeioeies, whether now oitistilindig or ironficr to be by
them, or either of any of them, issued, except by their vioisnt, and unless
such removal Is done by ainendntent to tile Constitulion of tle United States,
and provided that the States, municipalities, and their agencies shall be granted
the power to tux Federal securities for ri-venue suilicient to provide revenue
to offset such increased municipal costs, it does now reaffirin its resolution
adopted in convention on I) e.embr 7 ai 8, 1938, except Insofair as said lost-
mentioned resolution pertaiis to the eoiieei ion of incoiie tax,, on tiht, salaries
of officers and employees of States 'nd inun(ipalities; be It further

Resolved, That a copy of the above resolution, together with lie resilni ion
adopted on December 7 and 8, 1938, be forwarded to Senators iJohn Thomas
and D. Worth Clark, to Representatives Ilonry Dworshik iird Compton I.
White, to Governor-elect Chase Clark and Attorney Oenrml-eicct Bert MIIh'.r,
and to the Conference on Stnte Dofense.

RE.;OLUTION ADOPTED BY TIlE LI.uTuE OF TTAs MUNIUI'A1,TIEs IN CONVENTION
ASSEMBLED AT TEMPLE, TEX., ON THE 7TrH DAY or NovEraiitEs 1941 O1'PoSING
THE FEDERAL TAXATION OF TIlE INCOME FROM MUNICIPAL SECURITIES

Whereas the Congress miiy again consider tile proposition of taxing the
Income from municipal securities: Now, therefore, be It

Resolved, That the League (of Texas Municipalities hereby affirms Its oppo.
sition to the taxation of State and nuinicpal securities or revenues derived
therefrom by the Federal Government; be It further

Resolved, That the League of Texas Municipalities hereby approves die
program and objectives of the Conference of State Defene: snd be it further

Resolved, That copies of this resolution be sent to the Treasury Departiint
of the United States, to the chairman of tile Senate Finantce Committee, to
the chairman of the House Ways and Means Committee, and to tile members
of the Texas delegation In Congress.

Passed and approved this the 7th day of November A. D. 1941, it ''imlie.,
Tex,

RESOLUTION BY THE LEAGUE OF MINNESOTA MUNICIPALITIES, MINNEAPOLIS, MINN,
ON FEDERAL TAXATION OF MUNICIPAL PONDS AND SECURITIES

Resolved, by the League of Minnesota Mmniefpalitles, That we deem it In the
best interests of the cities and villages of this State and of thir citizens and
taxpayers to express opposition to the enactment by the Congress of the United
States of legislation having for its object the Federal taxation of the bonds or
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certificates of Indebtedness (if cities and villages, or of income derived there-
from, since the taxation thereof can result only in increasing the rate of interest
on such bonds and certilfiates, thereby increasing the tax burden of such rest-
dettls anid taxpayers; and

Resolved further, that tie League of Minnesota Municipalities hereby requests
the Minnesota delegation In the Congress of the United States to exercise Its
best endeavors to oppose and defeat the passage of legislation designed to place
any Federal tax upon municipal bonds or certificater of indebtedness or upon
the Income derived therefrom. (Proposed by the League Revenues Committee.)

IUNE 1940.

RtESOt.UTION Atioti t ii) rll; N.W 11t11se, STATE LIEM\IUE OF AiUNICJIPALITIEs IN
ICoNVENTIoN As.si,:iED AT TiiNTON, N. J., ON TEI utn DAY o, NovEhtntr
1941

Whereas the Treasury l)epartment tas agaii resmnief its campaign of pub,
ilcity as it prelude to tite introduction of a bill at the present session of the
United Stales C,,igress tlat will assert the right of tie Federal Government to
tax income front muniipIal and State bonds; and

Whereas the Impositiotn of such a tax would cost the taxpayers of our State
approximately $7,070,000, and

Whereas the delegation of power to the Federal Government to tax Income
from municipal and State bonds is an Invasion of the sovereign rights of the
State: Now, therefore be It

Resottied, by the dlegates of the New Jersey States Leagte of Municipaities
in convention assembled:

1. That we are representatives of the municipalities of the State of New
Jersey oppose any legislation to tax the interest on municipal and State bonds
by act of Congress. Tie Imposition of such a lax we maintain to be a violation
of the sovereign right, of the States and should le submitted to tie States itt
proper form for consideration of a constitutional anendmlnent.

2. That the executive secretary of the league Is hereby directed to forward
copies of this resolution to cacti Senator and Congressman from New Jersey
requesting that they oppose any and all attempts to raise Federal revenue
through taxation of the iticome of municipal and of State bonds.

RESOLUTION ADOPrD HY TItE LEAGUE OF OnefGON CITIES IN CONVENTION AsSEMBLED
AT EUGENE, OttEG., ON THE 2ti DAY OF MARCH 1942

Whereas the American Municipal Association, comprising the federation of 42
State leagues of municipalities, Is convinced that the proposal to tax the income
of municipal securities constitutes a serious threat to the fiscal solvency of the
constituent members, and at tile meeting of the said American Municipal Asso-
ciation on November 3, 1939, a resolution was proposed and duly adopted In
opposition to such taxation; and

Whereas on May 24, 1940, the League of Oregon Cities at Its convention It
Seaside, Oreg,, approved a resolution to the same effect; and

Whereas national defense calls for a strengthening of local credit, inasmuch
as State and local governments are being called on to provide additional police
and fire protection, safeguard their water supplies, build additional roads, and
undertake otlter activities for which they must borrow maonpy, and such tax
would result it an increase In the Interest rate paid by municipalities: and

Whereas the Increase in Interest rates resulting from Federal taxation of State
and local securities would merely impose another burden on the already over-
burdened property taxpayers; and

Wiereas Cite continued efforts of the Federal Government to enact legislation
Imposing such a tax otn municipal securities Jeopardizes local financing of capital
Improvements and threatens the entire basis of sound intitlicipal policy; now,
therefore, be it

Resolved, That the executive committee of the League of Oregon Cities feels
that the proposed Federal taxation of nmntelpal securities is unsound and
opposed to the best Interest of local self-government and as such should not
be enacted; and be it further
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Resolved, to the end that this view may receive proper attention we recom-
mend that copies of this resolution be forwarded to the members of the Oregon
delegation in Congress and the members of the House Ways and Means Com-
mittee and the Senate Finance Committee of the Federal Congress.

RESOLUTION BY THE PENNSYLVANIA AssocrATION OF BOROUOHS, 1IANOVER, PA., ON
TAXATION OF MUNICIPAL SECURIITIES, JUNE 26, 1942

Whereas the Federal Treasury Department Is still urging upon the Congress
of the United States tile imposition of a tax on the income from State and
municipal bonds; and

Whereas tills association has heretofore gone on record in opposition thereto;
now, therefore, be it

Resolved, Tlt the opposition of this association to such proposal be reaffirmed;
be it further

Resolved, That tile officers of the association be Instructed to continue to
actively oppose all such proposals.

RvsorUiIioN AGAINST FEDERAi, TMA'AION OF STA'I AND MUNICIPAL INDEBTLDNESS
ADcPImI BY THE PENNSYIVANIA STATlL ASSOCIATION OF Bo0OUGHIs AT T's ANNUAL
CUNVE'INTION, HE.D IN HAmus aUR, FiXBRUARY 27, 28, AND MARCH 1, 1041

Whereas the Treasury Department of the Government of the United States has
heretofore expressed to ald urged upon tie Congress of the United States Its
recommendation that tile evidences of State and municipal indebtedness be
sujL'ctcd to Federal taxatiou; and

Whereas ding the year 1040 the aforesaid recommendation was inquired Into
and it admittedly became apparent that tie burden of any such taxation must
necessarily resolve upon tho municlpallties and State issuing such evidences of
indebledness, and thus add to the burden of real-estate taxation; andWlereas admittedly real estate is presently overburdened and tile taxation
upoln real estate should be relieved and not added to; and

Whereas such proposal would be contrary to all of our established concepts
of constitutional division of powers and independence of functions between the
several units of government; and

Wi ereas the litevitable consequence of any such proposal would be to subject
municipalities to tile financial domination and ultimate control of tile Federal
government, thus tending to destroy tie fundamental safeguard of democratic
governineot, the independence of home rule; and

Whereas during the year 1940 committees of the House of Representatives of
the Congress of tile United States and of the Senate of the Congress of the United
States conducted inquiries into tile feasibility of such proposal, as a result whereof,
ill Septelaber 1940, tile saild recited proposal of the Treasury Department of tile
United Slates was decisively rejected by the Senate of the United States; and

Whereas notwithstanding such rejection, th 'Pool miry DPpalrtment of the
United States has again urged upon tile Congress of the United States its desires
for the imposition of said recited tax, this time upon the theory tlit such tax
would he in aid of the defense program of the Government of the United States;
find

Whereas tile said recited proposal of the Treasury Department bears no proper
relation to the defense program of the United States and any increased revenue
to tile Government of the United States would be diolinimous and any such
proposal would inevitably tend to destroy the indpendence of the governmental
units designated as local government and would thereby tend to destroy tile
cornerstone of the democratic principles which it is the avowed purpose of the
Government of the United States to defend: Therefore be It

Resolved, and it is hereby firmly and highly resolved by the Pennsylvania
State Association of Boroughs in Convention Assembled, That it is the unalterable
Consensus of opinion of this convention that the position of the Pennsylvania
State Association of Boroughs as heretofore expressed in opposition to said
recited proposal of the Treasury Department of the Government of the United
States be reaffirmed ; and he it further
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Resolved, That the officers of the State Association of Boroughs be and they
are hereby directed to use their best efforts in opposition to said recited proposal;
and be It further

Resolved, That a copy of this resolution be transmitted to each and every one
of the Members of the House of Representatives and the Senate of the United
States representing therein the Cotmnonwealth of Pennsylvania.

(This resolution, on motion of Mr. Jullan Barnard, chairman of the resolution
committee, was carried unanimously by the 970 delegates of the convention.)

RESOLUTIoN y rin, LEAGUE OP VIBGINIA MnUNxcwPA,IrrI:S, RICIIMoND, VA., ON
'EDr L TAXATION OF MUNICIPAL SECvRrITIES

Whereas at the first session of the Seventy-sixth Congress an effort was made
to impose the Federal income tax on the Income received from Interest on
municipal obligations to be issued in the future ; and

Whereas It is conceded by fiscal authorities and public officials that this tax
would Impose a serious burden upon municipalities by increasing interest rates,
thus adding to municipal costs which must be borne largely by real-estate taxes;
and

Whereas such a measure by Interfering with the operation of agencies of the
States would be of doubtful constitutionality; and

Whereas a committee of Congress has been created to study the whole problem
of tax revision, including the proposal to abolish the exemption on income from
municipal obligations, and will prepare a bill on this subject: Now, therefore, be it

Resolved, That the League of Virginia Municipalities in convention assembled
goes on record as opposing the extension of the Federal income tax to the income
from interest upon municipal obligations, or the income of municipalities or
their agencies by act of Congress or by regulation of the Department of Internal
Revenue or by any other method;
Resolved further, That the League of Virginia Municipalities advise the Con-

gressional Tax Revision Committee of its position on this proposal, take active
stops during the coming year to protect tine interests of the municipalities of
Virginia, and send copies of this resolution to the chairman of the Committee on
Tax Revision, to the United States Senators and Members of the House of Repre-
sentatives in Congress from the State of Virginia and to the American Municipal
Association, the National Federation of State Leagues of Municipalities.

RESOLUTION BY TnlE ALABAMA LEAGUE OF MUNICIPALITIEs, MONTOOMERY, ALA., ON

THE FEDERAL TAXATION OF MUNICIPAL SECURITIES

Whereas the Department of Justice now interprets the decision of the United
States Supreme Court in Hlelvering v. Gerhardt as holding that the Federal Gov-
ornment has the supreme power to tax all State and municipal employees, and

Whereas all State and municipal employees now face the Imminent danger of
paying income taxes upon all salaries earned since 1020, and

Whereas the Federal Government now chis to have the supreme power to tax
future and outstanding. State and municipal securities, as well as the revenues of
State and municipal agencies: Now, therefore, be It

'Resolved by the Alabama League of Muncipalities, acting by its executive and
legislative cominittees in. session assembled at Montgomery, Ala,, on the 28th day
of December 1988, That congressional legislation should be passed at the'next
session 'of Congress limiting any taxation of State and municipal officers and
employees to salaries which they receive in tine future; and be it further

Resolved, That the Alabama League of Municipalities Is opposed to the taxation
of State and municipal securities by the.Federal Government, unless the consent
of the States Is first obtained through a constitutional amendment 'permitting tine
reciprocal taxation of Federal securities, and prohibiting absolutely any Federal
taxation bf State and municipal revenues, or the revenues of State' and muntclpal
agencies; and be It further

Resolved, That the Alabama League of MunleipalitIes hereby opposes the pro-
posed plan of the Federal Government to tax State and municipal securities
except by a constitutional amendment and to obtain legislation prohibiting the
retroactive taxation of the salaries of State and municipal employees, and to
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obtain all absolute prohibition against the Federal Goverinent's taxing the rove-
nues of the States, their municipalities or their agencies; and be it further

Resolved, That certified copies of this esoution he sent to the Attorney General
of the United States, to the chairman of tile Senate Finance Committee, to the
chairman of the House Ways and Means Committee, and to the Members of the
Alahbania congressional delegation as soon as may be.

The CHAIRMAN. We might be able to proceed with another witness.
I am advised nothing has been taken tip on the floor, and nobody

has asked for any time. We might call Professor Fairchild next.
Before you begin, Mayor LaGuardia has asked for insertion into

the record of resolutions from various cities, beginning with the reso-
lution from the city of Philadelphia, and letters front various other
cities and individuals, in opposition to this tax on outstanding or
future issues.

These will be entered into the record.
(The resolutions referred to are as follows:)

CLERIC'S OFICr,, CITY COUNCIL,
Philadelphia, February 26, 19412.

Sin: This Is to certify that the following Is a true and correct copy of the
original resolution passed by city council and approved by the acting mayor on
tile 26th day of February 1942.

RESOLUTION

Recording the opposition of the city of Philadelphia to the imposition of a
Federal Income tax on Income from municipal securities; and directing the
presentation of this resolution to the Mayor for his approval or disapproval,

Whereas, the Secretary of the Treasury of the United States has submitted
a proposal to impose a tax on the income from municipal securities; and

Whereas the Imposition of such a tax would Increase the cost to the city of the
refinancing of outstanding securities, and the cost of new securities now authoy-
ized or which may be authorized for essential and necessary municipal Improve-
ments; and

Whereas any such increase In cost would result in an Increase In municipal
taxation and would Impose an additional burden upon the taxpayers of the
city ; and

Whereas the Increase in cost may be so prohibitive as to prevent entirely
the refinancing of existing securities or tile raising of new money to finance
necessary municipal Improvements; and

Whereas the Imposition of a tax on the income of municipal securities Is,
In actual fact, the imposition of a tax on the municipality which issues the
securities; therefore

Resolved, by the Council of the City of Philadelphia, That the city of Phila-
delphia declares its opposition to any proposal to impose a Federal tax upon
the income from municipal securities.

Re.solved, That the mayor be authorized to send copies of this resolution to
the Senators and Members of the House of Representatives from Pennsylvania,
and to the members of the House Ways and Means Committee and the Senate
Finance Committee.

Resolved, That the clerk of council be and is hereby directed to present this
resolution to the mayor for his approval or disapproval.

Attest:
WILTTAM W, FETON,

Clerk of City Cqoneit.

A RESOLUTION BY THE CITY COUNCIL OF TilE CITY OF CINCINNATI, OHIO

Dis4approving any legislation by the Congress of the United States providing
for the subjection of the instrumentalities of State and local goverlilleits to
Federal taxation.

Whereas council of the city of Cincinati has been advised that renewed
efforts are contemplated to submit legislation before the Congress of the United
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States, providing for the Federal taxation of municipal bonds and other instru-
mentalities of State and local governments; and

Whereas the Supreme Court of the United States has for the period of more
than 10 years, consistently ruled that the Constitution of the United States
prohibits States from taxing essential governmental Instrumentalities of the
United States Government and tire Federal Government from taxing essential
governmental instrumentalities of State and local governments; and

Whereas the operation of said constitutional restriction has been to the
fiilanal advantage of both' Federal and State Governments; and

Whereas the adoption of the proposed legislation would not only be a violation
of constitutional principles, but would be grossly unfair unless Congress at tire
ame time provided for the subjection of the instrumentalities of the Federal

Government to State and local taxation; and
Whereas, in particular, in the city of Cincinnati, the Federal Government has

refused to recognize its obligation to pay a benefit assessment of $09,091 assessed
against its property for the.widening and lthproveprent of East Fifth Street or
to pay its equitable sitare of the street-lighting'6 s along its property, and
has obtained an order in the Federal court setting Aside and canceling said
assessment as belig unconstitutional and beyond tie power of a subdivision of
the State of Ohig to levy; and 4

Whereas the taxation of municipal bonds would tend to iniermlse the interest
rates on sucibonds fromn 0.60 to I percent, which increase will be directly borne
by tire locr4'taxpayers and amount to ninny mill1ous of dollars wore than the
revenues Which would accrue to the Federal Government; and

Wierea's In this time of grave national crisis, tire fullest cooperation between
the Federal and local government of the United StatesIs essential to the success-
ful prosecution of out common werieffort : Now, therefore, le it

Resolved by the (ouncit of th Ofty of Cfncierati, State of Ohio: 
SwcN:r- 1. That this rouneil dtonpprove tire eqretment of aiy legislation by tire

Congress of the United States providing for time taxation of essential goiernrental
Instrurupntallties of Stat(and local goyornments contrAry to the constitutional
provisidlis laid dow and maintained by tie Uptled States Supreme Cou for more
than 100 years.
So. 2. Tlni the clerk of tounleli be and lie is authorized and directed to trans-

mt certified copies of this resolution to the following Members 04 Congress:
lon. Walter F. George, chairman of the Senare Fihnce Conimittee, Ubited States
Senate; Hon. Robert A. Taft, United., States Senate; lion. HnaroI4 I. Burton,
United States Senate; Ion, Robert L.'Doughtn, chairman of the House Ways
and Means (omInittee, United States House of Representatives; flon. Thomas A.
Jenkins, United States House of. Representatives;, lIon, William E, Hess, United
Slates House of Representatives; lorn- arles H, Elston, Unltpd States. House of
Representatives.

Passed, Febrrary 18, A. D. 1942.
JAM.s 0. STEWART, Mayor,

Attest: ' ,,
AL. J. BrcrTorz, Clerk.

Rese TOrION BY THE CITY COUNCIL OF BOSIeN, MAMs.

Whereas it is essential In this grave national emergency that municipalities be
permitted the utmost freedom to adapt themselves to the changes in the economy
of their citizens consequent upon the war effort of the United States; and

Whereas any additional imposition upon the borrowing capacity of municipali-
ties will curtail such freedom in many Important directions; and

Whereas the city council of the city of Boston has been Informed that the
Secretary of tire Treasury has indicated in a public speech the purpose of his
Department to attempt to extend to the -interest on municipal bonds the pro-
visions of the Federal income tax laws; and

Whereas any such amendment of such laws would increase the burden already
borne by the city of Boston and might well result in temporary destruction of its
borrowing capacity; and

Whereas the said city council is informed that the advantage to the United
States from such a change is not to any degree commensurate to the disadvantage
to the city of Boston or to the other municipalities of the country;
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Now, therefore, the city council of the city of Boston protests against ally
amendment to the Federal Income tax laws subjecting the Interest upon its bonds
to such taxation, and hereby requests the Representatives In Congress of the
citizens of Boston to oppose the enactment of any such legislation.

Adopted unanimously.

RESoLuTioN No. 22104 OF THlE COUNCIL OF THE CITY OF PORTLAND, OREG.

Whereas there is Indication that certain agencies of the Federal Government
are renewing their efforts to attain passage by Congress of legislation which
would Impose a tax burden upon State and municipal securities, including the
Inlposition of 0 tax upon-stlch securities which are now outstanding, even though
the imposition of such t' tax would impose tremendous financial burden upon
those taxpayers who are called upon to support units of local government, and
particularly In a community such as the city of Portland, Oreg., where the bulk
of taxes levled for municipal purposes is a direct charge upon the realty and
imposes a very definite burden upon the owner thereof: and

Winreas this increased burden upon local financing can only be reflected by
an increase Ia tie Interest rates which local taxpayers will be called upon to
pay; and

Whereas even If reciprocal tax authority is granted to the States for the
purposes of taxing Federal securities, the same would be of no benefit to
political subdivisions of the State, Including municipalities, and would benefit
the Statcs only to the extent to which Federal securities are held within their
boundaries and would, as a matter of fact, be of particular benefit only to those
States in tie eastern part of the United States where the bulk of Federal securi-
ties ore held as Investments; and

Whereas repeated efforts in the past to obtain passage by Congress of legis-
lation which would burden State and municipal securities with a Federal tax
have met with failure as a result of the Members of Congress realizing that
sucl a tax would be an unfair burden upon the taxpayers of the States and
political subdivisions thereof; and

Whereas the Cuneil of the City of Portland, by motion regularly adopted
December 26, 1040, has gone on record as being opposed to such a program by
the Federal Congress, and

Whereas copy of such motion has heretofore been forwarded to the Oregon
delegation In Congress and the members of the House Ways and Means Cons-
mittee and the Senate Finance Committee: Now, therefore, be it

Resolved, That tile Council of the City of Portland, In regular session assembled,
does by this resolution reiterate its opposition as voiced by the motion adopted
December 201, 1940, to a program of Federal taxation of State and municipal
securities as It appears Is now contemplated, and does by this resolution renew
sucll opposition particularly in the light of the present emergency and the
burden Imposed upon units of local government carrying on their civil-defense
program and in their many activities conducted in conjunction with the national-
defense program for which tile local unit of government obtains no compensa.
lon ; and be it further

Resolved, That a copy of this resolution be entered upn( Ie mitites of tlh
council and coiies be sent to the Oregon delegallon In Congress and to the
officers of the United States Conference of Mayors (Paul V. Batters, executive
director), National Institute of Municipal Law Officers (Charles S. Rhyne,
executive director), both of 730 Jackson Place NW,, Washington, D. C., and to
the members of the House Ways and Means Committee and the Senate Finance
Committee of the Federal Congress.

Adopted by the council, February 5, 1942.
WILr H. GIBOsoN,

Auditor of tirc Citl of Portlawl, Oreg.

RESOLUTION OF TTIE CO EMISSION OF 'rIn CITY OF BInRMINHAM, ALA, '

Whereas It Is obvious that the economic effect of Federal taxation of the
Income from municipal bonds would be the etaction by bondholders of Interest
rates upon future Issues of municipal bonds sufficiently high to exonerate.them
from the burden of such taxation, and to cast such burden upon the general
revenues of the issuing municipalities; and
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Whereas such Federal taxation would amount to no more than disguised
Federal taxation of tie tax revenues of municipalities, and would be but
another step toward destruction of ti sovereignly of the States and their
Instrumentalities; and

Whereas a tax on future issues of State and municipal bonds would raise
practically no revenues whatsoever at this time, and no appreciable amount of
revenue for a very long time to come, but would immediately very substantially
increase the cost of necessary municipal borrowing; and

Whereas Secretary Morgenthau's proposal to also tax income from local
Government bonds now outstanding would clearly be on the part of the Federal
Government a violation of implied contract rights on the part of the purchaser
and holder of those bonds, and which implied rights have been recognized for
many years by the Federal Government; and,

Whereas such a breach of good faith on the part of the Federal Government,
would be one of dishonor, and would serve to impair the confidence of the
people in their Government's pledges: Therefore be it

Resolved by the commission of the city of Birmingham as follows:
1. That this commission do, and it does, hereby, express its determined

opposition to any proposal for Federal taxation of the income from municipal
bonds, 'either those to be later issued or those already issued.

2. That the city clerk he, and she hereby is, instructed to send a certified
copy of this resolution to each member of the Senate and Hoase of Representa-
tives from Alabama, and to each member of the Senate Finance Committee
and the House Ways and Means Committee.
STATE OF ALAaAMA,

Jefferson County:
I, Eunice S. Hewes, city cleric of the city of Birmingham, do hereby certify

that the above is a true and correct copy of a resolution duly adopted by the
commission of the city of Birmingham at its meeting held February 10, 1942,
and as same appears of record in minute book A-26, of said city.

Given under my hand and corporate seal of the city of Birmingham, this the
10th day of February 1942.

f[sALI EUNIo S. Hirwre, City Cflerk,

RESOLUTION No. 43 OF THE COUNCIL OF THE CITY OF SCHENECTADY, N. Y.

Whereas Mayor Mills Ten Eyck, of the city of Schenectady, has been Informed
through a communication received from the United States Conference of Mayors,
dated January 28, 1942, that efforts will again be made in the present session of
Congress to enact legislation subjecting municipal bonds to Federal taxation, and

Whereas at the recent annual conference of the United States Conference of
Mayors a resolution was adopted on January 14, 1942, reiterating a determined
opposition to the continued attempts of the Treasury Department, either by
statute, administrative rulings, or by Judicial decree, to impose a Federal tax on
State and municipal bonds, and

Whereas this council and the administrative officers of the city of Schenectady,
N. Y, are onvIneed that the Feelornl taxation of municipal bonds will bring about
an Increase in the cost of all future municipal bonds, which will have to be
absorbed by the imposition of additional burdens on city real estate, which Is the
present main source of municipal revenues, and

Whereas there Is no compensating revenue for thie cities, and the taxation of
municipal and State bonds will tend to break down the entire constitutional
theory of State and municipal sovereignty, and should the Federal Government
be permitted to tax future bonds, it is likely to result in the Government's taxa-
tion of all outstanding bonds, and the possibility exists that once the Federal
Government obtains such right that it may also resort in the taxation of munici-
pal revenues: Now, therefore, be it

Resolved, That this council is in full accord with the action taken on January
14, 1942, at the annual conference of the United States Conference of Mayors,
and further expresses Its disapproval of any proposed legislation or attempt, in
whatever form it may take, which has for its purpose the taxation of municipal
bonds by the Federal Government; and be it further

Resolved, That a copy of this resolution be immediately sent to Senator Robert
F. Wagner, Senator James At. Mead, Congressman Frank Crowther, the House
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Ways aid Means 'Committee, Senite Finance Comittee, nd I'lii V. Bollters,
executive director of the United States Conference of Mlayio's.

CIrY CLrs'S OFFICE, City of Schlecta/y, s:
CITY AND COUNTY OF SCIIEN'.trADY, Strie of New York, ss:

I, Sinilol El iit, city clerk of tle elty of Schnoctiudy, N. Y.. to leretby certify
tihat the resolution (if which the foregniig Is t true copy, was duly adopted by the
(ouritil of tire City ot Selienec tidy, N. Y., it a ievling the reof, held In the city
halI i the city of Schieetady, N. Y., on t ie 2d tiay of r, elrbuary 1042.

Witness ly hiind fit Scheliettiidy, N. Y., the 11th tily pf February 1942,
SIMON ETICIN,

Clty Clerk of Schenectady, N. V.

A ItSOt.U'iION OF THl COUNCIf OF TIHE ('IrY OF NoItoi, VA., REGAoRDING FEEi:AL
TAXATION OF MUNICIPAL i.NIi4

Whereas the (Coiincil of ite City of Norfolk Is w ilvised thlit I in lll irobiilly
efforts will be directed, during the appriuching ;tesslitn of the Congress of the
U.Tntiel StItes, towiwrd tie enactllient of legislithit, subJcillig xitililciptil biids
to Federal toal itnoi Nt w, therefore, Ie It

Resolved:
SECTION 1. That the Counil of the Cily of Norfolk deosires to record its

strenuous and determilied oltposilon to any proposed legislation iry the Congress
of the United States which seeks to subject municipal securities to Federal
tirxation, rellevitg that smli legislation, 11' rlli'teid, would not only seriously
haindieip nullilclptil liiinces hiut Olld leld to hireaf iliVi lihe wiule itistl-

tuttIll theory of State and 11111tillirl soverelgilly.
S4:u. 2. 'flhat the city elerk be, ,ind( he Is herby, authorize find I istruil ed to

forward certifled copies of this resolullion to flie Iteilresenlatliv s Ii Corngiess Of
the Slate of Virginla.

Adopted by the coiell Jiniitry 7, 11141.
A true copy.
Teste:

JNo, D. ('olim|Tt, Clity Cltrk.

A RE.SOTrIoN 1Y Tilt: CITY COUNCIL OF IH)lSTiN TI.i., OI'POsINO Arii' MPTs Ot'
'Tic 'i'itEAsjIIY Dr. RT ' io I 'Os: A FInIRA T 'lAx tiN STAT'I ANT) MUNICIPAL
BoNDS; I)IIi;'iINO TIME 3AYoii TO FORIwAmiD A CoPv OF Titns ]ltt:somrlUON TO TilE
C'oNarIEss, TiE PIMIt)DENT OF TIIE UNIU 'rIi, ' 'IATEs, AND TE SI.:it'iI'AIY OF TtE
''rliEASUirY, AND DtECLAIIIN AN Ex.wiEENoY

W1hicienls the Uiiitei StitOs Colfellee tf' lyors ais repeltitily alid il nitl.
nlitsly expressed Its tiipilatible 1)s111)slllol to 'Treasliry i ttilpi tir Iliiposo it
Federal tttx ol the inpoie froni Sltite antd rnirclitil lioiids; tind

Vher'eas In this tiiine of grave irtIoiial crls lhe fullest coiportn botwen
the Feoderal antd iunii'il Got'ernuonts of the th'nlii Stittes Is ,ssenit iil to the
stci'cessful Prosecution of out' war efft; tind

,vlnerert, despite tills grave ltntonal enirginy aid iit' iteet for corielel
inily of ptirporse filith gotrt will betw cin the spiltn to hiittvlnct's of Orue Gorver tll,

the Treasi'y departmentt. lersists In its efforts to impose it 'edertI tax utpon
the Itioine from State aild iniilleltil ttonid aini thus nedlessly resurrect." this
highly cot'rovei'sl, ind i ttIr titlg dtrni'sl Ic issle findl

Vhereis i t x oi future lsJqsts of Stit itt lid mit leitl fiborids would raise
pa'iitieilily 110 revea'lUOs whtltlmoever 'It this ll tiie fid y'tt wold sutellil it11'y
lrreaso the ceost of mtiliit i Iitor'rowing: Now, thirefrire, It Is hereby

Resolved by the City Colrwil of fl e ('i/ of Itousilon:
Sp'ECION 1, 'hiit we hereby relleriile tim letoruillncd Osirteln of the United

Stnile!s Confereoce iof Miyors to the ct'inutid attempts if lhe Treisury Ditlart-
laent, either by sttitute, adihilnistritivc i'tulings, or try judihlitl docre, to nlioseo
a Federal tiix tn State flld 11ltehljril bonds ; anti(

SIx', 2. Thiatin is listst count r'orsl III lionistle Issuo shottulthnot fit this tile
lie perllitted to I'rittlo and disturb fhit whclehettd cooperation In our Alner-
icll wir effort which Is the objective at iiIiritse of [Ie cistts of Alniericti ; ind

SEe, 3, That the iayor of the city of Houston ie. id lie hereby 1s, directed
to forward a copy of this resolitin to the Conigress, the President of tile Unilted
States, and the Secretary of the 'retsu'y.
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S;c, 4. The Nat Ilml the attempt to impose t Federal tax on the Income from
runlclpl bonds will raterlally Increase costs on nmulclpal borrowings now
contemplated by' ie city of Houslon cost itutes a public emergency requiring
that this resolution be passed finialy on tihe (1ate of its introduction, and (h
nnyor having Iii writing declared to existence of such emergency till(] re-
quested such passllg8, this resolulion 8Itall he passed finally on tile date of Its
introduction, this d day of March A. 1). 1042, 8n(1 shall take effect Immediately
u1jl1 its passage and approval Ey the innyor.

Passed this 31 day of March A. 1). 1912.
Approved this 3d (Iay of March A. D. 1912.

C. A. PICKET',
Mayor of the City of Iouston.

A RlESOLUTION IY 'I iE BORIi (4 ('OMM ISiONEIIS OF Moiiii., At-A., Pi(OTESTIN THY'
ErFOIr OF THiE SCIETAay OF THil, T1As(itY OF TlE UNITED STATES TO TAN TINE
INCOME FlIOM MUNICIPAL SHCUIlTIS

Whereas It Ihs bori called to e he attention (if the members of tills hoard
that the Secretary of Ilie Treasury of tile United Slttes plans to again present
to the Congress arid to li'g Ile 'etlactmnt of a bill which would make the
Income front miniilelpal soeurlill's snlbJect to the Federal Income tax law, whether
tile secuiitles be outstitandilg or whet her they are to be Issued in the future,
using s iti prelenste fi'e claim that the extelnsioln of the tttx to Include suteh
securities is necessary fin' the national defense; and

Whereas from a sttltly of the question this board Is of the opinion thlt tIn'
extension of the tax to Iicltde tile Incon front su('h securities woul pltice the
finiani's t ii e hitOlittl of Iceal self-govermntn ft tile hands of the Federal
Govermnent, thereby ttnduing to destroyy one of tile fuandanental prineilpies upon
which our systeni of government w's founded, til(] raking dual sovereignty
arid locil ,s'elf-governernt exist only Itr nitno; ad(1 this board Is further of the
o)nion fro it study of til' question that the Increase In revenues ganed by
the F'ederal Govinmient by such te xa tiln will be offset many thcs over by the
loss lit revenues tirod by tie hnlhIlity to v'ry on public services by the nimlt('i-
pllitles, if su1h tilx extension is nade elective; id thts board Is a o of the
belief that such nilion will am11ount to a broach (If faith wilh the present holders
of illl kiwi Ip bonds ind oblgatliis; Now IherNefore. be It

Resolved by the Board of Comiissioners of the (Iy of Mobile, That tile
proposal of the Secretary of tite Treasury of the United States to extend the
ippicatton of the Federal Income tax litw to tie income derived from municipal
securities be, and the same hereby Is, declared to be unwise, unsound, unjust,
and to be destructive of the fundllneni(ll tentet of duili sovereignty ad local
self-governmeat which has been (ne of the miain bllwarks of the freedom of
the individual i a Nation which has grown great largely through the freedom
of the Individual; and be it furtlier

Resolved. That It Is the belief of this board that control over its means
of obtaining funds to carry on the functions of tile government of tile city
of Mobile should not he tampered with or encumbered by any Fedetl tix
which will jlrevelnt tile sale of malvipal mcrifies at the best Irice oil-
tliahble tnd whilti will. In nany ilstilices, prevei t their sale altogether by
the inability to obtain legally acceptable bids; andbe It further

Resolved. That the action proliosed has already created a feeling of resent-
ient On lie part of mlunielpal autioritles and their organizations through
nltsrccessfrill litterlpts In tile past to create sich extension of taxation and
control over inunlcllml affairs, and it Is deploredt that the Treasry Depart-
ment should, fit this tine, whlet a need for uiloied effort Is paralnOlint, create
dlscord an01( confusion aid use a pretense of tie need for national (lefense
to illose control front a central authority, when it Is apparent that the
effort to extend srclih Pederm taxation and control was minade when there was
no apparent and irgent defense need; and be it further

Resolved, That the city clerk lie, aid he hereby Is, eithorlzed and diected
to snd copies of tints rcsolutIon to the United States Conference of Mayors,
to tile NatiornI Institute of Munellil Law Olilcers, to each memle'r of tie
House Ways and Menq Committee, to eacll rnember of the Senate Finince
Committee, mid to etch member of the Alabama delegation to Congress.

Adopted obrrltm'y 10, 1042.
S. H. HEaRx, City Clerk.
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RESOLUTION BY THE COUNCIL Oi1 THE CITY OF SAGINAW, MICH.

Whereas the city of Saginaw, Mich,, has expressed its opposition to Treasury
attempts to impose a Federal tax oil the income from State and municipal
bonds, "Ind

Whereas in this time of grave national crisis, tile fullest cooperation between
the Federal and municipal governments of tile United States is essential to the
successful prosecution of our wat efforts, and
Whereas despite this grave national emergency and the need for complete

unity of purpose and good will between the separate branches of our Govern-
ment, tile Treasury persists in its disturbing efforts to Impose a Federal tax
upon the income from State and lunlcltial bonds and thus needlessly resurrects
this highly controversial Iand irritating lmestlc issue, and

Whereas a tax on future Issues of State and municipal bonds would raise
practically no revenues whatever lit this time and yet would substantially
Increase the cost of municipal borrowing, now, therefore, It Is hereby resolved,
(1) that the city of Saginaw- Mich., is hereby determined to oppose tile con-
tinted attnipts of tlhe Treasury Department to Impose a Federal tax oil State
and municipal bonds;

(2) That this controversial domestic Issue should not at this time be per-
mitted to irritate and disturb tile wloleiearted cooperation in our American
wiar effort which is tile objective and purpose of the cities of America; and

(3) That the clerk of the city of Saginaw le, and he Is iereby directed to
forward a certified copy of this resolution to the United States Senators of the
State of Michigan, to eacih Congressman froln eacl district of the State of
Michigan, to each member of tile House of Representatives Ways and Means
Committee, an( to each member of the Finance Committee of the United States
Senate.

Adopted by the following vote:
Ayes: Councilhnei Bouteil, Boyd, lirogger, Marxer, Synlons, nid Mayor

Brydges,
Nays: None,

STATE OF MICHIGAN,
County of Sagnaw, ss:

I, Frank B. Niederstadt, clerk of the city of Saginaw, county and State
aforesaid, do hereby certify, that I have compared tile annexed copy of excerpt
of council proceedings of tile regular meeting of tile Council of the City of
Saginaw held February 2, 1942, with reference to a rcqolution adopted by said
council, with the orlginl on file In this offtet, and that it is a true and correct
transcript therefrom anid of the whole of such original.

In witness whereof, I have hereunto set my hand and affixed the corporate
seal of the city of at Saginaw, Mich,, this 5th day of February 1042,

Passed February 2, 1942.
Attest:
[SEAL] FRANK B. NIEDERSTADT, City Clterk.

RMIsoTION BY TH COUNCIL, oF, rt: Crry OF SAVANNAH, GA.

By the comllillittee of the whole:

Whereas legislation is now pending in the National Congress to titx municipal
bonds; and

Whereas such a tax on municipal bonds would render theul less saleable and,
at the sane thne, adversely affect tie value of said bonds; allrd

Whereas the mayor 1nd aldermen of tile city of Savannah are opposed to
such a tnx oin municipal bonds; and

Whereas tile ilnyor and aldermen of the city of Savannah have issued a half
million dollars of National Defense bonds and such a tax would adversely
affect the sale of these bonds: Therefore, be it

Resolved by the mayor and aldermen of the city of Savannah in council
asse bled and it is hereby enacted by the authority aforesaid, 'Chat tie mnyor
of the mayor and aldermen be and lie is hereby authorized and direeted to
register the opposition of the nayor und aldermen of the city of Savannah to
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such a tax proposal by communicating with the two Senators from the State
of Georgia and with the Congressman of the First Congressional' District of
Georgia, expressing the opposition of the mayor and aldermen of the city of
Savannah to such tax proposal,

I, P. J, McNamara, clerk of council, do hereby certify that the above is a
true and correct copy of resolution adopted by the inayor and aldermen of the
city of Savannah ili council assembled, February 11, 1942,
[sI,,A,] P. J, McNAMARA, Mcr* of Counrcfl,

A RESOLUTION BY TIlE CITY COUNCIL OF YOUNosTowN, OHIO

Expressing the opposition of members of the Council of Ihe City of
Youngstown to contemplated congressional action looking to the
inposition of a Federal tax on State and municipal bonds; authoriz-
Ing the forwarding of copies of this restiltton to various niinie'rs of
Congress; and pr'ovldlng ihat this resolution shall be an emergency
leaslre

Whereas because of the unusually Increased need for additlolial funds ly
the Government of the United States In the prosecution of tile war and to meet
the expenses incident to same, it is now, and has long been contemplate( that
Congress enact laws imposing a Federal tax upon State and municipal bonds
for tile purpose of realling sonic of the needed money and to remove tax-free
honds fro1 the markets of the country; and

Whereas the need for additional money by municipalities and States is also
of prile illilplrtanee arid necessary in the conditions now confronting our
country and Its subdivIsions aad the 111ricets for Ih sale of bonds of such
sabdivision ; and

Whereas no apparent benefit can be pointed out as being realized through
thim Iposition of such tax by tile Federal Government upon bonds of States
and municipalttles other than a slight amount of revenue out of all proportions
to the burden of additional cost and interest In the saie of said bonds that
would be placed upon the citizens of tile States and municipalities, which addl.
tional expenses to tile States arid municipalities would be in excess of the
revenue return which might or could be secured by the Federal Government
by the Imposition of such tax; antI further, because of the grave doubt wlllch
exists in tile miinds of constitutional authorities as to the constitutionality of
the enactinent of such law by Congress: Now, therefore, be it

Resoltd by the Countcil of the City of Youigstown, State of Ohio, three-
fourths of all its tei ber cctleld threto conctirring-

SECTION 1. Tiat we as the legislature of the city of Youngstown, duly elected
to the council thereof, express herein our opposittios to tire continued attempts of
the Treasury Departiment of the United States, either by statute, administrative
rulings or by Judicial decree, to impose a Federal tax on State and nmauclpail
bonds for the reasons that such tax will, In the judgment of the nietihers of this
council, Increase the costs covering tie sale of stch bonds, limit the market for
salie and Impose an Increased cost of interest cliarges to be able to dispose of such
bonds il any hotd niiarlt, which incrcvas(i om.s will. be out of Jill lolortions to
tile small return which might lie able to be secured through taxation by the
Federal Govornment, and for the reason of grave doubt as to the coistit litlorality
of such entictnent,
SEC. 2. That the clerk of council be and hereby is directed and ordered to

forward copies of tire above resolution to the chalirmai of the Ways and Means
Committee of the House of Representatives, to tire chairman of the Finance
Committee of the United States Senite, to both Senators of the Slate of Ohio
nfd to the Congressmnan of the Nineteenth Congressional District of the State of

Ohio.
Sro. 3. That this resolution is lhreby declared to be on emergency measure

si.cessary for tire ininedlate preservation of the public peace, welfare, and safety,
the emergency being the necessity of irlttreliately calling to tire attention of the
Congress of the United Sites the danger which would arise to States and u1111r ici-
palities througliout the Cetnmry tlrourglh tile oractrneirt of any legislation by Colr.
gress of the Unitied States looking to tle Federal taxation of nliilcipal bonds,
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and as such this resolution shall takb effect and be in force Inmdilately upon its
passage and approval by the mayor.

Passed in council this 9th (lay of February 1942.
ArHus GuNDrY,

Attest: -
President of CounciL

JNO, H. LEM N,
Cerk.

Approved this 10th day of February 1942.
WxLLIAM B. SPAGNOLA,

Mayor.

RESOLUTION BY THE CITY COUNCIL OF CIARI=rE, N. C., CoNDnuNNO FEDERAL
TAXATION OF MUNICIPAL BONDS

Whereas a proposal is being sponsored by certain Federal oflclals for the
taxation of the securities of States and their subdivisions and agencies and,
whereas, the Federal taxation of municipal bonds would be reflected in either
an Increased Interest rate or a lower sale price, which would mean an Increased
burden upon city taxpayers and, whereas, all sources of city taxation are rapidly
being curtailed except the field of ad valorem taxation of real and personal
property, which are already overburdened with taxation and, whereas, the
Federal taxation of local bonds would vest in the Federal authorities a means
of controlling local affairs not contemplated by the Federal Constitution: Now
therefore be it

Resolved, by the city council of tAe city of Charlotte, this 11th day of Pebru-
ary 19412; (1) That the city of Charlotte opposes any attempt to add to the
cost of State and municipal governments by the Federal taxation of the securi-
ties of States, their subdivisions and agencies.

(2) That the city of Charlotte opposes this proposal regardless of whether
or not the reciprocal right is granted to States and cities to tax Federal securi-
ties because Federal securities are so scantily held within tile State of North
Carolina as that such reciprocal right would not produce revenue sufficlent to
offset the loss which the State and its subdivisions and agencies would lose by
the proposal.

(3) That the city of Charlotte urges all Members of both Houses of Congress
to support legislation in Congress at the 1942 session designed to prevent tie
taxing of outstanding bonds, or future Issues, of the States, municipalities, and
their instrumentalities.

(4) That the city of Charlotte endorses the objectives of the Conference on
State Defense and the United States Conference of Mayors so far as same are
consistent with this resolution and states its willingness to cooperate with State
organizations In furthering said objectives.

(5) That a copy of this resolution be sent to all Members of both Houses of
Congress from the State of North Carolina, to the members of the House, Ways
and Means Committee, to the members of the Senate Finance Committee, and
the North Carolina League of Municipalities, and to the attorney general of the
State of North Carolina.

RESOLUTION ]IY THE CrY COUNIr. OF LANSINO, MiaL.

I, Bertha Ray, clerk of the city of Lansing, MIch., do hereby certify that I
have compared the annexed copy of resolution passed by the City Council of
the City of Lansing on March 9, 1942, relative to taxing State and municipal
bond incomes with the orighial now on file in my office, and that it is a correct
copy thereof, and of the whole of such original.

"By Ways and Means Committee:
"Whereas the Treasury Department has again brought up the subjectt of

Federal tax on the Income from State and municipal bonds; and
"Whereas in this time of grave national crisis the fullest cooperation between

the Federal and municipal governments of the United States is essential to the
successful prosecution of our war effort; and
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"Whereas despite this grave national emergency and the need for complete
unity of purpose and good will between the separate branches of our Govern-
ment, the Treasury Department persists in its disturbing efforts to Impose a
Federal tax upon the income from State and municipal bonds, and thus need-
lessly resurrects this highly controversial and Irritating domestic issue; and

"Whereas a tax on future issues of State and municipal bonds would raise
practically no revenues whatsoever at this time and yet would substantially
increase the cost of municipal borrowing: Now, therefore, be it

"Resolved by the City Council of the City of Lansing, Mich, That we are
definitely opposed to the attempts of the Treasury Department either by statute,
administrative rulings, or by judicial decree to impose a Federal tax on State
and municipal bonds; and further

"That the Treasurer and Congress should keep in mind what the Supreme
Court has said: 'The Power to Tax Involves tire Power to Destroy'; and further

"That copies of this resolution be sent to the members of the House Ways
and Means Committee and the Senate Finance Committee as per attached list
anti to our Michigan Senators, Hon, Prentiss At. Brown and Iron. Arthur H.
Vandenberg; also Representative Blackney of this district and to Paul V. Bet-
ters, Director, the United States Conference of Mayors, 730 Jackson Place NW.,
Washington, D. C.

"Adopted bythe following vote:
"Yeas-Aldermen Bassett, Coller, Crego, Dell, Graham, Hungerford, Lether.

man, LeClcar, Niles, Russell, C. A. Smith, L. J. Smith, W. R. C. Smith, Snyder,
Starkweather, Stoppel; 10.

"Nays-None."
Passed March 9, 1942.
In witnesV whereof I have hereunto set my lrnd and affixed the corporate

seal of said city, this 13th day of March A. D. 1942.
Attest:
[SEAL] BERTHA RAY, City Clerk.

A ItEsorLvTION BY TiR BOARD OF COMMISSIONERS OF WICI[TA, IKANS., PROTESTINo
THE TAXING OF MUNICIPAL SECURITIES

Whereas in tire past municipal securities have been sold by the city of
Wichita, Kans., at a favorable interest rate, so as to nmintain a reasonably low
tax levy, and low cost of municipal financing in the city of Wichita; and

Whereas according to the best opinion available a Federal tax on the in.
terest from municipal securities would increase the interest rate thereon, by
from 1%2 to 2 percent above present Interest rates, which increase would
necessarily have to be raised by local taxation; and

Whereas the city of Wichita, Kans., and other municipalities are already
raising by local taxation, and expending large sums of money in defense ac-
tivities that are essential to a successful prosecution of the war; and

Whereas the great bulk of local taxes in tire city of Wichita are raised by
levies on real estate, and any increase in the tax levy would place a direct
burden on thousands of small home owners in the city of Wichita: Now, there-
fore, be it

Resolved by the Board of C commission ers of the city of Wichita, Kans., That
we hereby protest the taxing of municipal securities, and hereby record our
opposition to any proposal to impose a Federal tax on the Interest from
municipal securities; be it further

Resolved, That the city clerk be, and lie Is hereby, directed to forward certified
copies of this resolution to iaemlers of the House Ways and Means Committee,
to members of tire Senate Finance Committee, and to tire United States Senators
from Kansas, and to the Congressman from this district.

Adopted at Wichita, Kans., this 16th day of February 1942.
JOAlNs I. DonsoN, Mayor,Attest :

[ SFL] C. C. Eans,
STATE OF KANSAS, City Clerk.

Sedgwiok Courly, City of Wichita, s,n:
I, C. C. Ellis, city clerk of the city of Wichwa, Kans., do hereby certify that

the above resolution entitled "A Resolution by the Board of Commissioners of
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Wichita, Kans., Protesting the Taxing of Municipal Securities," is a true, correct,
and compared copy of the original resolution adopted by the Board of Commis-
sioners of the City of Wichita, Kans., on February 1, 1942, and on file in this
office.

Witness my hand and the seal of the city of Wichita, Kans., this 17th day of
February 1942.

[SEAL] C. C. ELLIS,
(itp Clerk.

RESOLUTION BY THE CITY COUNCIL OF DURHAM, N. C., RkECOItING OrrosTION To
PROPOSAL THAT INCOME FROM MUNICIPAL AND STATE BONDS BE TAxED BY
FEDEIBAL GOVIaNMENT

Whereas it has come to the attention of this council that the Congress will be
requested to pass, and will consider, legislation providing for the Federal taxation
of the Income from State and municipal bonds; and

Whereas the proposal is not only that the income from future issues of State
and municipal bonds be taxed, but also that the Income from such bonds which
have already been issued and sold be taxed; and

Whereas, a Federal tax on the Interest from municipal bonds would greatly
increase the cost of financing for the city of Durham, and it is estimated would
bring about an increase of from three-fifths to 1 percent on all future municipal
borrowings; and

Whereas had such a tax been in effect when the city of Durham bonds now
outstanding were issued, the additional interest cost to the city of Durham as
of the fiscal year which ended June 30, 1941, would have been between $45,000
and $75,000, which would represent an increase in the tax rate of this city of
between 5 and 81/ cents on the $100 valuation of the total assessed property
within the city of Durham; and

Whereas the city of Durham cannot levy any tax upon the interest derived from
bonds issued by the Federal or State Governments; and

Whereas the bonds heretofore issued by this city were purchased upon the at
least implied understanding that the income to be derived therefrom would not
be subject to taxation, and the rate of interest at which the city became thereby
obligated to pay upon said bonds to their maturities was accordingly made lower;
and the city and its taxpayers have already received the benefits of such lower
rate of interest and will continue to receive these benefits until the bonds are
retired at their several maturities; and

Whereas the municipal bond market lies already been upset by this proposal
of the Treasury Department; and

Whereas local governments form the backbone of our democratic form of
government which we are all endeavoring to protect and defend from the
assaults of the Axis Nations, and a Federal tax upon the income from the
bonds of States and municipalities will tend to weaken and undermine the
sovereignty of local government and the principles of democracy upon which the
theory of dual sovereignty rests; and

Whereas it is the considered opinion of this council that our theory of dual
sovereignty he maintained, especially in these times Of emergency when the
governing body of this city has already been called upon and will continue to
be called upon for greatly increased efforts in behalf of notional defense and
security; and

Whereas it Is the opinion of this council that the Imposition of a Federal tax
on the Income from State and municipal bonds cannot he Justified upon the
theory that such action is necessary In the interest of national defense, espe-
cially when the entire picture projected by such proposal Is considered: Now,
therefore be it

Resolved by the city council of the city of Durharm:
SnCTION 1. That this council, as the governing body of the city of Durham,

is unalterably opposed to any legislation which will permit the Federal Govern-
ment to tax the Income from State and. municipal bonds which have already
been issued and those which may be issued in the future.

SEC. 2. That the city manager be, and he is hereby, directed to convey the
sentiment of this council to the Congress by forwarding certified copies of this
resolution to Hon. Robert L. Doughton, chairman of the House Ways and Means
Committee; lion. Walter V. George, chairman of the Senate Finance Com-
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mittee; Senator Josiah W. Bailey, Senator Robert It. Reynolds, and Congress.
man Carl Durham, and by requesting these gentlemen to use their influence
and votes against the passage of such proposed legislation.

I, C. B. Alston, city clerk of the city if Durham, do hereby certify that the
foregoing is a true and correct copy of a resolution adopted by the city council
In regular session held February 16, 1942.

[SEAL] C. B. ALS'TON, City Clerk.

RESOLUTION BY THE CrrY COUNCIL o ELIZAruTn, N, J.

Whereas in this time of grave national crisis tie fullest cooperation between
the Federal Government and municipal governments of the United States is
essential to the successful prosecution of our war efforts; and

Whereas despite this grave national emergency and the need for complete
unity of purpose between the separate branches of our Government, tire Treasury
Department persists in Its disturbing efforts to impose a Federal tax upon the
income from State and municipal bonds and thus needlessly resurrect this highly
controversial issue; and

Whereas a tax on future Issues of State and munIcipal bonds would raise prac-
tically no revenues whatsoever at this time and it would substantially increase
the cost of municipal borrowing: Now, therefore, be It

Resolved by the mayor end City Council of the City of Elizabeth:
1. That we, as the duly elected representatives of the citizens of the city of

Elizabeth hereby express our opposition to the continued attempts of the Treasury
Department, either by statute, administrative rulings, or by judicial decrees, to
impose a Federal tax oi State and municipal bonds; and

2, That the Ihayor of tire city of Elizabeth be and ie Is hereby directed to
forward a copy of this resolution to the Members of the United States Senate
from the State of New Jersey, to the Members of the House of Representatives
from this district, and to the members of the House Ways anti Means Committee.

Dated: February 5, 1942.
Approved:

J,ME:s T. KMax, Mayor.
Dated: FEBRUARY 0, 1942.

RESOLUTION BY THE CITY COUNCIL OF QUINOY, ILL,

Whereas the City Council of the City of Quincy, Ill., is advised that the Treas-
ury Department intends to present to Congress a proposed law providing for
taxation of the income of all State and municipal bonds and securities, giving as
a reason therefor tire need to raise money for the defense of this Nation and
the prosecution of the war In which the United States of America is now engaged;
and

Whereas prior to the present emergency resulting from said war, similar pro-
posals have been defeated on grounds of legal precedent and sound governmental
practice; and

Whereas the additional revenue which might be realized by such taxation
would, by comparison with other sources of governmental income, be so trivial
that such taxation eannit be Justified as a defense measure; and

Whereas although national Income would be but little augmented by such a tax,
the cost of municipal government would be greatly increased because of the high
rates of interest on municipal bonds and securities which would directly and
immediately result from such action ; and

Whereas under the operation of fundamental economic laws, the major portion
of such increased costs would not be borne by the holders of municipal bonds
but would be passed on to local property owners, with the result that In our
case most, of the increased tax burden would be placed squarely upon the
shoulders of the citizens of Quincy in the form of higher personal-property and
real-estate taxes and Increased rentals and living expenses; and

Whereas the increased interest rates which would result from the proposed
law would seriously restrict and in many cases entirely prevent needed munici-
pal financing, thereby impairing the efficiency of local government and the service
which it is able to render to the people; and
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Whereas for the reasons hereinabove enumerated, such a tax would tend
to cripple local self government, with a resultant trend toward complete cen-
tralization of power in Washington, contrary to the spirit of the Constitution
and to sound democratic principles: Now, therefore, be it

Re oilved by the City Coanoil of the City of Quincy, Ill.:
1. That the city council does hereby declare its uncompromising opposition

to any legislation which will permit a tax to be levied upon the income of
state and municipal bonds and securities.

2. That it is the consensus of this council that this dangerous and widely
opposed tax proposal should not at this time, and under the false cloak of
patriotism and national defense, be permitted to disturb or hinder that whole-
hearted cooperation and unity of purpose in which Quincy and all other American
cities are uniting to bring the United States of America safely and victoriously
through the war.
3. That copies of this resolution be forwarded to the President of the United

States, to the Secretary of the Treasury, to the Representatives of this district
In the Senate and House of Representatives and to the chairmen of the appro-
priate congressional committees.

By order of the city council, Quincy, Ill.
FmBUARY 9, 1042.

RSoLunoN No. C-8413, OF TIM CITY COUNCIL OF LONO BEACH, CALIF.

A resolution of the City Council of the city of T)ng Beich protesting
against attempts of the Treasury Department of the Uiited States of
America to impose a Federal tax upon State and municipal bonds

Whereas, in this time of grave national crisis, the fullest cooperation between
the Federal and municipal governments of the United States is essential to the
successful prosecution of our war effort; and

Whereas despite this grave national emergency and the need for complete
unity of purpose and goodwill between the separate branches of our Government,
the Treasury Department persists in its efforts to impose a Federal tax upon
the Income from State and municipal bonds and thereby needlessly resurrects
this highly controversial and irritating domestic Issue; and

Whereas a tax on future issues of State and municipal bonds would provide
practically no revenues whatsoever at this time for the Federal Government
and yet would substantially increase immediately the cost of municipal borrow-
ing, and thereby constitute a grave crisis in the conduct of municipal activities
throughout the United States,

Now, therefore, the City Council of the City of Long Beach resolves as follows:
SECTION 1. That said city council, for and on its own behalf, and on behalf

of all of the citizens of the city of Long Beach, hereby protests against attempts
of the Treasury Department, either by statute, administrative rulings, or by
judicial decree, to impose a Federal tax on State and municipal bonds.

Sac. 2. That this most controversial domestic issue should not at this timea,
undr the false pretense of national defense, be permitted to irritate and disturb
tile wholeheartcd cooperation in our American war effort, which is the present
objective and purpose of the cities of America.
SEac. 3, That the city clerk be and lie Is hereby authorized and directed to

transmit, without delay, a copy of this resolution to the two California Senators
arid the Congressman representing the Eighteenth Congressional District, to
the chairman of the House Ways and Means Committee, and the chairman of
the Senate Finance Committee.

SEC. 4. The city clerk shall certify to the passage of this resolution by the
City Council of the City of Long Beach, and cause the same to be postd In thret
conspicuous places in said city of Long Beach, and it shall thereupon take effect.

I hereby certify that the foregoing resolution was adopted by the City Council
of the City of Long Beach, at its meeting of February 17, 1942, by the following
vote:

Ayes: Councilmen Brunton, Clark, Klockslem, Freeman, Fletcher, Ford, Mlox-
ley, Carroll, Gentry.

Noes: None.
Absent : None.
[SH.\] FRtANK J. BaunS. City Clerk.
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COUNCIL RISOrTnirN No. 37614 OF THE CITY COUNCr, OF liUrE, MONT.

A resolhirioi deilariig tile policy of the city of Butte with reltion to and
concerning the inilosithr of it Federal tax ol State and municipal
bouds, arid directing theplicig of copies of this resolution will the
Presideiit of the United States, the Secretary of the Treasury of tile
United Suates, and the Uliited States Serators nid Members of the
H-louse of itcpreseiiatives of the United States front the Sitate of Mon-
tanl

Whereas it has cole to the nteat io of th City Council of the City of Butte
that the'e it in existence n proposed movement for the levy of a Federal tax
ripon and against future and outstanding bond issues of State and municipal
bonds; and

Whereas the imposing of ai Federal tax upon tie income froir State arid inuntc-
lpal bonds of either existing or future Issues would raise practically no revenues
for the Federa Government, but wotild substantially Increase tire cost of proper
ainid necessary rniacipal borrowing: Now, therefore. be it

Resolved by the City Council of the City of Butte:
SucnioN 1, That It Is tire settled sense and policy of the city of Butte to oppose

and it (toes hereby oppose the levying or attempting to levy, either by statute,
administrative ruling, or Judicial decree, the imposition of a Federal tax on
State and municipal bonds.

8xc. 2. That such a proposal at tills time cannot and will not do otherwise
than disturb doilestic traniquilily and detrct from the ionediately present
necessity for nitid effort of the people of the United States to single-mindedly
curry on tile successful prosecution of this country's war effort.

Sc. 3. That a copy of this resolution be forwarded to the President of the
United States, to the Secretary of the Treasury of the United States, and to
tire Senators and Members of the House of Representatives In Congress from
tie State of Montana,

Passed this 18th day bf February 1042,
Approved this 18th day of February 1942.

BAnny O'LtY, Mayor.
Attest :

BERYL WItSON, City Olerk.

RESOLUTION DY TiE BOARD OF CITY COMMrSSIONEsRS OF FABoo, N. J),R.

Whereas the big majority of municipalities througiort the coirntry have from
tire to time expressed treir objection to Treasury attempts to Impose a Federal
tax on the Incorie fror State and municipal bonds; and

Whereas in this tine of grave national crisis the fullest cooperation between
tire Federal ani municipal goverinients of the TJirted States Is essential to the
siiecesstftil iroseertron of our war efforts; and

Whereas despite this grave national emergency aid the need for complete
cooperation alti good will between Federal, State, and ririricipal governments,
efforts are being nid, to Iripose a Federal tax upon income from State and
municipal bonds; and

Whereas tire tax orr issires of State arind nrlrcipal bonds would raise but very
little revenue and yet would substantially Increase tile cost of municipal borrow-
ing: Now, therefor, be it

Resolved, by tlhe Botwd of Oit?) Coliniissioa crs of the city of Fargo:
1. Tqiat we hereby express vigorous objection to the imposing of a Federal tax

o State. and miunicipal bonds.
2, That we deplore tile fact that tills most controversial Issue should at this

time, under tie pretense of national defense, be again brought to the front with
its consequent disturbance of wholeheartei cooperiatioi In the Aierican war
effort which is tire objective of the cities of Anierica,

3. That the auditor be and lie Is hereby directed to forward a copy of ths
resolution to North Dakota Senators and Representatives in Congress anul to
the ciairmrian of tire House Ways and Means Coniriittee and tire Serate Firnaiwe
Committee, and respectfully request that our objections be presented to the
respectlve'cmmnittees and to the Senate and House of Representatives.
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RESOLUTION OF THE CITY COUNCIL O EAST ORANE, N. J,

The following resolution, adopted by the city council on February 24, was
approved by the mayor on February 26, 1942:

"Whereas It appears from the public press that the United States Treasury
Department is advocating legislation in the Congress to impose a tax on the
income from State and municipal bonds; and

"Whereas such legislation would substantially increase the cost of municipal
borrowing, and such costs would have to be absorbed principally by taxes on real
estate at a time when real estate is overburdened with taxes levied to meet
the costs of essential municipal services, plus the cost of financing local defense:
Be it

"Resolved, That it is the Judgment of the City Council of the City of East Orange
that it would be unwise for the Congress to adopt legislation to Impose taxes on
State and municipal bonds, and the city council does respectfully urge the United
States Senators from New Jersey and tlje Congressmen from this district to
oppose any such plan ; and be It further

"Resolved, That a copy of this resolution he forwarded to the Hon. William H.
Smathers, iton. Albert L. Vreeland, Hon. W'. Warren Ilariour, and Mr. Paul V.
Betters, executive director of the United States Conference of Mayors."

Attest:
ALICE 1. WEBSasR, City Clerk.

FPmnuAny 26, 1942,

RESOLUTION BY THE COMMON COUNCIL OF TUE CIn1Y OF EAST LANswno, MICH.

Whereas It has come to the attention of the Common Council of the City of
East Lansing that the Treasury Department of the United States has suggested
the possibility of attempting to tax the income from municipal bonds; and

Whereas the said council feels that any such income is not subject to the
taxing jurisdiction of the Federal Government, and, if imposed, would be greatly
detrimental to the municipality: Now, therefore, be it

Resolved by the Coniaon Council of tie Cily of East Latsing, That we are
opposed to the attempt of any Federal body to impose a Federal tax on municipal
bonds by statute, administrative ruling, or by judicial decree; be it further

Resolved, That copies of tills resolution be sent to the proper committees arid
representatives in Washington, D. C., of the citizens of this community.

Sported by Alderman Mitchell.
Carried.
Yeas: )3arnhart, Lyman, and Mitchell.

RESOLUTION BY THE CITY COUNCIL OF CUMIEIRL.ND, MD.

Whereas the mayor and City Council of Cumberland, Md., has repeatedly and
unanimously expressed its implacable opposition to Treasury attempts to impose
a Federal tax on the income from State and municipal bonds; and

Whereas In this time of grave national crisis tile fullest cooperation between
the Federal and municipal Governments of the United States is essential to
the successful prosecution of our war effort; and

Whereas despite this grave national emergency and the need for complete
unity of purpose and good will between the separate branches of our Govern-
ment, the Treasury Department persists In Its disturbing efforts to Impose a
Federal tax upon the income from State and municipal bofids and thus need-
lessly resurrects this highly controversial and irritating domestic issue; and

Whereas a tax on future Issues of State adil municipal bonds would raise
practically no revenues whatsoever at this tine and yet would substantially
increase the cost of municipal borrowing; now, therefore, it is hereby

Resolved by the mayor and City Council of Cionberland, That we hereby
reiterate the determined opposition of the mayor anal the (City Council of Cum-
berland to the continued attempts of tie Treasury Department, either by statute,
administrative rulings, or by judicial decree, to impose a Federal tax oil State
and municipal bonds; and
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That we express that this most controversial domestic issue should not at
tills time, and under ti. false pretense of national defense, be permitted to
irritate and disturb that wholehearted cooperation in our American war
effort which is the objective and purpose of the cities of America; and

That the finance coinniissioner of Cumberland be nd he hereby is directed to
forward a copy of tills resolution to the United States Senators from Mary-
land, the Congresswoman of the Sixth District, and the chairman of the Ways
and Means Committee of the House,

MAYOR AND CITY COUNCIL OF CUMBERLAND,
By , Mayor.

Attest:
[SEA\L] S.E. 0

City Clerk.
FEBRUARY 2, 1942.

RESOLUTION lY TIME IOARD OF SELECTNTEN OF inooKLINE, MASS,

On motion duly made and seconded the following resolution was adopted:

"Resolved, That we, the members of the Board of Selectmen of the Town of
Brookline, Mass., place ourselves on record with the Senators and Congressman
from this Commonwealth as being opposed to the imposition of a Federal tax
upmi the income froin municipal bonds, and that a copy of this resolution be sent
to ealh such Selator and Congressman and to the proper committees of Congress."

Attest:
AGNES G. KILTION, Secretary.

FvnnuAnY 9, 1942,

RESOLUTION BY THE COMMON CoUNCI, OF BUFFALO, N. Y., hi FEDRA, TAXATION
OF TIMI INcoME FROM STATE' AND MUNICIPAL BONDS

Whereas Federal taxation of the income of State and municipal bonds would
impose a new burden on every municipality and would be a direct violation of
the principle of State and lotal self-government: Therefore be it, and it is hereby

Resolved, That the common council of the city of Buffalo hereby expresses its
disapproval of nny intention or effort on the part of Federal authorities to exact
such a tax, whether on existing or future Issues; and be it further

Resolved, That a copy of this resolution duly certified by the city clerk be
forwarded to each Representative from the city of Buffalo and to ihe United
Slates Senators of the State of New York, and to the members of the House
Ways and Means Committee and to the members of the United States Senate
Finance Committee.

RESOLUTION BY TIE BOARi) OF COMMISSIONERS OF IRVINOTON, N. J., OPPOSING
FEnEAItL TAXATION OF MUNICIPAL AND STATE BONDS

Whereas certain departments of thie Federal Oovernment are preparing to
Introduce into the present session of the United States Congress a bill that
asrrts the right of the Federal Government to tax the Income from municipal
and State bonds; and

Whereas It Is estiated that such a tax would cost the taxpayers of our State
npprcxlmaely several million dollars through the increased cost of municipal
financing: Now, therefore, be It

Rcesolvcd by the Board of Conan fsioners of the Town of frvi, ton, county of
Rsex, State of New Jersey, assembled i regular session on February 10, 19402,
Hereby record themselves as opposing any such legislation as set forth above
rispecthig haxttlon of tie income on municipal ind State bonds, adopted tit a
re.h-ir meeting of the board of commissioners held on the above date; and
be it further

Resorled, That the town clerk be cud lie is hereby authorized and directed to
Iall colies of twih resolution to the Congressmen, president of the United

76003-42-vol. 1-39
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States, and the Secretary of the Treasury, Senators and Members of the House
of the State of New Jersey.

Approved:
EDWARD D. BALENTINE,
J. El)WAR JACOBI,
PEncY A, MILLER, JR.,
HARRY E. STANLEY,
HElRBERT Kaurrscu NIT?,
Board of Commissioners.

I hereby certify that the above is a true and correct copy of a resolution duly
adopted at a regular meeting of the hoard of commissioners held on the 10th (day
of February 1942.

[sEAL] W. H. JAMOUNrAu, Towtn Clerk.

RFSOLUTOrN No. 2890 DY THE COUNcir. OF THE CITY OF JOHNsTOWN, PA.

Whereas it has been brought to the attention of council that an effort will be
made in the present session of Congress to enact legislation imposing a tax
on outstanding, as well as future, issues of municipal bonds, and

Whereas in this time of grave national crisis the fullest cooperation between
the Federal and municipal governments of the United States is essential to
the successful prosecution of our war effort, and

Whereas a tax on future Issues of municipal bonds would raise practically
no revenue whatsoever at this time and yet would substantially increase the
cost of municipal borrowing: Now therefore be it

Resolved by the Council of the City of Johnstoenh Pa., and it is hereby re-
solved by the authority of the same, That we hereby declare our determined
opposition to the attempt of the Treasury Department, either by statute, admin-
istrative ruling or judicial decree, to Impose a Federal tax on municipal bonds;
and

That we express the hope that this most controversial domestic Issue should not"
at this time, and under the false pretense of national defense, be permitted to
irritate and disturb the wholehearted cooperation in our war effort which is the
objective and purpose of the cities of the United States.

And further, that the city clerk 'is hereby authorized and directed to send
a copy of this resolution to our representatives in the Congress of the United
States, to Secretary of the Treasury Morganthau, and to Paul V. Betters, execu-
tive director of the United States Conference of Mayors of the United States of
America.

Adopted February 8, 1942. JOHN A. CONWAY, Mayor.
Attest:

JoHN J. CuLLEN, City Clerk.

I do hereby certify that the foregoing is a true and correct copy of Resolu-
tion No. 2890 as same was adopted by council and signed by the mayor of the city
of Johnstown, Pa.

[SEAL] JOHN J. CTrrN, City Clerk.

RESOLUTION BY THE COMMON COUNCIL OF WIlI E PI.AINS, N. Y., OPPOsINo FEDERAL
TAXATION OF MUNICIPAL BONDS

Whereas it appears that efforts are being made in the present session of
the Congress to enact legislation which would permit the Federal Government
to tax the income from bonds issued by municipalities; and

Whereas the United States Conference of Mayors on the 14th day of Janu-
ary 1942 adopted a resolution reiterating its opposition to such taxation; and

Whereas it Is deemed that such taxation would impose an unfair and
unwarranted increase in municipal taxes on real estate; it is, therefore

Resolved, That the Common Council of the City of White Plains does hereby
concur in and does hereby approve the resolution adopted by the United States
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Conference of Mayors on January 14, 1942, opposing Federal taxation of
municipal bonds; and, it is further

Resolved, That the United States Senators from New York and the member
of the House of Representatives from the Twentyflftl4 New York District be
and they hereby are requested to use all honorable metlds to accomplish
the defeat of any legislation which has for its purpose and intent the taxation
of municipal bonds; and, it Is further

Resolved, That the city clerk be and he hereby is directed to send a certified
copy of this resolution to Senator Robert F. Wagner, to Senator James M.
Mead, to Representative Ralph A. Gamble and to each member of the United
States Senate Finance and the House of Representatives Ways and Means
Committees.
STATE OF NEW YORK,

County of Westchester, City of White Plains, s8.:
I, the undersigned, city clerk of the city of White Plains, N. Y., do hereby certify

that I have compared the preceding with the original resolution adopted by the
Common Council of the city of White Plains, N. Y., by the affirmative vote of
a majority of the members of the council at a stated meeting th.reof, held the
2d day of March 1042, and I do hereby certify the same to be a correct
transcript therefrom and of the whole of said original.

In witness whereof, I have hereunto set my hand and affixed the corporate
seal of said the city of White Plains, N. Y., this 20ti day of March 1942,

City Clerk of the City of White Plains, N. Y.

RmSOLUTION BY THE COMMON COUNCIL OF EAST CHICAGO, IND.

Whereas the Treasury Department of the United States is attempting to
impose a Federal tax upon income from municipal and State bonds upon the
pretext of war necessities, and

Whereas such a tax upon future issues would Increase the cost of municipal
borrowing and would raise practically no revenue at this time; now therefore,
be it

Resolved, by the Common Council of the City of East Chicago, Ind,, That we
are opposed to a Federal tax on municipal and State bonds however attempted;
be It further

Resolved, That copies of this resolution be sent to our Senators and Con-
gressman.

Adopted this 5th (lay of February, 1942.
C.m.xs J. KOrZAN,

Presiding Officer.
Attest:

Nomwoon R. MARRET,
city Clerk.

Presented by me to the mayor of the city of East Chicago, Ind., this 6th day of
February 1942.

NoawooD R. MARKEY,
City Clerk.

Approved and signed by me this 6ti day of February 1942.
FRANK NUoAs, Maller.

REsoLUTorN No. 2720 BY THE COUNCIL OF THE CITY OF ALAMEDA, CALIF.

Expressing city of Alameda;s opposition to Federal taxation of municipal
bonds.

Whereas this council is advised that the Treasury Department of the
United States proposes to continue Its efforts to Impose a Federal tax upon
the Income from State and municipal bonds; and

Whereas a tax on munlcpal bonds would substantially increase the cost of
municipal financing and would place an Vnnecessary and onerous burden and
impediment on all future municipal borrowing; and

Whereas this city's main source of municipal revenue Is derived from taxes
on real estate and such increase in the cost of municipal financing would have
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to lie absorbed by addillonai burdens on real-estate taxes: Now, therefore, be it
Resolved by the Corunil of the Ui1ty of Alnieda in regidar meeting assembled,

That this council hereby expresses its opposition to the imposition, either by
statute or by administrative ruling or by Judicial decree, of a Federal tax
on municipal bonds; and be It further

Resolved, That the city clerk of the city of Alameda Is hereby directed
to forward a ceLtifed copy of this resolution to the Secretary of tile Treasury,
the Senators from the State of California, the Representative in Congress of
this district, to each of tie Members of the United States Senate liilaric
Committee, and to each of the members of the Ways and Means Committee of
the United States House of Representatives.

I, the undersigned, hereby certify that the foregoing resolution was duly and
regianrly Introdnced iinii adopted by tile Council of the City of Ala'edn In
adjourned regular meeting assembled on the 10th day of February 1942, by the
following vote, to wit:

Ayes: Councilmen Branscehl, Howe, Jones, and Vice President Maurer
(4).

Noes: None.
Absent: President Godfrey (1).
In witness whereof, I have hereunto set my hand and affixed the official

seal of said city this 11th day of February 1942.
LnrtE R, ilATI.

City Clerk of the City of Alameda.

ReSO'UION BY TIE CITY COUNCIL OF BROCKTON, M.\ss.

Whereas tile Secretary of the Treasury has proposed taxation of future issues
of city and State bonds and also to tax outstanding bonds of cities and States;
and

Whereas such a measure would bring an Increase of three.flfths to 1 percent
oi all future municipal borrowings and would have to be absorbed by 'dditioliil
burdens on tle already overtaxed real estate of the various cities: Therefore il it

Resolved, That the mayor and City Council of tie City of Brocicton, Mass., does
hereby go o record as opposed to any proposal to tax municipal bonds; and be
it ordered

That the city clerk be directed to forward a copy of these resolutions to Senators
David I. Walsh and Henry Cabot Lodge and to Congressmen Richard B. Wiggles- -

worth and Arthur D. Henley.
In city council, February 9, 1942.
Adopted.

J. AiuBuEiT SULLIVAN, Clerk.
Approved:

Josmii H. DowNF., Mayor.
February 12, 1942.
A true copy.
Attest:

J. ArLDwT SULLIVAN, City Clerk.

RsSOLUION BY TIIm CITY COMMISSION OF THE CITY OF MusKEGON, MICH.

Whereas It hlas come to the attention of the City Comnilssion of tle City of
Muskegon that the Secretary of the Treasury of the United States contemplates
proposing a tax on State arid municipal bonds; and

Wherenis tie City Commission of the City of Muskegon believes such tax will
be detrimental to the welfare of the various States aid nutc0iallities, and various
States anta uniclptllties have heretofore protested such tax: thereforee lie it

Jiesolvcd, That the City Commission of the City of Muskegon, Ml., does tetrhy
protest the taxing of tiiy State or municipal bonds Issued or to be issued by any
State or nintcipality;

Resolved further, That a copy of this resolution be sent to Senators Vaindon-
bi-rg anlld Bown, IIn(l C ongressman Elge]. Also to tile oxectiv'e diretor of tite
United Conference of Mayors and the National Municipal League, calling their
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attention to such proposed tax and notifying them of the objection to the same.
Dated February 10, 1042.

(Signed) W. W. RICHARDS, Commissioner.
Supported by Commissioner Jensen.
Adopted by the following vote, viz: Ayes-Commissioners Albers, Jensen, Lund-

borg, Richards, and Rowans. Nays-None,

STATE OF MIICHIOAN,
County of Al uskegon, 88:

This is to certify that the above is a true and correct copy of a resolution adopted
by tie City Commission of tie City of Muskegon at its regular meeting held Feb-
runry 10, 1912, relative to a proposed tax on State and municipal bonds,

Dated this 11th day of February 1942.
[SEAL] R. F. COOPEa, City Clerk.

RsoLUTION BY THE CITY COUNCIL OF CHEYENNE, WYO.

Entitled: "Protestinag Federal legislation taxing Miunicipal bolds either
outstanding or future Issues"

Whereas the United States Conference of Mayors has repeatedly and ualli-
mously expressed its implacable opposition to Treasury attempts to impose a
Federal tax ol tie income from State and municipal bonds ; and

Whereas in this tiie of grave national crisis the fullest cooperation between
the Federal and municipal governments of tile United States is essential to tile
successful prosecution of our war effort; and

Whereas despite this grave national emergency and the need for complete unity
of purpose anid good will between the separate brariches of our Government, the
Treasury Department persists in its disturbing efforts to impose a Federal tax
upon tile Inicome from State aid mulicipal bonds and thius needlessly resurrects
this highly controversial antd irritating domestic issue; and

Whereas a tax or future issues of State and municipal bonds would raise pra-
tieally no revenues whatsoever at this time and yet would substantially increase
the cost of municipal borrowing: Now, therefore, it is hereby

Reolved by the United States Conference of Mdyors In annual conference as-
sem bled:

1. That we iereby reiterate tile determined opposition of the United States
Conference of Mayors to tile continued attempts of the Treasury Department,
either by salute, administrative rulings or by judicial decree, to impose a Federal
tax on State and municipal bonds; and

2. That we express the sense of the 1942 conference that tilis most controversial
doenistic issue should not lit this tine, and under the false pretense of national
defense, be permnilled to irritate and disturb that wholehearted cooperation in
oir American war effort which is the objective a11d purpose of tile cities of
America; arid

3. Thmt the President of the United States Conference of Mayors be arid he
hereby is directed to forward a copy of this resolitlon to tie Congress, the Presi-
denit of the United Stales, and tiMe Secretary of the Treasury.

Presented, read, adopted, and passe l this 16th day of February 1942.
CiTY COUNCIL OF THE CITY OF CHEYENNE, WYO.,

[SEAL] By ED WARREN, Mayor.
Attest:

J. K. STODDARD, City Clerk.
THE STATE OF WYoMsIN(G,

County of Laramie, City of Cheyenne, 8s:
I hereby certify the above and foregoing Is a full, true, arid correct copy of city

of Cheyenne, Wyo., resolution No. 580, passed by unanimous vote of tile city coun-
cil of said city on February 10, 1942, so full and true as same appears of record
In my office.

Given under my hand and the official seal of said city this 17th day of February,
A. D. 1042.

[SALM] J. K. STODDARD, City Clerk,
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RESOLUTION BY TIlE CITY COUNcIL OF BURLINGTON, VT., RELATING TO FEDERAL
TAXATION OF MUNICIPAL BoNDS AND STATE TAXATION OF FEDF2IAL SECUsITIIs

Whereas it Is the considered and unalterable conviction of the members of
this council that:

1. A Federal tax on the interest from municipal securities would greatly
increase tile cost of inliclllpal inancing; and

2. Such increase would make tile price of municipal financing so costly that
many of our municipalities today would be unable to issue their securities for
new and vital ntnicipal Iprovements; and

3, Would result lit an increase Iln municipal taxation and thereby impose a
double burden ripon local taxpayers and Customers of tmuniclpally owned utili-
ties; and

Whereas it would Increase the cost of necessary refinancing of present city
obligations ; and

Whereas the taxation of the securities of the United States by local author-
ities would greatly Increase the interest rates which the Federal Goverlment
would have to pay, thus bringing about a very undesirable condition in times
of national emergency ; and

Whereas it is, in the opinion of the members of this Council, vitally neces-
sary that our theory of dual sovereignty be maintained especially in times of
emergency when local government may be called upon for greatly increased
efforts in behalf of national defense, particularly ill time of war or invasion;
and

Whereas it is necessary that tile sovereignty and credit of the local com-
munities be preserved; and

Whereas It is not necessary for either tile local or Federal Government to
impose taxes upon tile securities of the other as adequate funds call be raised
by other means of taxation wltiout impairing the credit of either the local or
tile Federal Government; and

Whereas in this time of grave national crisis the fullest cooperation between
the Federal and municipal governments of tile United States is essetilul to tile
successful prosecution of our war effort; and

Whereas despite this grave national emergency and the need for complete
unity of purpose and good will between the separate branches of our govern.
meat, tie Treasury Department persists in its disturbing efforts to Impose -a
Federal tax upon the ilnconld from State and municipal bonds and thus ned-
lessly resurrects this highly controversial and irritating domestic issue; and

Whereas a tax on future issues of State aud municipal bonds would raise
practically no revenues whatsoever at this time: Now, therefore, it is hereby

Resolved by Mie City Council of the City of Burlington, Vt.:
1. That we hereby record the determined opposition of tits council to the

continued attempts of the Treasury Department, eltier by statute, administra-
tive rulings or by judicial decree, to Impose a Federal tax on State and munici-
ilal bonds; and

2. That we express the conviction of this council that this most controversial
domestic issue should not at this time, and under the false pretellse of national
defense, be permitted to irritate and disturb that wholehearted cooperation in
our American war effort which, is the objective and purpose of the cities of
America; and

3. That this council hereby records its determined opposition to any proposal
to impose Federal taxes upon tile Income from State and miunlilcipal securities or
upon any function of Sate or municipal government, and its like opposition to llny
proposal by State or Ilunicipal governments to impose aiiy local taxes upo tile
securities of the Federal Government and hereby pledges itself to joli in all
efforts to prevent tile imposition of all such taxes.

4. That the city clerk be, and lie is hereby, authorized and directed to forward
a copy of tills resolution to the President of tile United States, the Secretary
of tIe United States Treasury, to each of tile United States Selators from
Vermont, to the Itepresentative in Congress from Vermont, and to each nmellber
of the Ways a1d Means Committee of the House of Representatives and each
member of the Finance Committee of the United States Senate lit Wasington.
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REsoLuTriON BY T E CITY COUNCIL or NIAOAsA FALtS, N. Y.

Whereas the City Couneil of the City of Niagara Falls is opposed to United
States Treasury attempts to impose a Federal tax on the income from State and
munillpal bonds; and

Whereas i this time of grave national crisis the fullest cooperation between
the Federal and municipal governments of the United States Is essential to the
siccessfuil prosecution lof our war effort; and

Whereas despite this grave national emergency and the need for complete
unity of purpose and good will between the separate branches of our Govern-
ment, the Treasury Deparlmont persists it its disturbing efforts to Impose a
Federal tax upon the income from 'State and municipal bonds and thus needlessly
resurrects this highly con(rovershal and Irrlitaig (t)nmeste Issue; and

\'herleas a tax on future issues el State and inllivlpaI bonds would raise prac-
tically no revenue whatsoever at thl time and yet would substantially increase
the cost of municlpal borrowing: Now, therefore, it is hereby

Resolved: 1. That the City Council of tile City of Niagara Falls hereby relter.
ates Its determllned opposition to tile continued attepts of te Treasury Dopart-
meot, either by statute, administrative rulings, or by Judicial decree, to Impose
a Federal talx oll State and Intlllciplil 1ol1ds ; aint

2. That it Is the feeling of tills city cotmll tiat this most controversial do.
mestlc Issue should not at this time, anl under the pretense of nitionall defense,
be permitted to irritate 1a1d disturb that wholelearted cooperatiltl In our
American var effort which Is the objective and purpose of the cities of America;IIld

3. That the city clerk be and lie horelly is directed to forward a copy of
this. resolution to United States Senators .]iJmes Mend and Robert F. Wtigner,
and Representative Walter 0. Andrews and the Ways and Meaus Committee of
the House of Representatives and the Senate Finance Committee.

Witness my hand aln seal this 3d day of February 1942.
I Ot:o. J. RtHxuT, Oity Clerk.

RESOLUTION BY THIt COUNCIL OF TIlE CITY OF YORK, PA.

Whereas the Counlcil of the City of York, l'a., has uiaahlhously expressed its
opposition to Treasury attellpts to Impose a Feleral tax oil the Income from
State iand municipal bonds, and

Whereas In this time of grave nlltional crisis tile fullest cooperation between
the Federal and municipal governments of tile United States Is essential to tile
successful prosecution of our war effort; aind

Whereas, despite this give national emergency and the need for complete
unity of purpose and good will between the separate branches of our Government,
the Treasulry Department persists In Its disturbing efforts to ipose a Federal
tax upon tie Income from State and municipal bonds and thus leedlessly i'esr-
relts this highly controversial and Irritating domestic Issue,, and

Viereas a tax on future Issues of State and municipal bonds would rise prac-
tically no revenues wlatsoover at tlis time and yet would sllbstantially Increase
the cost of inlmlellal borrowing: Now, therefore, It is hereby

Resolved by the (0oupiel of the Citfy of York, Pa,:
1. Tint we tire opposed to the continued attempts of tie Treasury Department,

either by statute, administrative rulings, or by Judicial decree, to impose a
Federal tax ol State anld mutnlcipnl bonds;

2. That the city clerk be lnad he Is hereby directed to forward a copy of this
resolution to tile United States Senators Joseph A, Guffey and James J.
Davis.

Passed finally, February 6, 1942, by Ihe following vote: Yeas, 5; nays, 0.
Attest:

lAlRY 1. ANSTINF,
Mayor,

HTRYu , Tu'Lm;,
(01ti Clerk.
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RESOLUTION BY THE COUNCIL OF THE CITY OF Naw ROCHELLE, N. Y.

Resolution opposing proposition to tax income from municipal and State
bonds by the Federal Government

Whereas, by Resolution No. 89 of March 17, 1041, this council opposed a
plan by the Federal Government to tax the income from municipal and State
bonds ; and

Whereas information has been received by this city that a similar plan is.
again under consideration by tile Treasury Department and it committee of
Congress: Now, therefore, be it

Resolved, That this council of the city of New Itochelle again expresses Its
opposition to any proposition to tax income of future or present bonds of
municipalities as a measure which is nlot Justified from the revenue It will pro-
duce and tile hardships it will place on municipalities, as well as its inequitable
distribution of the tax burden upon real estate which has in recent years been
called upon to meet more and more of governmeltal explse not connected or
commensurate with tile service it has received therefrom; and be it further

Resolved, That the city clerk is hereby directed to forthwith trallslnit copies
of this resolution to the Representatives of New York State In Congress.

Authenticated and certified this 2d day of February 1042.
STANLEY W. CHURCH,

Mayor.
CHARLES U. COMES,

City Clerk.

RESOLUTION BY BOARD OF COBIISSIONEHS OF TULSA, OKLA.

A resolution requesting the United States Congress to defeat pending
legislation seeking to subject munielpl bonds io Federal taxation ; and
declaring an emergency

Whereas legislation has again been introduced in the Congress of the United
States seeking to subject municipal bends to taxation by the United States of
America; and

Whereas such proposed action by the Congress will subject all municipalities
in the United States who contemplate the issaiance of bonds to an added burden
of taxation now pressing so heavily upon all owners of real property; and

Whereas such proposed taxation woild bring about an increase of three-fifths
to 1 percent en all future municipal borrowings, and would be particularly
burdensome upon the city of Tulsa it its effort to advance national defense:
Now, therefore, be it

Resolved by the Board of Conuaissfoners of the Oity of Tulsa,, Okla., 08
follows:

SECTrorN 1. That the Congress of the United States be and It is hereby re-
spectfully requested to defeat that portion of the bill now pending before it
which seeks to subject bonds of municipaliiies to Federal taxation, for the
teasons above expressed and for tile further reason that such taxation will

reduce tin income of municipalities from real-estate taxes at a time when such
income is desperately needed by all cities.

SEe. 2. That the enactlient of such taxation legislation will yield only a very
small fraction of the money sought nand will effectively hamstring future efforts
of municipalities in the effort to finance thenlselves.
Si.c. 3. That a copy of this resolution be forwarded to the Honornbles Elmer

Thomas end Josh Lee, United States Senators from Oklahoma; and to the Hon.
Wesley E. Disney, Representative in Congresq from the First District of Okla-
homa, requesting that this resolution be brought to the attention of the members
of tile Ways aid Means Committee of the House of Representatives and the
Finance Committee of the United States Senate.

Sc. 4. That an emergency exists for the preservation of the public peace,
health, safety, aind finances of the city of 'Julsa by reason whereof this resolution
shall take effect from and after Its passage and approval
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.Passed, and the emergency clause ruled upon separately and unanimously
approved this 3d day of February 1942.

ISKAL] C. 11. VFAr,,, Mayor.
Attest:

MILTON IV. DAvis, City Auditor.Approved : J. W. GAL AIIE, City Attorne,.

RESOLUTION lBY Tie (iP'Fry COUNCIli Oh op lcFOlI), IfI..

Rcsolved, That whereas the United States Conference of Mayors has repeatedly
and unanimoiusly expressed Its most emphltie opposition to Tr( asny attempts
to Impose a Fede ral tax on t ic income filro State and nii elpal bods; and

Whereas a tax on future issues of State and municipal bonds would raise
practically no substantial revenue but would bring about an Increase of three-
lifths to I pm'cent ou 111 future borrowings, which would Increase city financing
and would have to be absorbed by additiaal burdens o city real-estate taxes;

Rcsoli'cd, That tile city of Rockford supports the United States Conference
of Mayors in Its o opposition to the continued attempts of the Trecsory Depart-
ment, either by statlite, administration rulings, or by Judicial decree to impose
a Federal tax on SIate and municipal bolds;

Resohed. That by the adoption of this resolution the city council of the city
of Rorckford joins with the cities of the United States in protesting against
Treasury Department proposals to Impose a Federal tax on State and municipal
bonds;

Resolved, That copies of this resolution be seat to the Illinois Senators,
Brooks and Lucas, and Congressman Mason of this district, as well as the chair-
man of the Senate Finace Committee and tile chairman of tile House Ways
and Means Committee.

FE aluany 2, 1942,

IlEso.u-ION No. 29 BY TIlE CouNIr, OF TME CITY oW RLADINO, PA.

Whereas the United States Treasury Department has for some years persist-
ently advocated taxing, for Federal purposes, income received from State and
municipal bonds; and

Whereas In a recent public address the Secretary of the Treasury, Hon.
Henry Morgentlnau, recommended extending tile provisions of the Federal
income-tax law to all presently outstanding and future issues of State and
nllunleipal bonds; and

Whereas It Is the considered judgment of this body that such action on the
part of the Federal Government would not only Impose a hardship upon the
States and municipalities but would be detrhneltal to the Nation as a whole:
Now therefore,

The council of the city of Reading hereby resolves as follows:
That the city of Reading, Pa., in cooperation with the United States Confer-

ence of Mayors, join with her sister cities of tile Nation In opposing such pro-
posed taxation for the following reasons:
(a) Federal taxation of municipal bonds would bring about an increase of

from three-fifths to I percent on all future municipal borrowings which increased
cost would have to be borne by the chief source of municipal income, viz, real
estate, thereby adversely affecting every holder of such property including the
small home owner.

(b) Such proposed taxation of municipal bonds breaks down tie whole theory
of State and Iunicipal sovereignty. If the Congress can tax outstanding and
future bond Issues by the passage of a statute, it can also tax the revenues of
nlIielpal utilities, such as waterworks, etc.

In a recent address the solicitor general of the State of New York said, "The
very tax revenues of the States and municipalities themselves are income, and
therefore taxable," if the proposed tax on municipal bonds can be sustained.

"Tile power to tax involves the power to destroy," said Chief Justice John
Marshall.

(c) There Is in the attempt of the Federal Government to Impose such taxes
the latent possibility of serious danger to the traditional American institution
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of State and municipal home rule and the threat of a possible concentrated
nationalism.

(d) The added cost due to increased interest rates would amount to millions
of dollars more than the revenues which would be received, Be it further
Resolved That copies of this resolution be forwarded to Senators James J. Davis
and Joseph F. Guffey, Congressman Guy L. Moser, the members of the Ways
and Means Committee of the United States House of Representatives, the Finance
Committee of the United States Senate, and Paul V. Betters, executive director
of the United States Conference of Mayors.

Passed council February 4, 1942.
HARRY F. MENoRS, Mayor.

Attest:
DANIEL F. MCKENNA,

City Clerk.

RESOLUTION No. 7237 BY THE COUNCIL OF THE CITY OF ROANOKE, VA.

A resolution condemning proposed legislation Imposing taxes on incomes
derived from State and municipal securities, and requesting Senators
Carter Glass and Harry F. Byrd and Representatives Clifton A. Wood-
rum to oppose such proposed legislation

Whereas it appears that in spite of the fact that during the 1940 session of
Congress proposed legislation to subject municipal bonds to Federal taxation
was overwhelmingly defeated, a move will again be made during this session
of Congress to subject to taxation incomes from future issues of State and
municipal securities; and

Whereas such a Federal tax would be reflected in higher interest rates upon
bonds issued by the States and their municipalities, and this increase in interest
rates would result in increasing the tax burden of the citizens of the States and
municipalities issuing bonds; and

Whereas such legislation would tend to make the States and their instrumen-
talities of government completely subordinate to the United States nnd thereby
do violence to the fundamental concepts upon which the Federal Governmeit
was founded: Therefore be It

Resolved by the Clouncti of the City of Roanoke, Va,, That it is the sense of this
body that no legislaton should be enacted by tire Congress of the United States
taxing incomes derived from future issues of State and municipal securities;
be it further

Resolved, That this council's opposition to such legislation be made known to
Senators Carter Glass and Harry F. Byrd and to Representative Clifton A.
Woodrum; and they are hereby requested to vigorously oppose any bill pro-
vidlig for such taxation ; be it further

Resolved, That the city clerk be and be is hereby directed to mail a copy
hereof to said Senators and Representative.

Attest :
L. D. JAMES, City Clerk.Fann~uAneY 2, 1042.

RESOLUTION BY THE COUNCIL OF THE CITY OF ELMIRA, N, Y.

At a meeting of the council of the city of Elmira, N, Y., held February 2,
1942, the following resolution was adopted:

By Councilman Ellis:
"Resolved, That this council desires to go on record as being definitely opposed

to any form of taxation on municipal bonds issued or to be issued; and be it
further

"Resolved, That the city clerk be and hereby is directed to transmit a copy
of this resolution to the United States Senators and Representatives of this
district and the House Ways and Means Committee and the Senate Finance
Committee,"

Very truly yours,
RussEll. F .Gas, City Clerk

608
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RESOLUTION BY THE GOVERNING BODY OF THE CITY OF CLIFTON, N. J.

Whereas it has been reported that the attempt to remove the tax-exempt
provisions from State, county, and municipal bonds is again reported as active;
and

Whereas the passage of such legislature is deemed detrimental to the best
interests of the municipalities: Now, ti erefore, be it

Resolved, That the governing body of this city hereby go on record as opposing
any attempt to remove bonds issued by municipalities from the tax-exempt
provisions which the municipalities and the people of the municipality have long
had the ben fits; be it further

Resolved, That a copy of this resolution be forwarded to United States Sena.
tor W. Warren Barbour, United States Senator William H. Smothers, Congress-
man Gordon Canfield, United States Conference of Mayors, the American
Municipal Association, New Jersey State League of Municipalities, and the
Conference on State Defense.

February 3, 1042.
Introduced by 0. M. MEYER.
Adopted February 3, 1942,

Attest G. M. MEYERI, Mayor.

[S ] W. A. MiLss, City Olerk,
A true copy.

A RESOLUTION OF THE CITY CoMMIssIoN OF BEAUMONT, TEx.

Whereas it has been called to the attention of the City Commission of the
city of Beaumont that another effort will be made at this session of Congress
to impose a tax on municipal bonds, notwithstanding the overwhelming defeat
of such a measure by the last Congress; and

Whereas it is the sense and judgment of this body that such legislation
will be inimical to the best interests of this city in that such legislation will
greatly add to the financial burden of municipal governments throughout the
country; and

Whereas the result of such legislation would be to make the Interest rate
on municipal honds considerably higher and would also make the sale of such
bonds more difficult; and

Whereas the rate of interest the city government would be required to pay
on its bonded indebtedness would depend on the amount of taxes imposed by
tile Federal Government on such securities, and in view of the fact that the
Supreme Court of the United States has said "the power to tax involves the
power to destroy," it is plain that such legislation would make the city govern-
ment dependent on the Federal Government; and

Whereas such a situation is not in accord with the principles upon which
this Nation was founded-namely, that the Federal Government should be
supreme in certain fields while local governments should be supreme and sover-
eign within their jurisdiction, and to grant to the Federal Government the power
to tax the bonds and revenue of the municipal governments destroys the Inde-
pendence of municipal government: Now, therefore, be it

Resolved by the City COmmfssion of the City of Beaumont, That the City Com.
mission of the City of Baumont go on record as being unalterably opposed to
the said proposed legislation and that the sentiment of this body be made known
to our Representatives in Congress to the end that we may have their continued
cooperation in opposing this measure, and the city clerk be, and he is hereby,
directed to mail a certified copy of this resolution to United States Senators
Morris Sheppard and Tom Connally and one copy to each Member of the lower
House of Congress from tile State of Texas.

Passed by the affirmative vote of all members of the city commission January
A, D. 1041.

GEo. MOROAN, Mayor.
Attest :

HUOH BravvxNS, CTity CTlerk.,
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RESOLUTION BY THE CITY COMMISSION OF GRAND RAPIDS, MICH.

Your committee on finance recommends the adoption of the following
resolution:

Whereas the Treasury Department of the United States Is attempting to have
a Federal tax Imposed upon the Income from State and municipal bonds; and

Whereas a tax on future Issues of State and municipal bonds would raise
practically no revenues whatsoever at this time and yet would substantially
increase the cost of municipal borrowing when the miniclpallty cal least stand
an increased cost in municipal borrowing, as all funds are needed for national-
defense work; and

Whereas in tire time of this grave national crisis the fullest cooperation
between the Federal and municipal governments of tile United States is essential
to tire successful prosecution of our war effort and no disturbing elements should
be introduced therein : Now, therefore, be it

Resolved, That the City Commission of the City of Grand Rapids does hereby
reiterate its determined opposition to the attempts of the Tretsury Department,
either by statute, administrative rulings, or by judicial decree, to Impose Federal
tax on State and municipal bonds, and that copies of this resolution be forwarded
by the city clerk to our Representative in Congress and in the Senate of tie
United States.

Adopted.
Yeas: Commissioners Borginan, Greene, Kozak, Leonard, Quinlan, Wagemaker,

tire ayor-7. Nays: None.
I hereby certify tHnt the foregoing Is a true transcript of the action of tile

City Comalssi.ni of the City of Grand Rapids, Mich., li public session held
February 2,, 1942.

JACOB VAN WINOFN, City Clerk.

Copies nmled to Senators Brown and Vandenberg and Congressman Jonknmau.

RESOLUTION BY THE COUNCIL OF TE CITY OF CIIrcSTER, PA.

Whereas the Treasury Department of the United States persists in its efforts
to Impose a Federal tax upon the Income of municipal bonds; and

Whereas a tax on municipal bonds would greatly Increase the costs of all
future municipal borrowing; and

Whereas an Increase in the cost of municipal borrowing will greatly burden
the already heavily taxed owner of real estate in the city: Therefore tire council
of tire city of Chester does

Resolve, That the council of the city of Chester does hereby reiterate its
determined opposition to the continued attempts of the Treasury Department,
either by statute, administrative rulings, or by judicial decree, to impose a Fed-
eral tax on State and municipal bonds; and

That the meyor of the city of Chester be and he Is hereby direted to forward a
copy of this resolution to the United States Senators representing Pennsylvania
and the Member of the House from the Ninth Congressional District, and to the
members of the House Ways and Means Committee and the Senate Finance
Committee.

We hereby certify that this resolution passed council this 6th day of February
A. D. 1942,

[SEAr] C. H. PEOPLES, 1Ayoe,
Attest:

BENJAMIN NEWsomsr, City Cleric.
I hereby certify that the above resolution was approved at a meeting of

council held on February 5, 1942,
[sEAL] BENJAMIN NEwsom, City Clerk,

RESOLUTION BY THE CITY COUNCIL OF THE CITY OF PEORIA, ILL.

Whereas in spite of tire fact that In September, 1940, the United States
Senate overwhelmingly defeated legislation subjecting municipal bonds to Fed-



REVENUE ACT OF 1942 611

eral taxation, efforts are being made In Congress to enact legislation to impose
Federal taxation on municipal bonds; and

Whereas Federal taxation of municipal bonds would bring about an increase
of three-lifths to 1 percent on all future municipal borrowings that would
have to be absorbed by additional burdens on city real estate taxes: Therefore
it is hereby

Resolved, That the city council of Peoria oppose legislation subjecting nuni-
cipal bonds to Federal taxation.

I do hereby certify that the above Is a true and correct copy of a resolution
passed by the city council of the eity of Peoria on February 3, 1042. Dated
at Peoria, Ill., this 41h day of February 1942.

J. IDWARD RArMEY, Corporation Counsel.

RESOLUTION eY THE CyiT COUNCIL OF GREEN BAY, Wi.

By the Mayor and Council of the CIty of Green Bay:
Resolved, That whereas the United States Conference of Mayors (lid at their

1942 conference pass a resolution reiterating their determined opposition to the
continued attempts of the Treasury Department of the United States to Impose
a Federal tax on State and municipal bonds, and

Whereas in this time of grave national crisis the fullest cooperation should
exist between the Federal and municipal governments in order to successfully
prosecute all of our war efforts, and

Whereas It is imperative that additional burdensome taxes be Imposed upon
all of the citizens of the United States to successfully maintain all of our
war efforts, and

Whereas these taxes have already been imposed and we are notified that
further additional personal taxes will be inposed, and

Whereas despite the need for complete unity of purpose and good will
between the Treasury Deportment and the service branches of our municipal
government, the snli Treasury Department persists In Its efforts to Impose a
Federal tax upon the Income from State and municipal bonds and thus does
needlessly resurrect this higher controversial Issue, and

Whereas lnder the present existing laws, the city of Green Bay and other
municipal corporations have been able to dispose of their bonds at an exceed.
ingly low rate of interest and a consequent great saving to its taxpayers, and
any change in the present existing laws relative to this kind of bonds would
Increase the Interest rate and subject the taxpayers of our city to an increased
tax rate which is unfair and unjust to the taxpayers as indivihnls and the
city of Green Bay as a municipal corporation : Now, therefore, It is hereby

Resolved by the mayor and Council of the City of Green Bay. That said
council Is definitely opposed to the continued attempts of the Treasury De.
partment,

1. Either by statute, administrative rulings, or by judicial decree, to impose
a Federal tax on State and municipal bonds.

2. That this question should not at this time and under any guise be per.
fitted to Irritate and disturb that wholehearted cooperation in our American
war effort which is the object and purpose of the cities of America and which
would result in a loss of faith by former reliable purchasers of these bonds
and disrupt and disorganize the bond market, And be It further

3. Resolved, Tlat the council does exhort its onorable Senators, to wit:
Hon. Robert M. La Follette, Jr.; Hon. Alexander Wiley; and also their con.
gresslonal representative, the Honorable Joshua L. Jons, to use every honorable
means to prevent any department of our Federal Governent from in any way
interfering with or disturbing the present laws relative to municipal bonds, or

any move that will in any way disturb the spirit of cooperation now existing
between the. municipalities, the citizens, and tile various departments of our
Federal Government. And be it further

Resolved, That the city council be'Instructed to send a copy of tills resolution
to Senators La Follette, Wiley, and Congressman Johns.

LEO G. SCHULTZ, Chairman of Fnance Committee.
FisatuAsv 3, 1942.
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RESOLUTION 13Y THE COUNCIL OF THE CITY OF ST. PAUL, MINN.

Whereas from time to time there have been proposals before the Congress
of the United States wherein It Is sought to have Federal income taxes levied
on tie interest derived from municipal bonds; and

Whereas in the opinion of the Council of the City of St. Paul the adoption
of such legislation would be improper, unwise and unfair and would cause an
additional burden on the finances of said city; and

Whereas such tax o Issues of State and municipal bonds would raise prac-
tically no revenue whatsoever at this time and yet* would substantially increase
the cost of municipal borrowing: Therefore be it

Resolved by the Council of the City of St. Paul, That it hereby expresses its
determined opposition to the adoption of any such legislation, and urges the
Senators and Rpresentatlves in Congress from the State of Minnesota to oppose
the adoption of any sucl legislation of that nature; be it further

Resolved, That copies of this resolution he forwarded to the Senators and
Representatives from Minnesota In the Congress of the United States, and also
to the Senators composing tie Senate Finance Committee and to the mellibors
of the House Ways and Means Committee of Congress.

Adopted untiltously by the council February 5, 1912.
Approved February 5, 1942.

JonN J. McDoNouoIt, Mayor.

RESOLUTION No. 4808 BY TIlE CITY COUNCIL OF EVFSFTT, WASH.

Whereas the United States Conference of Mayors and the City Council of
Everett, Wash. have repeatedly and unaininoustly expressed its implacable op-
position to Teasury attempts to impose a Federal tax ont the income front
municipal bonds; and

Whereas in itis time of grave national crisis the fullest cooperation between
the Federal ald municipal governments of the United States is essential to
the successful prosecution of our war effort; and

Whereas despite this grave national emergency and the need for complete..
unity of purpose and good will between tile separate branches of our Govern-
nien , the Treasury Department persists in its disturbing efforts to impose a
Federal tax upon the income from municipal bonds and thus needlessly resur-
rects tits hgigly controversial and irritating domestic issue; and

Whereas a tax on future issues of State and municipal bonds would raise
practically no revenues whatsoever at tlis time and yet wou!,l substantially
increase the cost of municipal borrowing: Now, therefore, it Is hereby

Resolved by tlte City Council of the City of Everett, Wash.:
1. That we hereby reiterate tie determined opposition of the United States

Conference of Mayors to the continued attempts of the Treasury Department,
either by statute, administrative rulings, or by judicial decree, to impose a
Federal tax on municipal bonds; and

2. That we express the sense of the 1942 conference tHit this most con-
troversial domestic issue should not at this time, and under the false pretense
of national defense, be permitted to irritate and disturb that wholehearted
cooperr' n In our American war effort which is the objective and purpose of
the cities of America.

S. F. SPENCER,
Councilman Introducing Resolution.

Passed the city council the 2d day of February 1942,
Approved. this 2d day of February 1942,

B. F. SPENcER, A,,yor.

REsoLUTIoN Aeonrs BY THE COMMON COUNCIL OF THE CITY OF BHIDGEPORT, CONN.

Whereas the United States Conference of Mayors has repeatedly and unani-
mottsly expressed Its implacable opposition to Treasury attemlpts to impose
a Federal tax on the income from State and municipal bonds; and

Whereas in this time of grave national crisis the fullest cooperation between
the Federal and municipal governments of tile United States is essential to
the successful prosecution of our war effort; and
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Whereas despite this grave national emergency and the need for complete
unity of purpose and good will between the separate branches of our govern-
ment, the Treasury Department persists in its disturbing efforts to Impose a
Federal tax upon the income from State and municipal bonds and thus need-
lessly resurrects this highly controversial domestic issue; and

Whereas a tax on future Issues of State and municipal bonds would raise
only the most negligible revenues at this time and yet would substantially
increase the cost of municipal borrowing, which Increased costs would have to
be absorbed by additional burdens on taxpayers already overburdened with
added State and National taxes and increased costs of living due to the war
emergency: Now, therefore, it is hereby

Resolved by the Common ComnCil of the City of Bridgeport, Conn.:
1. That It hereby expresses the determined opposition of the Common' Council

of the City of Bridgeport, Conn., to the continued attempts of the. Treasury
Department, either by statute, administrative rulings, or by judicial decree,
to impose a Federal tax on State and municipal bonds; and

2. That it expresses the sense of the said common council that this most
controversial domestic issue should not at this time and under the pretense
of national defense, ie permitted to Irritate and disturb that whoilehearlted
cooperation in our American war effort which Is the objective and purpose of
Bridgeport in common with all the cities of America ; and

3. Tbat any such Federal tax on Stale and municipal bonds, by increasing
the cost of borrowing, would throw additional financial burdens on the citizens
of Bridgeport, who are already making very substantial sacrifices, both directly
and indirectly, by way of added State and Federal taxes and through the
mounting cost of living; and

4. That the city clerk be, ard he hereby is, directed to forward a copy of
this resolution to the Secretary of the Treasury, to the Senators and Congress-
men from Connecticut. and to the members of the Ways ann Means ("olninttce
of the United States House of Renresentatives and the members of the Finance
Committee of the United States Senate.

Dated at Bridgeport, Conn., this 2d day of February 1942,

RESOLUTION BY THE COUNCIL OF THE CITY OF HAMTRABIIOK, MICH.

Whereas in September 1940 the United States Senate overwhelmingly defeated
legislation subjecting municipal bonds to Federal taxation ; and

Whereas the city of Hamtramck is opposed to the Treasury attempts to Impose
a Federal tax on the income from State and municipal bonds; and
Whereas a tax on future issues of State and municipal bonds would raise
practically no revenues whatsoever at this time and yet, weuld substantially
increase the cost of municipal borrowing: Now, therefore, be it

Resolved, That this Council of the City of Hamtramck does hereby go on
record as being opposed to any legislation subjecting municipal bonds to Federal
taxation; be it further

Resolved, That copies of this resolution be forwarded to tie United States
Conference of Mayors, Congress, the President of the United States, and the
Secretary of the Treasury.

Supported by Councilman Banish.
Carried by the following vote: Yeas, Councilman Tenerowicz, Zajac, Banish,

and Leach; nays, none; absent, Councilman Sawlckli.
I hereby certify that the above and foregoing is a full, true, anl complete

copy of a resolution adopted by the Common Council of the City of Homtramck
at a regular meeting of said council held in tie council chamber at 8521 Joseph
Campau Avenue, upon Tuesday, the 3d day of February 1942, at 8 o'clock p. m.

ALBERT J, ZAK, City Clerk.

CITY OF MIINNEAPOLI'., MINN.,M,,rch 4,, 1942.
THE UNITED STATES CONFERENCE OF MiYORS,

Washington, D. C.
Gr.NTl.lhM-y: Attached you will find copy of action of the 'i"Iy Council of

the City of Minneapolis, Minn., at a meeting held February 27, 1942, notifying
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your association that the city council on March 31, 1930, memorialized Con-
gress to defeat any legislation designed to tax public securities either by levying
a tax on the income thereof, or otherwise, and reaffirming the position taken
on said date.

Very truly yours, - CHAR. G. SWANSON, 011y Clerk.

Ways and Means-Your committee recommends:
That the city clerk be directed to communicate to the League of Minnesota

Municipaltlies, the United States Conference of Mayors, 1t1d tht Conference on
State Defense, tie Information that the city council on March P1, 11!39, memo-
rialIzed Congress to defeat any legislation designed to tax plbllc securities
either by levying a tax on the income thereof or otherwise, and relffirls the
position taken on said date.

Henry H. Bank, C. L. Swanson, Stanley Anderson, N. C. Irgons, Walter J.
Murphy, committee,

Adopted: Yeas, 24; nays, 2, as follows:
Yeas: Aldermen Blosky, Knuth, Van Cleve, Mertgher, Bank, Riley, Fruen,

Christensen, Murphy, Basits, Hendricks, Stratton, Hoppe, Ctrle, Pratt, Swanson,
Anderson, Lund, Nelson, Irgens, Hudson, Robb, Burgum, Pre.klet:t Wallace-24,

Nays: Aldermen H6yer, Finseth-2.

OATmAcND, CALI.;. I'k'bru ry 11, I1942.
Senator HItAM W. JOHTNSON,

Capitol Building, Wasihington, D. C.
MY DEAR SENArot: The city of Okltnd Joins the United States Conference

of Mayors and the Conference ott State Defense it unalterable opt)losltion to
the attempts by the Treasury Department to impose it Federal tax on the
income from State and and municipal bonds.

It Is apparent from studies made by these two organizations, as well as the
League of California Cities, that tite Imposition of such a tax would yield
little or nothing to the Federal Government, but instead would Impose a,
rather heavy butrdn upon tie tunicipalities and other politicttl subdivisions
of the several Slates, would result in increased municipal taxation, atnd would
impose a double burden upot local taxpayers.

We are firmly convinced that tile Imposition of such a tax will be but a step-
ping stone to, find will nevittlby result it, taxation levied oln ittuicipal
revenues from such sources as munlcipally owned ports, water and light plants,
etc., and will result In a break-down of the whole eoitsittulttanai theory of
State and mtnlctpal sovereignty upon wltich the federation of tle United States
of America ins existed since tile Federal Constitution was adopted.

We, therefore, respectfui'y urge that you use your good 0i4!es to prevent
such an unwarranted encroacltntettt upon 1lte rights of the several States and
their political subdivisions,

Very truly yours,
J. F. SrAvIcIt,

Mayor.
J. 14. HASSLE,

Cfty Manager.

MADISON, Wts., March 16, 1942.
Senator ROEaRT M, LA FOLLFrr,

United States Senate, Washinglon, D. C.
DEAn Boa: I noticed that the proposal to tax State and local bonds will again

be before the Congress. I have your letter of February 13 it which you state
you have constantly favored the removal of all exemptions on income from Gov-
ernmont bonds.

I agreed wholeheartedly that everybody, whether they were itn any branch
of the Government service or In private Industry, should pay Income taxes to
the Government, but I am very much opposed to the taxation on interest derived
from loel bonds because I see In this tax an Increase in the cost of local
government.

I am a great believer In home ownership. This iA Inherent in my fnmlly.
When my grandfather came to Madison 85 years ago, one of the first things he
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did was to buy a little home In the 800 block of West Dayton Street, That
property is still owned by my aunt, My father was it hone owner from the thie 1
was 5 years old. All my brothers, although they are working people with low
incomes, own their little homes. Four of them are building mechanics and I an
very proud of the fact that through the depths of tie present depression, with
construction work at Its lowest ebb, at no time (d they have to appeal for
relief of any kind. The fact that they owned their little honies was it great
help to then in maintaining such a record. I an confident that a survey would
show this to be true on a Nation-wide basis, I feel hoae ownership ard farm
ownershi) nitkes a better, more loyal citizen.

The Federal Government recognizes that it is diiliuolt for people to own
their own homes by the fact that they sponsor United States Housing Authority
projects. Here again the low cost is secured principally by the waving of taxes
on these properties and spreading the cost of this over it period of time for those
who, like my brothers, are making the effort to carry their own little holes,

I have been here almost 10 years now and I constantly see tire higher levels
of government gradually loading iore and lore ulon the bonle owner. Feeling
its I do, you can readily see how I am disappointed il this procedure. I have
discussed this with your brother Phil many times. People who have studied the
problem admit It Is true. At a meeting in the White House in 1935 where I was
present, the President admitted it was true and yet no one seems to take the
trouble to do anything about it.

I simply want you to know that my letters to you on tle matter of taxation
are simply my effort to stop any further encroachment and I am very sorry we
cannot see eye to eye on It. However, some day I am hoping that the time
will come when a constructive method will le found where the low-income
groups of this country will le able to own their homes without having to bear
such 111 enormous portion of governmental expenses. There are more modern
methods nowadays of taxation than the present old-fashioned ad valorern tax
where everything seems to be dumped under tile hit-and-miss taxation system.

As always.
Very truly yours,

JAMES R, LAW, Mayor

SPNrnman, Mss., Fcbruary 6, 1942.
DEAR SENATORt WALSH: Forty years of constant contact with, and study of.

municipal i lntices should permit me to speak with some degree of authority
on the subject of taxing municipal bonds.

That my knowledge of municipal borrowing is based on sound precepts may
be gaged by the fiet that last year I borrowed $2,000,00 at an interest rate of
four one-hundredths of 1 percent. I believe this is the lowest rate obtained by
any city in the United States on a comparable loan, costing just over $1 a day
fol- a nill ion-dollar loan.

It is with runazement that I read the statements of Secretary of the Treasury
Morgentlau in a recent Cleveland speech. His proposal to tax outstanding city
tnd State bonds leads one to ask if lie has forgotten that our present national
hsiness foundation is based largely on honor and Integrity. Are we to plae,
the honor of the United States oni the same scale with Germany where Hitler has
made a scrap of paper of all honorable dealings? What the Secretary proposes
Is that we do the same tiing already done by Hitler's thugs-scrap all business
ethics. It makes one wonder Just what we are fighting for,

I mentioned borrowing $2,000,000 at four one-hundredths of 1 percent. What
would the Federal Government get by taxing such a transaction? The tax
collected would not pay for the cost of collection and the funds raised would
simply melt away in waste. It would, however, raise the cost to the taxpayers
of the city, many hundred per cent. This case Is extreme but still a real case
and It would follow in lesser degree In all other municipal borrowings,

The impression given by statements that the owners of tax-exempt bonds pnay
no tax is absolutely false even if the statement itself is based on fact. In effect,
the purchaser of municipal bonds by accepting a minimum rate of interest pays
a tax at the time of purchase.

Good industrial short-term bonds now yield 2 percent and pay a tax, Com-
parable tax-exempt municipal bonds yield three-fourths of 1 percent. Not having
to raise that 11 percent Is Just as good to the municipal government as If it
paid 2 percent and raised $1.25 by taxes. There is little sense In a city paying
$1.25 extra so the Federal Government can levy a tax of from 50 cents to $1

76003-42-vol. 1- 40
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dependent on tile total income of the taxpayer. We can also consider the cost
of collection and leaks, always present In any taxation.

You will do well to remember that any and all taxation comes from the
total public income and when taken by any one authority reduces tile ability
of the public to pay another agency. Any part of a tax that is wasted Increases
the total tax to be collected and so decreases the purchasing power of tile public.

You do not need to le an export to clearly see that this is so. Just pick up
your daily paper and check the return of 6 to 10 percent on seasoned invest-
merts like American Telephone, American Can, etc, See the bonds that pay
2 to 31/ percent-sound, conservative investments. Then look at the good grade
of State and municipal bonds returning 1/!, 1, and 11 percent, You do not
need any expert to tell you that when these municipal bonds were sold there
was a tremendous saving to the taxpayers who have to raise that Interest as
it is paid. You do not necd to be told there are no salaries of collectors,
Investigators, clerks, and officials and that there are no loopholes that can pre-
vent the whole saving. You do not need to be told that when you place a tax
on municipal bonds they will lose much of their appeal to the investor and he
will buy only when their interest rate is high enough to pay the Federal taxes
and leave a balance for him,

There Is no mystery here, It Is only a case of one branch of the government
collecting at tie expense of another branch of the government with much of
the money wasted iii costs by the transaction.

There are, however, oilier corserueinces of even a gr-aver nature. It Is quite
certain that many of those agitating for a tax on numnicipal bonds know these
facts to be true and continue only to form a precedent whereby the Federal
Government may open ai entirely new line of revenue,

Once established, this ned for Federal taxes will grow and the burden coming
down through the State as well as the city will come to rest on real estate that
is already taxel close to the breaking point,

My reason for writing at some length is that I feel the present effort to tax
municipal boads is the most detrimental change cities have been faced with
for rnny years and it could do irreparable harm at the very foundation of our
democracy,

I hope you, too, will feel this proposal Is of sufficient importance for you to.-
exert your full Influence as well as vote against the measure. A growing and
vigorous opposition could put an effective stop to the contimnace year after year
of this short-sighted, unsound proposal which Is now extremely harmful to, and,
if passed, would be disastrous to, all municipal finance,

Yours very truly,
G. W. Rcx, City Treasurer.

Smaworwt,.a, MAsS., February 5, 19),2.
Hon. DAvID I, WALTsI,

United States Senate, Washington, D. C.
DEAR SIn: It is my understanding that there is a strong movement to have

Congress enact legislation subjecting outstanding and future municipal bond
issues to Federal taxation. Inasmuch as the success of this movement con-
stitutes a serious threat to the financial structure of local government, I desire
to regIster a most vigorous protest against the enactment of the proposed
legislation,

This proposal of the Treasury Department Is not a new one, so undoubtedly
you are familiar with the arguments for and against the proposal, and conse-
quently I will not enumerate the arguments against such legislation except to
state that in my opinion Federal taxation of municipal bonds will bring about
seems to me that the added burden on real estate Is alone a very pertinent
borrowings. This Increase in municipal costs would have to be absorbed by
additional burdens on real estate which is the main source of municinal revenue.

There are other arguments against the suggested legislation. However, it
seems to me that the added burden on real estate is aioie a very important
reason for opposing such legislation. I am sure you will consider the proposed
legislation most carefully.

I trust that the arguments against the proposal will carry sufficient weight to
cause you to oppose most vigorously the Treasury Department's effort to tax
municipal bonds,

Very truly yours, A. fl. NRAT.E, City Audtor.
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FITCnrBURG, MASS., February 5, 19.2.
UNITED STATES CONFERENCE OF MAYORS,

Wushington, D. C,
GENTLEMEN: At a regular meeting of the city council of the city of Fitchburg,

held on Tuesday, February 3, the city council of the city of Fitchburg uraial-
mously voted tiat you and their Congressmen from this district be notified that
they are opposed to any Federal taxation of municipal bonds, and that they will
appreciate any effort on your part to oppose such Federal taxation.

Yours very truly,
EvEnETT H. DUDLEY,

City Solicitor,

[Telegram il
DURHAM, N. C., February 5, 1942.

Hon. ROBElRT L. D0UmHToN,
Chairman, louse Ways and Means Commttee,

Washington, D. C.:
Please strenuously oppose destructive proposal to tax State and municipal bond

interest on bonds now outstanding or future issues. Treasury hiding bellind
defense program. Overestimating revenue from this source. Dealing morale a
severe blow. Wrecking municipal financing without corresponding benefit to
Federal Government. Placing burden on local governments beyond their ability
to carry. Piling additional tax on overburdened real estate.

D. 11. UMSTEAD,
City Auditor, Dur'hat, N. 0.

PORTLAND, MAINE, February 12, 1942.
Two years ago our city council unanimously adopted a resolution condemning

an attempt to grant power to tie Federal Government to tax the income from
municipal bonds. Since the recent sliecch of Secretary Morgenthmau advocating
the Federal taxing of municipal bonds, the city council has directed me to reaffirm
the opposition expressed hn the resolution.

Such a lower in the Federal Government does not exist under the Constitution
and it would extend its control into the finances of municipalities arnd thereby
threaten their autonomous existence. To tax outstanding municipal boirtd issues
is dishonest. A tax on future issues is not i tax on the baid purchaser, but rather
forces the municipality to pay a higher Interest rate aind that, In the analysis, is
an additional tax on local real estate. Such an additional tax on real estate is
unwarranted, as such taxes are already almost confiscatory.

If future and refunding issues only are taxed, It would take 30 years or more
before they would all theoretlcal!y become taxrtble. The cold fact even nuw, how-
ever, is that Nation-wide about 85 percent of tise bonds are held by trust funds,
sinking funds, Insurance comranies, etc., where they are not subject to Individual
income taxes. How unreasonable it would be, therefore, to make cities pay in-
creased interest rates on 1-0 percent of their future issues in order to allow the
Federal Government to obtain a limited revenue on 15 percent of the total out-
standing.

If munelprals were taxed. the situation outlined above would be even more
unfavorable to tie Federal Government, as the portion held by private Individuals
wou!d be sharply reduced belaw the 15 percent and hence the contemplated Fed-
eral revenue would become vern more inconseqtential, If seems to its art unwise
procedure to Impose urpon millions of home owners an additional real-estate tax
in order to drive a few rich people out of investment in unicipatls.
The foregoing makes one strongly suspect that the proposed tax Is really a

shrewdly tried move to take advantage- of the war psychology to gain central
fdnanc'al control over all the States and cities of the country.

For the Secretary of tiMe Treasury to urge such a dishoest policy of trrxing out-
standing municipal bond is in my Judgment unprtriotic, although perhaps
thoughtlessly so. He Is faced with the absolute necessity of s,,ing hime aintrtrts
of Government bonds trr fiance the war. T know of no action he could take that
world more definitely hrt tire srrle of surch bonds. Ttey a'o rnottrhig but a norrl
obligation, and if he can force the reptdlation of n roni GOvernment olhitntion
in one case, he can do so In another. Under such circumstances, who could feel
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safe In buying or urging others to buy Federal bonds? ro restore confidence, the
only safe policy for Congress is to unanimously vote his recommendation down
and thus establish the sanctity of governmental obligations.

For the expected post-war depression, the Federai Government is already lay-
Ing the foundation for tile issuance of bouds by tie ell les for public Ilprovemeilts
to provide employment. The proposed taxation will discourage this, and It thus
furnishes a typical example of dilTerent branches of the Federal Government
working at cross purposes.

We do not wish to burden you with constitutional and other prolonged and
familiar arguments. Hence we merely respectfully urge that you, as a inember
of the Maine delegation, oppose such legislation.

Very truly yours,
JAMES EI. BARLow, C/i MA1nnger'.

KoHoMO, IND., February 2, 19/j2.
I have been informed that tlere ]inas been considerable agitation on the part

of Secretary Morgenthan and certain other parties to place a tax on munilclpal
bonds, both of past and future Issues. May I ask your consideration of the
following points before you decide either to support or reject this proposal?

1. Federal taxation of municipal bonds would bring about tit Increase of
three-fifths of 1 percent to 1 percent on all future municipal borrowings. This
increase In municipal costs would have to he absorbed by additional burdens on
city real-estate taxes, tile main source of mlinlcllnl revenues. One city estimates
that taxing m lilcipal bonds would cost the city $2,000,000 annually. Another
states that the taxing of municipal bonds would prevent any effective refunding
of Its debt.

2. Even though the States may be given the privilege of taking Federal bonds,
there Is no compensating revenue for cities. The cities do not Impose income
taxes and Very little of the State revenue is shared with the cities In tile States
where there are Income taxes.

3. Taxation of municilral and State bonds breaks down the whole constitutional
theory of State and maunmiipal sovereignty. If tile Federal Government canl
tax future bonds by passage of a "simple sIatte," It van tax outstanding bonds,
It cal also tax munitil a1 reveries 1ind11 certainly tile revellues of n nliipal
utilities such as water plants, et.' The Supreme Court has said, "The power to
tax Involves the power to destroy."

4. The added costs due to Iiietrvead itert rates wotild amiluount to millions
of dolla's more than the revenues wvhichl would be received.

I cannot coneve of a condition nIrlslig Ill our country In which tie Federal
Government would add so nuaterially to the burdens of our local government by
cotlnellllg said inuniiplt cities to levy a tax to pimy a tlx ol Iorroweli money.
In fact, him soimecitles in oum, State, this would place the bonded indebtedneoss
above tile legal limits.

There would certainly be some very treacherous results of such legislation.
Municipal bonds would be sold with more difficulty and a higher interest rate
would have to be paid on said bonds.

Please give these points your very serious consideration.
Very truly yours,

II 0. FIMuuiwAND, Maytor.

Wovesrica, MAss,, Febiarp 9, 1942,
Within efforts apparently about to be made In the present session of Congress

to enact legislation subjecting municIIpal bonds to Federl taxation, I wish to
convey to you my belief that such legislation would be unwise.

Among the iany unwholesome phases of the problem it Is clear that the
added costs resulting from Increased Interest rates would amount to millions
of dollars more than the revenues which would lie received.

I hope you assist 1Im preventing any such damaging legislation,
Sincerely your,

WILtJAm A. BFNerr, Mayor.
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OsitKosir, Wis., Februarp '2, 1942,
Hon. PRANi I. Kiwas,

Member of Congress, Sixth District,
Washington, D. 0.

HoNor~AnL Sin: As mayor of tie city of Oshkosh I protest against any nMas-
tre introduced into Congress that would be in any way increase the tax bur-
dens of the hoie owner such as would be in fact true If a tax is to be Imposed
upon mtnicirpal bonds by certain Treasury officials.

I, therefore, take my stand with other mayors anti hereby reiterate the deter.
ilnteid opposition of the united States Conference of Mayors to the conttmed

attempts of the rrensury Department, either by statute, administrative rulings,
or by Judicial decree to Impose a Federal tax oil State ad mnihipal onIs.

Respectfully submitted,
GOoaca F. OARS, MayM'.

Po F Muotnmas ., N. Y., January 80, (94. 2Senator Roa~uT F. WsoNeai,
Washington, D. 0.

MY DEAH SRNATOR WACNFR: Secretary of the Treasury Morgerithan, Ill a speech
at Cleveland, again brought forth file plain to propose taxii)g the Income oil ntnhiil-
pal hoods aund I bielleve hnit lie went even further and advocated the taxing, of
the income on outstanding bonds asc well as future Issnes.

I, as well as other municipal offilids, have lieen of the Opinion that this fight
had been lost It the Senate last year hut "hope springs etern Tll." shs Prirenily
Itnoctrons legislation Is a direct frontal attack tipon the rights and soverelgfletis
of munrielpnlitles. I feel that the Issue goes fur deeper than the utere dollars and
cents considerations, and It is a dilrect encroachment by ihe Fed'rirl Goveririent
upon the democratic process which is to allot to tie various divisions of goverrt-
men tieir own particular spheres.

It seems to me hint the taxing of outstanding bonds is a direct violations of
contract and its advocacy is a complete overriding of tire Secretary's previori,
expressions on the matter.

To tax the future issues of municipal bonds Is to put a terrific burden ion
tire small mniiclpallties, It means uindoubtedly a raise In tire interest rate and
you must consider that a raise In the Interest rate Is not something which is
transitory but is something which remains frozen for the life of th Issue, 20 or 30
years,

The cities are urged by tie Public Works Resources Board to create a pool which
might ire drawn on at the cessation of the present emergency. I prns1nre that at
that time It will ie necessary for the comnitles to raise the necessary frirs by
bond Issues arid It will be raising the fuids under the proposed set-tip lit a
premliim.

I think I have stated my case as far as It applies to the city of Pouglikoeepsle,
as well as I can possibly do, and I urge upon you the complete and unceasing
opposition to this encroachment upon our democratic Ideals and upon the domain
of tire siall conrruinities by the Federal Government.

Sincerely yours,
WILLIAM H. SOtTRAuTrri,

Mayor.

Wri.strNsoTo, Dr.,. Fbrvary ?, 19,;2.
Hon. ,Ta CoorP'n,

House Ways and Means Oommrttec,
Washirrgton, n. v.

DAn Mn. Coo'rna: We understand that efforts will be made at the present
session of Congress to enact legislation subjecting municipal bonds to vital
taxation.

Inasmuch as this would bring aibotut arl Increase on all future municipal borrow-
ings, and undoubtedly seriously affect muticlpal revenues, tie city of Wilming-
toir Is opposed to such legislation.

Your favorable consideration to our position In this respect will be greatly
appreciated.

Very truly yours,
AL r W. JAMMS, Mayor.
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DULUTH, MINN,, Februiary 5, 192.
Hon. JOSEPH H, BALL,

Senate Building, Washington, D. C.
DEAi SENAToi: We, the undersigned mayor and commissioners, respectively,

of the city of Duluth, Minn., respectfully beg leave to advise you that we have
always been, and still are, unalterably opposed to any legislation, whether now
pending or hereafter to be proposed, having for its object conferring of author-
ity upon the United States of America to impose a tax upon the bonds of the
State of.Minuesota or of the city of Duluth issued in the past, or to be issued
at any future date.

We expreses our opposition to any Federal legislation which will make it
possible for the Federal Government to tax securities of the State of Minne-
sota or of the city of Duluth for the reason, among others, that such a tax
cannot materially help finance the present or future program of national de-
fense and can only result In Imposing upon the State and the city of an addi.-
tional burden upon already overburdened real estate within our State and city.

For the reasons above stated, and for inany other reasons heretofore urged
by the city council of the city of Duluth in formal resolutions adopted for such
purpose, we feel that we are justified in requesting your assistance and coopera-
tion In exerting your endeavors to defeat any form of Federal legislation
which will impose a tax upon municipal securities, thereby making it (lillcult,
if not impossible, for tle city either to refund outstanding bonds or to issue
new bonds when and if post-war reconstruction programs may Impose tile
necessity upon the city to Issue bonds.

Respectfully and sincerely yours,
For the city of Duluth:

N. Hi. HATcH,
Mayor.

K, A. BoniN,
Commissioner of Public Utilities.

F. C. DAV1oErTY,
Commissloter of Public Works.

E. W. LUND,
Commissioner of Finance.

It. F. PEWvtSON,
Commissioner of Publie Safety.

[Telegram I
FRaSNO, CALIF., February 5, 194.

I-ion, SHERID.N DoWNEY,
United States Senator, Washington, D. C.

I am authorized by resolution of the commission of the city of Frestto, Calif.,
by the unanimous vote of its members, to urge you to unequivocally oppose
legislation subjecting municipal bonds to federal taxation and particularly to
oppose any taxation of outstanding city bonds. Any such taxation of out.
standing city bonds would undoubtedly subject cities to stilts by bondholders
to recover all such taxes. You are also urged to give favorable consideration
to S. 2208, second war powers act, and urge Its passage as soon as possible.

Z. S. Lt,;YMEL,
Mayor of Fresno, Calif.

WICHITA, KANS., February 18, 1942.
Ion. RoBEnu L. DouarroN,

Chairman, Senate Finanwe Committee,
White House, Washington, D. C.'

DEAR SFNATOR DouOaTON: I enclose herewith certified copy of a resolution pro-
testing the taxing of municipal securities, which was adopted by the Board of
Commissioners of the city of Wichita, Kans., on February 16, 1942.

Certified copies of this resolution are also being sent to Senators Arthur Capper
and Clyde M. Reed, of Kansas; Hon. John M. Houston, of Kansas Congressional
District No. 5; and to Ion. Pat Harrison, chairman of the House Ways and
Means Committee.

Yours very truly,
0. 0. ELLIS, Oily Clerk.
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CAM)EN, N. J., February 16, 1942.Hon. WrLtAM H. SaMEBss,

Senate Offtee Building, Washington, D, 2.
DEAn SENATORi: In spite of tire fact that iI September of 1940 the United States

Senate overwhelmingly defeated legislation subjecting municipal bonds to Federal
taxation, it Is clear that efforts will be arade In tire present session of Congress to
enact legislation on tins subject. InI view of tie Importance of this matter to all
cities, I ai again calling to your attention that the United States Conference of
Mayors, assembled Iii session In Washllgto oil January 12, 13, and 14, utnani-
niously opposed Federal taxation on mulcipal bonds.

Tire whole question simmers down to the following:
1, Federal taxation of munlelial bonds vould bring about an increase of three-

fifths to 1 percent on all future municipal borrowings. This increase III municipal
costs would have to be absorbed by a(iditioral burdens or city real estate taxes-
tile infain source of municipal revenues. The taxing of municipal bonds would
prevent any effective refundirng of its debt.

2. Even though tire States may be given the privilege of taxing Federal bonds,
tire Is no compensating revenue for the cities, For tire cities (10 riot Impose
Income taxes, and, III tile States where there tire Income taxes ili effect, very little
of tire State revenues tire shared vith tile cities,

3. Taxation of municipal and State bonds breaks down the whole coirstiti-
tional theory of State and municill sovereignty. If the Federal Government
ean tax future bonds by passage of a "simple statute," it can tax outstanding
bonds. It caul also tax lnulclial revenues, raid( certaily tire revenue of municipal
utilities such is water plant , et cetera. The Supreme Court has said: "The
power to tax Involves tile power to destroy."

4. The added costs due to Increased rates would amount to millions of dollars
iLore than tire revenue which would be received.

Therefore, I again alr)eal to you to use your influence tr behalf of our local
community, of whicl you are a part, by urging strongly on this matter and
opposing arry such legislation.

Thlniking you for your cooperation, I rernin,
Very truly yours,

GEOtroE H. TlRuNNER, Mayor.

CITY oF SCRANTON, PA., February 13, 1942.
United States Stratirs Jost,it Gur'nxY and JAMES DAvis,

ruid CorugressIIrIn PATRIiO IOLAND,
Washington, D. 0.

GENTLEMEN: At a meeting of council held or tire above date, a motion by Mr.
Druck, seconded by Mr. Rodrm, was durly adopted:

That United States Scnators Guffey and Davis, members of the Serrate Finance
Committee, and Collgressnrll Boland, nrernber of tire House Ways tind Means
Committee, he liotlhd tlt the Council of the City of Scranton strongly opposes
ally forr of legislation that would subject municipal bonds to Federal taxation.

Yors very 1 IUy,
SAMUEm 1. IEVAN, City Clerk.

CtTv O M Los ANiiu:r., CAI.IV., 1cbrtrttr 10, 14,92.lion. IlraAM WV. ,iOiiNsoN,
The United States Serate, Washington, D. C.

MY DmAni SEN iToh : This letter Is being written Iii protest to a proposal of the
Treasury Department for tile einetnient of legislation by the Congress to subject
new issues of nnnicipail bond to Federal taxation, which would materially Ill.
crease tile coupon rate of interest our such trnds, and, It) till probability, a proposal
by tine Treasury Dtiiartnment to trose a tax or outstanding city and State bonds,
thereby decreasing tine marketability of this class of bonds.

It has no doubt been called to your attention oir numerous occasions the dis.
astrous effect such legislation would have on municipal financing, with little or no
additonal revenue accruing to the Federal Treasury. While it Is conceded and
concurred in that every method must be utilized for tire Increasing of Federal
revenues at this time, It must be borne in mind that raunnlcipalittes, whicir have a
very limited taxing field, tire, In the final analysis, the backbone of our govern.
mental structure and have certain fundamenal functions to perform, with air
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added burden necessitated by civilian defense. Municipal revenues are derived
principally from taxes on real property. These same taxpayers are also the ones
who are meeting, for the most part, the taxation for Federal purposes, and to
place upon them an additional burden would be eminently unfair.

I sincerely trust that you will vote against such a destructive proposal.
Very truly yours,

L. V. McCAaanL, Treasurer,

NEW,%RK, N. J., February 8, 1942.
1101. WALTER F. GEROF,

Chairman, Senate Finance Committee, Washington, D. 0.
MY Dcan SENATOR: I am informed that there is now under consideration the

passage or preparation of legislation to Impose a tax upon municipal bonds.
You are undoubtedly aware that most, if not all, municipalities have opposed

this type of legislation and are continuing to oppose it because of the added
burden that such legislation would impose upon municipal taxpayers.

Federal taxation of municipal bonds would cause a marked increase in the cost
of all future municipal borrowing. It has been roughly estimated that for Newark
alone, it would result in an increase in our tax rate of as much as 100 points, or,
In other words, $1 on each $100 ratables. This additional burden would un-
doubtedly be the straw that would break the camel's back in ninny of our munici-
palities and result In the bankruptcy of most municipallties. Federal taxation of
municipal bonds would, of course, result in increased revenue to the Federal Gov-
ernment but would not result In any Increased revenue to municipalities to over-
come the additional costs entailed.

As you know, cities do not impose income taxes, and even In States where In-
come taxes are Imposed, evry little of the revenue from such taxes find their way
back to the cities. It is furthermore entirely clear that the increased interest
costs to municipalities would exceed, in large measure, the revenue which would
be received by the Federal Governznent.

I feel it is unnecessary for me to point out to you the underlying constitutional
dispute which has existed since the adoption of our Constitution relating to State"
and municipal sovereignty. While there are two schools of thought upon this
subject, it is unnecessary to consider the subject in its ultimate detail because the
practical effect of the taxation of municipal bonds would be so detrimental to the
municipalities throughout our country as to render any discussion of the theoreti-
cal viewpoint unimportant.

May I, therefore, as mayor of the city of Newark, urgently request that you
oppose any plan to tax municipal bonds?

Very truly yours,
VINCENT 3. MURPHY, Mayor.

STOCKTON. CALIF., February 6. 19412.
Flon. FItANK H. ]BUM. M. C.,

Washington, D. C.
DAnt CoNsoMsMAN' BUCK: I wrote you quite sometime ago regarding the

Federal Government's proposal to tax municipmal bonds.
I believe you know my views on this matter. It is9 my recollection that you

are pot In accord with the same. However. be that as It may. I am still of the
opinion that it would be wrong for the Congress of the United States to levy a
tax on the income derived from municipal securities. To me It seems to break
down the whole constitutional theory of State and municipal sovereignty. If
'he Federal Government can tax future bonds by the passage of a simple statute
it can tax outstanding bonds, also municipal revenues derived from public
utilities of various kinds.

I appreciate the fact that the United States Government must have the revenue
with which to finance the war in which we are now engaged, but it is my opinion
that the taxing of municipal bonds is the wrong procedure. As you know, it
will greatly Increase the costs of local government, which are already burden-
fome in many cities, for the reason that time Federal Government and the State
governments have retained and taken sources of revenues whieh were formerly
enjoyed by the cities, thereby leaving the cities' principal source of revenue the
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ad valorem tax on real property and Improvements. You, no doubt, as a land
owner, have a keen appreciation of this fact, Will you please write me again
us to your views on this matter.

I am sorry that I did not have the opportunity of seeing you when you were
in California recently.

With kindest personal regards, I am,
Yours very truly,

W. B. HOAN, City Manager.

CITY oF JACKsON, Miss., February 2, 19.2.
Hon, DAN B. MOnrHa

Washington, D. 0.
DEAR DAN: On behalf of the city of Jackson I wish to file an official protest

against any legislation taxieg city honds.
The United States Conference of Mayors, of which this city is a member, has

repeatedly gone on record onrosin the passage of such legislation. It is proven
beyond a doubt that the Federal Government will not for many years be able to
collect any appreciable amount of revenue from this source of taxation.

Furthermore, if such legislation is enacted it will bring about an increase of
fhrcefifihs to I percent on future municipal borrowings. Such legislation as
taxing municipal and State bonds; breaks down the whole system of State and
municipal government.

There Is already too much centralizIng of governments In Washington and
In the capitol, of the various States. The Government should be kept closer to
the people and under the control of the people through local government.

I sincerely request that you use every effort to help defeat this legislation for
the above reason and the further reason that it is not a national defense
necessity.

Yours very truly,
WA.rrR A. ScOTT, Maor.

BErnrHzErm, PA., March 10, 1942
Hon. CHARLEs L. GEsLAcH,

.House of Representatives, Washington, D. C.
Hoon rLE Sm: City council has instructed me to write to you and request

you to use your influence to defeat any proposed legislation which would subject
municipal bonds to Federal taxation. We feel that tie Federal taxing of municl-
pal bonds will only increase the burden upon municipal governments for the
reason that it will be reflected In the Interest rate at which mrnicipalities can
issue their bonds. InI many cases it would only mean that cities would have to
increase their tax rate to produce the revenue to pay the tax on these bonds.

As representatives of the citizens arid taxpayers of the city of B thilehem,
council Is opposed to this legislation and asks that you, who also represent the
clt'zens and taxpayers of Bethlehem as well as of other communities In Pennsyl-
vania, also oppose any such legislation.

Very truly yours,
BERThAM L. NAOTZ City 0lerk.

EVANSTON, ILL., February 10, 1942.
Evanston City Council opposed to proposal taxing municipal bonds.

L. J. KNAPP, City Oonptroller.

TUOsoN, Aiaz., February 5, 1942.
Hon. Senator CARL HAYDEN,

Wahingftor, D. 0.
DEAr SENATOR HAYTEN: On my recent visit to Washington I mentioned to you,

and I also had a discussion with your secretary regarding the taxing of ur-
nicipal bonds by the United States Government.

As far as Tucson Is concerned it,would make very little difference whether
municipal bonds were taxed or not because most of our outstanding bonds will
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be retired in tile next 3 years. I want to protest vigorously against such meas-
ures because I am firmly convinced that this procedure Is fundamentally wrong.
Municipal and State bonds were sold with the solemn promise and assurance
of immunity from taxes and for that reason a lower rate of interest was obtained
by tile borrowers.

We can absolutely not afford to let these promises be just a scrap of paper,
and If I have tile correct Information the Supreme Court of the United States
has upheld Immunity of the State In no less than 34 decisions extending to and
including the most recent decision. These 34 cases are listed In tile brief sub-
iiitted to Congress by the attorneys general of the States, entitled "The Con-
stitutionil lunlilly of State and Municipal Securities: A Legal Defense of the
Continued Integrity of tile Fiscal Powers of the State" (pp. 60-62).

Also, to quote Henry Epstein, the general solicitor for the State of New York:
"Secretary of the Treasury Morgentlhau has finally dropped tile mask which has
so far concealed tile real objective of the Treasury toward the outstanding secu-
ritles of the Slates and munilell)nltes." Ilie says further, "That tilts statement,
cooling as It does from the first flesal officer of the United States Government,
Is not only shocking, bnt it problably will (1o more to destroy the confidence of
the people of tills country In the promises and good faith of their own Govern-

n111 tian allything that I cal recall to this time1,"
Congress should not pass this under guise of a defense measure as it strikes

at the root of our governmental integrity, a prilncillle that we cannot afford to
give up without a fight to the last ditch.

All members of the council Join me In asking you to defeat this measure.
Respectfully,

HENRY JAASTAD,
Mayor of Tucson, Ariz.

PASADENA, CALIF,, February 0, 1942.
Hou. CARL HINSnAW,

New House Building, Wash ington, D. C.
DEAR CARL: Recent press reports Indicate that the United States Treasury

Department Is again urging the Imposition of a Federal tax upon the interest-
from outstanding State and. local securities as well as upon future issues.

The Board of Directors of the City of Pasadena has many times enacted the
opposition of the city of Pasadena to the taxation of State and municipal obliga-
tions by the Federal Government, whether such taxation be oil future issues or
outstanding issues, and heretofore I have written you voicing tile views of the
city's legislative body on this latter.

Now that the Treasury has allandoned its previous announced determination
not to tax outstanding Issues find is actually sponsoring such taxation under
the guise of a war emergency, I am writing to again call to your attention the
views of the city of Pasadena and to request that you use all your efforts to
prevent the enactment of legislation which would have for its purpose tile taxa-
tion of State or municipal obligations by tile United States. Such taxation
would increase local taxation by municipal governments, thus adding to the
total tax burden of the country a great many more millions of dollars than those
that will find their way to the United States Treasury.

Such taxation by the Federal Government is an initial step in a program to
further expand the taxing power and break down a long-standing sovereignty
of State at municipal governments, for If the Federal Government can tax
obligations of local governments and the interest on such obligations, it can and
no doubt will tax revenues of local governments. Thus would the constitutional
safeguard against interference by the Federal Government with tile State and
local governments be entirely emasculated.

May I urge you, therefore, to do all possible to prevent such legislation?
Sincerely yours,

HAROLD S. HULs,
City Attorney.

Nsw BEDFOsD, MASS., February 7, 1912.
Hon, DAVID I. WALsH,

United States Senate, Washington, D. 0.
DEAn Sin: I am using this means as a method of definitely asserting my

opposition to the proposed legislation subjecting municipal bonds to Federal
taxation.
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New Bedford has been faced with serious finance problems over a period of
approximately 15 years, and it Is comforting to note that, at the present time, we
are regaining some of our financial stability. The proposed legislation above
referred to would set us back to such an extent that the future of our city
would be placed In financial jeopardy.

The suggestions made in speeches by certain members of the official family in
Washington has caused me great concern, and it is with this thought in mind.
that I am asking your concentrated effort in defeating any legislation carrying
any form of municipal taxation which tends to destroy. As this matter no
doubt has been brought to your attention, in previous Instances, I feel certain
that you are aware of its seriousness and confidently anticipate your favorable
action.

Yours sincerely,
MATTHEw A. GLYrN, Mayor.

CHELSEA, MASS., February 5, 19.2,

UNITED STATES CONFERENCE OF MAYoRs,
Washington, D. 0.

DEAR Snis: I, Bernard L. Sullivan, mayor of the city of Chelsea, most vigor-
ously protest time plan of Secretary of the Treasury, Mr. Morgenthau, to tax out-
standing State and municipal bond issues.

In the city of Chelsea, Mass., we have outstanding approximately $2,000,000
In municipal bonds, I feel that this proposed tax would constitute a brepch of
trust with the investors, who rightfully anticipated that those bonds would be
tax exempt. The income to be derived from this proposed tax does not warrant
such unorthodox procedure.

The proposed tax levy on future municipal bond issues is not going to enhance
the possibilities of borrowing needed funds in this fashion, thus resulting in an
additional load being placed upon the already overburdened real-estate owners.

I, therefore, wish to be recorded and respectfully request that you likewise be
recorded as very definitely opposed to this proposed tax legislation.

Yours very truly,
BERNARD L. SULLIVAN, Mayor.

WATMrTOWN, N. Y., February 3, 191$.

UNrrED STATES CONFERENCE OF MAYORS,
Washington, D. 0.

DEum Sins: Our attention has been called to the fact that the Congress may
consider ways and means of subjecting municipal bonds to Federal taxation.
Most cities in the United States are opposed to any such action for various
reasons.

Such legislation would substantially increase the cost of all future municipal
borrowings and would affect refunding of such debts whenever it is necessary to
do so. A decided jump in interest rates would result which would have 1o be
absorbed by additional burdens on city real-estate taxes, time principal source of
municipal revenues.

Cities are still struggling under the heavy debt load incurred during the past
12 years and should be allowed some relief from future debt service. The next
few years will hardly permit most municipalities an opportunity to liquidate
bonds in sufficient amount to face the next depression with any assurance of
weathering the storm unaided.

If you consent to the enactment of a plan to impose a Federal tax on State
and municipal bonds, it must create a very disturbing effect on such financing
at a time when there should be fullest cooperation between Federal and munici-
pal government in this grave national crisis. More aid is due municipalities at
the present- time rather than increased expense due to manipulations by the
FederAl Government of the issue in question.

Suffice it to say that the city of Watertown urges you to weigh this matter
carefully and oppose the enactment of legislation which will affect the existing
status of municipal bonds. A resolution covering this situation was passed by
the city council, as follows:

"Whereas it has been proposed by time Secretary of the Treasury to remove
immunity from Federal taxation of income from municipal bonds; and
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"Whereas such proposal was defeated by the Senate of the United States by a
vote of 44 to 30 on September 19, 1040, but will probably be offered In the Con-
gress for adoption: Now, therefore be it

"Resolved by the Council of the City of Watertown, N. Y., That it Is the sense
of this council that removal of such tax Immunity would result ill great harm
to municipal finances ;,would Increase the tax burden of our municipal taxpayers,
and that legislation removing this tax immunity should not be passed by Congress;
ani be it further

"Resolved, That tie city clerk by and hereby is instructed to forward a certified
copy of this resolution to the Honorable Francis D. Culkin, Representative and
the Honorable Robert F. Wagner, and the Honorable James Ai. Mead, United
States Senators for their consideration"

Thanking you for any efforts you may make In our behalf, I am
Very truly yours,

C. LELAND WOOD,
City Manager.

NEWTON, MAss., February 8, 19/12.
Representative ALLAN T. TRA,\DWAY,

House Ways and Means Committee,
House of Representatives, Washington, D. 0.

Dr An MR. 'lMADWAY: From the farther end of your State, in representing
the city of Newton, I ask that you use all endeavors possible to defeat ally
progrjtm of legislation looking toward the taxation of municipal bonds.

I have had a rather worth-while experience in municipal finance and I think
I know something of the effect of such legislation upon city finances and the
resulting effect of such taxation on real-estate holders in particular. I was for
8 years chaIrman of the emergency finance commission here in Massachusetts in
1933 to 1936, as I recall it. Under the jurisdiction of that commission came
the financial situation as to all cities In the Commonwealth whose credit bad
been impaired by the expensive unemployment situation. We bad to give
0. K.'s on their borrowings. We had to study their finances in order to do so.

My experience as city solicitor of the city of Newton for over 20 years, and"
the experience I have just spoken of, leads me to be very much opposed to
proposed legislation looking toward taxation of municipal bonds. I wish you
would give my city and other Massachusetts cities your best efforts In endeavor-
lag to defeat this proposed legislation.

Yours truly,
JosEPH W. BARTr.rr,

City Solicitor.

STAMFORD, CONN., febru'iry 2, 1942.

]lo. JosE'Pi H. TALOT,
Conpresian, Fifth District, Conccticut,

Washington, D. C.

DAR CONuvatssMAN : I wvish to bring to your attention a matter that is vital
to till municipalities throughout the country. It is the Federal taxation of State
and municipal bonds.

This question fins been proposed In the past and from quotations printed
In the dally papers on the speech delivered by Secretary of Trensury Morgen-
than In Cleveland oil Saturday, Jtnuary 24, it appears that the Treasury
Department will again endeavor to Impose such a tax on municipal and State
bonds, both on future and outstanding Issues.

I respectfully request that you oppose any attempt to Impose a tax on these
bonds. The taxation of tmneiipal bonds would bring additional expense upon
towns and cities by increasing the interest rate ont bonds which would mean
an added burden on all property attd home owners, who, I believe you will
agree, are carrying more than their share of the tax load at this time.

Enclosed herewith Is a copy of a resolution on the matter passed by the
United States Conference of Mayors in which this city holds membership.

Trusting you will keep a watchful eye on this matter and register your
Opposition at the proper time, I finl

Very sincerely, DEDWARDI A. GONNOUD, Mayor.
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WORCESTER, MASS., February 5, 19412.

Hon. DAvrD I. WALSIX,
Senate Pinance Committee, United States Senate,

Washington, P. C.

DFAR SENATOR: The question of taxing the Income on State and municipal
bonds Is very disturbing to financial officers of muncipaities and will cost
cities such as Worcester hundreds of thousands of dollars without any adequate
direct or indirect return or offset.

It will mean a definite Increase In the burden to be borne particularly
by owners of real estate now overburdened.

Will you please do all in your power to defeat any move that may be made
to tax municipal securities already issued and also those that may be Issued
In the future.

Respectfully yours,
H. 3. TUNiSON,

Treasurer and Collector of Taxes.

JACRSONVILLE, FLA., February 5, 1942.
lion. CHADLEs A. Arsanuws,

Washington, D. 0.
MY DEAR ENATOR: I nin amazed to note Secretary Morgenthanu has again sug-

gested the taxation of future issues of city bonds.
During the emergency tils city has suspended practically all improvements,

has fozn funds appropriated for repairs to streets, sewers, etc., In order to
co-serve the amounts for national defense. I am confident the same conditions
exist nil over our Nation,

Furtheromer, we have voted large amounts In bonds for defense purposes, we
have matched Federal funds to aid the unemployed to such an extent that many
lm-rovements our citizens have a right to demand have been denied.

J'cksonville, and, I Inmgine, every other American city, has done these things
willingly and freely, feeling that it is a real contribution to the national defense
effort,

Wien peace comes, however, new demands are going to be made upon us which
can only be met by the Issuance of new bonds, We must provide work for more
unemployed than we bad 3 years ago, when war industries close down. We must
make the municipal Improvements we did without in order to aid the war effort.
To tax these bonds and future Issues to aid the Federal Treasury will close our
last door to procuring funds to continue such functions as I thave outlined.

In conclusion, I sincerely hope your good Judgment will warrant your opposition
to tire suggestion of our honorable Secretary.

With kindest regards,
Respectfully yours, C. W. HENDLEY, Treasurer,

CANTON, 01O.

DEAR Snt: The council of the city of Canton, Ohio, at its meeting of Monday,
February 2, unanimously adopted the following report which we are forwarding
to you as per its provisions. We believe no further word is necessary.

"aasmuch as there is action pending before Congress to tax municipal and
State bonds, your committee on finance begs to recommend that this council go
on record as very strongly protesting any taxation of any municipal and State
bonds. This taxation would cripple the operation of mnnicpallties due to the
increased premium on bonds and high rate of Interest required.

"It is further recommended that a copy of this report be forwarded to the
chairman of the Ways and Means Committee of the House of Representatives,
the chairman of tie Finance Committee of the Senate, and to Senators Taft and
Purton, Congressmen at Large George Bender and Stephen Young, and to William
R. Thom, Representative from the sixteenth district."

Respectfully,
HAzECi SHEAFFErk,

City Cler'k.
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QuiNcy, ILL, February 4, 1942.Hon. ScoTr LUCAS,
Senator from Illinois,

Washington, D. 0.
Dr.An SENATOR: It has been brought to my attention that tie Treasury Depart-

mert is again proposing to bring our municipal securities within tile scope of
the taxing powers of the Federal Government for the purpose of raising defense
revenues. Such action would certainly seriously cripple local government and
so have a tendency to swing the pendulum farther than ever toward cenuralized
control of all local governing units by the Federal Government, which I believe
is absolutely contrary to the spirit of the Constitution and to sound democratic
policies.

Furthermore, there can be no question but that the added revenue which the
Federal Government might raise in tis way within the next few years would
be trifling while the added financial burden to be placed upon municipalities
would unquestionably seriously Impede their functions. To advance this means-
ure in the name of patriotism and national defense is to my mind inexcusable.
Therefore, I would appreciate your every effort toward the defeat of any such
proposal.

With kindest personal regards, I remain
Sincerely yours, Row. 3. ScIInrqIDMbAN,

Mayor.

EVERarTT, MASS., February 2, 1942.
Hon, DAVID I. WALsH,

Washington, D. 0.
MY DEAR SENATOR: May I kindly request you to use your good oilee in an

endeavor to stop the proposed legislation to tax the income from. future and
outstanding issues of municipal and State bonds.

It is my sincere belief that action to tax the income of these securities is
unconstitutional; that it is a violation of the unwritten faith between our
Federal, State, and municipal governments; that taxation of future issues would
bring negligible income receipts at the present tinie ; that taxation of outstanding
issues is a violation between the States and the municipalities andi the individuals
who own their securities; and, lastly, such legislation would be equivalent to
increased taxation upon the already overburdened taxpayer because such legis-
lation would mean a definitely large Increase in the Interest costs of future bond
issues, and larger Interest costs means larger municipal tax levies, resulting iII
increased real-estate tax rates,

On belaf of tie State of Massaciusetts and lie cities and towns of our State,
I sincerely request that you do all possible to stop the passage of tiny such legls'
lation.

Respectfully yours,
FRiANK E. LFwis, Mayor.

BALTIMORE, Mn., February 8, 1942.
Hon. GFOR, E L. RADCLIFFE,

Senate Ofilce Buldbig, iWashington, D C.
DE AR SENATOR: In pursuance of resolution adopted January 14, 1942, at the

Annual Convention of the United States Conference of Mayors, I am writing
In regard to proposed legislation taxing municipal bonds by the Federal Govern-
ment.

I think it would be against the best interests of the city of Baltimore for the
Government to place a tax on these securities.

Hope you can see your way clear to oppose passage of any law to this
effect.

Yours sincerely,
HOWARD W, JAOKsON, Mayor.
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FITCHBURG, MASS., Februtry 2, 1942.
Representative ARTHiUR D. HFALEY,

Representative ALLEN '1. TREAD~WAY,
Senator D.AvD I. WALSH,
Senator Ii:NRY CABOT Loecr, Jr.,

United States Senate, Washlington, D. C.
DEAlt SENATOR LOcDGF: In connection with the proposal of Secretary Mor-

genttaat to tax rauniclpill bonds, on the basis of ill tile information hihll I
have, I cannot but record myself in opposition to any such plait.

Sincerely yours,
ALFREDO WooLLAcorr, Mayor.

FREMOXT, Nuna., February 13, 1942.
Honorable Mayor and Afcnibrrs of the City Council, IFremont, Nebr.
Re: Taxing of income of municipal bonds.

GENTLEMErN: You have undoubtedly rad it your local newspapers of pro-
posals by Secretary Morgenthan of ilte Federal Treasury Department to again
present to Congress a tax jaw calling for the taxing of tite Inconte of ill
municipal bonds and securitles-bolh outstating and future issues. To again
raise these proposals at this time is to create more problems for the already
overburdened municipal official, but the problem tias been raised and must be
taet In tie most effective matimer possible.
The attempt to "cloak" the proposals under tie labels of "national defense"

and "revetnties necessary for prosecnt ion of the war" Is the most unfair and
misleading type of argument yet advanced to win a fight already lost on its
merits by the Treasury Department when the Senate in 1940 voted down the
very proposals the Secretary now proposes.

Another unifai approach to the whole problem is that used In classifying
Income fromt tax-exenipt bonds as "slacker moneyy" 'rle bllrliea of itity tax
when imnpo~ed will not fail on the bondholders but ot the city Issuing the bonds.
When Secretary Morgenthau sitys his proposal would produce $200,000,000 in
Income taxes per year lie neglects to say that these taxes will not be paid by the
bondhoclers but by city real-estate and other taxpayers. Anyone wealthy
enough to buy a city bond knows hiow to compuite his return on the bond and
he will discount tile bond, ot' bd at Iterest rate, which will give lin his desired
return after taking into consideration all charges, cos(s, ill(] taxes. True, tile
bondholder nity serve as tie person who physically ialtds the income tax over
to tite United States Treasutry, but lie Is iterely ictinlg as a "conduit" for
money coming directly from in Itcrease fit tax rates to tle general city tax-
payers-nioney eirnarked for this tax purpose from the Veny ieginlitig. Cities
have no way to get tilis tax maitoey back in their treasury oil a "quid pro quo"
basis by Imposing a tax which will operate oil Federal securities so as to equalize
matters, so-the itiottey will move In Just one direction-to the United States
''rcasury. Evelt ili the case of otstanding bond issues most cities have proni
Ised to pay ally taxes ittitosed oit the hiconie of those bonds.
Chaos il the Itarket for ituitlipal bonds attil securities will be created by

chalgirig hils rile of atore thant 150 years' standing, for tite mare proposal of
tile Secretary has practically brought the miunicipal-iond market to a standstill
in tile last few days.

You are all fanilliar wvith tile legal argumieits against tie Secretary's pro-
posals but so is Cotigress, and the need now is for a concerted effort by cities
to tear the "wartinie metsitre" label off of these proposals so that they can be
considered by the Congress oil their merits. It is hard to defeat the unwise
proposals of a member of the Cibitet in ordinary times and tile war makes the
task doubly difficult.

I suggest that you immediately make known your continued opposition to
tie Secretatry's proposals to your Senators and Congressmen. I realize that
you have probably voiced your opposition to your Senators and Congressmen
in the past but suggest that you do it again to show theti that the claim of
"wartime necessity" has no validity. Also attached Is 11 list of the House Ways
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and Means Committee members and the Senate Finance Committee members be-
fore whom the Secretary's proposal will come, as it will be most helpful if you
will transmit yoar views to them, also.

With kindest regards always, I remain,
Sincerely yours,

FRED H. IH,\RoS, Jr., City Attorney.

R,.\DING PA., Marh. 6, 1942.
Hon. Guy L. Mossa,

House of Representatives, Washington, D. C.
DEAR GuY: In my official capacity as city solicitor, I am writing you relative

to the proposal of the present administration at Washington to Impose a tax
upon municipal bonds. I know that you have already been approached with
appeals opposing this pernicious prospective legislation.

I know of no more forceful argument that officials of municipalities can
advance against such proposed legislation than to bring forward the well-
recognized complaint that the cities of the State of Pennsylvania derive almost
their entire revenue from taxes levied upon real estate, thereby suggesting the
problem of greater burdens to be Imposed upon the overburdened owners of
real estate.

Presently, in the city of Reading, there is outstanding, in the way of de-
linquent taxes of prior years, a half million of dollars, much of which is
uncollectible. This condition imposes an added burden upon the thirfty real-
estate owners of our community.

As a member of Congress, It is unnecessary to call to your attention the broad
powers of Congress in the matter of levying and collecting taxes. Farther-
more, I agree with the high and reverend authorities lit the Nation in their
sound and Justifiable opp'sition to this proposed legislation in that it will not
only greatly increase the burdens of txiotion but will, at tle sante time,
endanger such Investments and greatly reduce tite market value of municipal
bonds on the part of many people who have, during the years of tits long and
brutal depression, suffered staggering losses and privations, without any near-
term relief.

The war will impose many additional burdens upon the cities of the Com-
monwealth in safeguarding its water supply and other expensive and vital gov-
ernmental operations, I am sure that the citizens of Reading will appreciate
your opposition to the proposed legislation.

Respectfully submitted.
JOHN P. WANNE:tR, City Solicitor.

LANCASTER, PA., February 3, 1942.
Hon. JosEiPH F. GUF;Ey,

Senate Finance Committee,
Washington, D. C.

DEAR Smn: The proposed Federal tax on new Issues of municipal bonds has
been of great concern to the city of Lancaster especially since the Secretary
of the Treasury has suggested the inclusion of outstanding city and State
bonds.

Lancaster, like most cities, has been faced with Increasing difficulties In
keeping a balanced budget, consistent with good government, without Increased
taxation and In addition thereto, our local routine and objectives Iave been
willingly restricted in order to meet increased expenditures of civilian de.
fense measures. Tax on municipal bonds would not only Impose another tre-
mendous burden on small political subdivisions but would defeat the vital,
original, and long-standing assurmce of immunity to beneficiaries through in-
surance, pensions, retirement, and investments.

Encloverl is a copy of Resolution No. 1029 adopted at a regular meeting of
council February 3, 1942, officially opposing the tax.

We respectfully solicit your support.
Yours very truly,

tTY OF LANCASTER, PA.,
D. W. COULTYR,

Director, Department of Accounts arid Pinance.
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RssoLuTioN No. 1029

Introduced by Mr. D. W. Coulter February 3, 1942. Adopted by Council
February 3, 1942

Whereas It hats been proposed that a Federal tax be laid upon the income
from municipal bonds to be issued in the future and it is also intimated that
a Federal tax be laid upon the income front exiting municipal bonds; and

Whereas such proposed Federal tax on municipal obligations would work
a great hardship upon local governments and would of necessity result In in-

creased local taxation and increased cost in future local financing; and
Whereas a proposed tax upon municipal bonds to be issued in the future

would yield little or no present revenue and would, therefore, result in no
material aid to the existing defense program: Now, therefore, be it

Resolved by the Council of the City of Lancaster, That the said council
does hereby publicly record its emphatic opposition to the proposed levy of a
Federal tax on either existing municipal ionds or municipal bonds to be issued
In the future and that copies of this resolution be forwarded to the proper
Members of Congress and officers of the Government of the United States of
America, so that they may be apprised of the views of this council with
respect to such proposed legislation.

Approved February 3, 1942.
I hereby certify that the above is a true and correct copy of Resolution No.

1029 adopted by council February 8, 1942.
[sEAL] CHARLES E. LAMD, City Clerk.

The CHAIRMAN. Professor Fairchild.

STATEMENT OF FRED R. FAIRCHILD, PROFESSOR OF ECONOMICS,
YALE UNIVERSITY

Mr. FAIRCHILD. Mr. Chairman and members of the committee, the
suggestions which I have to offer will deal with the question of bring-
ing under the Federal income tax the interest upon bonds and other
obligati ons of the States and their counties, towns, cities, school dis-
tricts, and other local jurisdictions.

You have already-very proper in my opinion-rejected the
proposal thus to tax the state and municipal obligations now out-
standing the present question is, I assume, limited to future issues of
these obligations. With your permission, I should like, first, to set
before you a brief statement of what I consider the basic economic
principles determining the consequences of taxing the interest on such
obligations and, seconA, to discuss the bearing of such action upon the
position of the States in our American Federal form of Government.

On March 27 1 discussed this sane question before the Committee
on Ways and Means of the House of Representatives. What I said
at that time is, of course, now a matter of record in the printed
hearings of that committee and available to the members of this
committee. In presenting my suggestion to you now, I shall neces-
sarily have to cover some of the same ground. I shall endeavor, how-
ever not to weary you with unnecessary repetition and I shall be
briei.

Analysis' of the economics of this problem starts with the well-
recognized principle that the forces of demand and supply in the
investment market tend to produce equality in the rate of net yield
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for all investments of equal risk. If one investment is burdened
with a cos, Iroin which another is free, then the rate of gross yield
of the first investment will tend to be enough higher than that of the
second so that the rates of net yield will be the same.

It is this principle which explains the prevailing differentials be-
tween the respective rates of gross vield of state and muniipal bonds
and private corporation bonds of equal risk.

For example, during the 5-year period, 193741, we find that the
averag(o rates of gross yield of private bonds of the three, top grades
have been higher than those of municipal bonds of equal quality by
a differential which increased from 63 points in 1937 to 103 points
in 1941.

Professor Lutz has already given you the details of the statistics
to which I am referring. In the year 1941, for example, the nominal
rates of yield of the municipal bondIs studied for this comparison
averaged 1.75 percent, whereas the yield on the private bonds of equal
quality average 2.78 percent, a difference of 1.03 percent.

After making due allowance for other features which might lead
investors to prefer municipals over private bonds of the same rating,
there can be no doubt that the differentials, as we find them, are
chiefly due to the difference in taxation.

In other words, investors in 1941 were willing to take municipal
bonds at a yield of 1.75 percent instead of equally sound private bonds
yieldiig 2.78 percent because the former were exempt from Federal
income tax, while the latter were taxable. The differential of 1.03
points measured the value of tax exeml)tion.

This principle finds demonstration likewise in comparison of cer-
tain obligations of the United States Government which are exactly
alike except that some are fully taxable while others are exempt.
Ever since the Government began in December 1940 to issue bonds
and notes whose interest is fu ly taxable under the Federal income
tax, there has been a -differential between the yield on these obliga-
tions and the yield on the corresponding tax-free obligations whieh
can of course have no other cause than tie difference in taxability.

Other witnesses preceding me have given you this picture in greater
detail.

Now, in the light of these principles let us see what would hapl)pen
if the la w shouldbe so changed that the interest on State and minic-
ipal obligations issued hereafter would be subject to Federal income
tax.

First of all the municipalities would find that, if they were to issue
their bonds at par or at the previously prevailing prices, they Would
have to increase the interest by about the amount of the tax.

On the basis of past experience, this would mean an increase of
about 1 percent in the rate. In other words, the forces of demand and
supply would see to it that purchasers of the new issues obtained, after
praying taxes a net yield equal to that of private corporation bonds
of correspoflding risk. If the municipalities did not provide for this
by raising interest rates, the market would take care of it by corre-
sponding decrease in the proceeds of the sale of the bonds, which
would, of course, come to the same thing so far as the municipalities
were concerned.
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In consequence, future borrowing by the States and municipalities
would bear a heavier interest charge-increased by the amount of the
tax on their obligations. This increase in the cost of their financing
would, so far as the borrowing were for the general purposes, have
to be met by increased taxation. Such borrowing as was for the
financing of public service enterprises would result either in higher
charges for the public services in question or in the operation of such
services at a loss, which in turn would have to be made tip by more
taxation.

The principal burden would fall upon the taxpayers and, in the
counties, cities, towns, school districts, and other local governments
this would mean chiedy an increased property tax burden. The only
alternative to increasedtaxation would be curtailment of public func-
tions on account of the revenue devoted to heavier interest costs.

In the next place, we have to observe that the taxation of municipal
obligations to be issued hereafter would accomplish nothing by way
of removing any so-called privilege enjoyed by the owners of such
bonds. That argument-never in my opinion very strong-is per-
tinent only to the taxation of the outstanding issues.

The investors in future issues of State and municipal bonds will
enjoy no privilege on account of exempt ion from federall income tax.
HOw could they have a privilege when the bonds are sold in a free
market and anyone is free to subscribe for or purchase them if he
cares to pay the market price? Exemption from Federal inconie
tax will be offset by low yield, on a basis of equality with the net
yield of other investments. In other words, the investor pays for
his tax exemption by taking a low rate of interest. Where is the
privilege?

Nor does the Government have the power, by making the interest
on these future bond issues taxable, to impose a special burden on
the investor. He would in consequence, nierely receive a higher rate
of interest or buy the bonds at a lower price, s'o that equality of net
yield between this and other investments of similar quality would be
preserved.

Finally, I remind you that taxing the interest on future issues of
state and municipal bondls would make no appreciable contribution
toward our present, war effort. Whfile the war is on there viii obvi-
ously be little opportunity for the Sl ates a1d municipalities to increase
their, public debts by fresh borrowing. Only as bonds matured and
were replaced by new issues would there be anM revenues from taxing
the interest. This process would be a slow oe. Under normal cir-
cumstances, it would take a matter of 20 or 30 years before the present
tax-free obligations were replaced by new issues whose interest was
subject to the Federal income tax.

With the advent of war, however, there has been a decided curtail-
ment in the atmiount of new and refunding issues. In the calendar
year 1941 such issues amounted to about $1,300,000,000 but dropped to
about $300,000,000 for the first 6 months of this year. The war would
be over long before any substantial revenue could appear from this
source.

Even if we abandon the idea of helping to finance the war and look
to the ultimate effect on the public revenue, the ciase for taxing thesb
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obligations is extremely weak. Let us project ourselves forward to a
date when States and municipalities will have new and refunding
issues (put out between now and then) equal to the present total of
their debts.

Various estimates of the revenue to be obtained by the Federal Gov-
ernment from taxing this debt run from one hundred and fifty to two
hundred million dollars. Against this we must put the burden of
additional interest payments required of the States and municipalities,
for the measure of which I am willing to accept Professor Lutz' esti-
mate of $175,000,000.

Even though we allow a considerable margin of error in these esti-
mates it is clear, first, that the Federal revenue would be modest, and
second, that the gain to the Federal Government would be largely
offset by the loss to the States and their local subdivisions.

And I remind you that there is no true gain to the national economy
from granting the Federal Government revenue at the expense of the
State and local governments. The possible net gain from the whole
operation, 20 or 30 years in the future, appears quite insignificant.

Apart from the fiscal consideration there is another line of argu-
ment which urges that taxation of the interest from State and munici-
)al obligations is required in order to round out the structure of a
logical progressive tax. It is true, of course, that investors in tax-free
municipal obligations, even though on the average they pay the price
ii a lower rate of interest, do place this part of their incomes outside
the effect of the progressive rates of the Federal income tax. I think
most thoughtful, students of taxation recognize this situation and
would consider that our income tax could come closer to the ideal of
a progressive tax if there were no classes of exempt income whatever.

As a practical matter, however, the importance of this consideration
in the particular instance is apt to be greatly exaggerated. In the
first place, investors in tax-free municipals do not entirely escape taxa-
tion. At the time they bought their bonds they paid for tax exemp-
tion according to what the market estimated it was worth.

It is true, of course, that the price was the same to all investors
and that there is therefore no allowance for different degrees of
wealth. But by and large the tax freedom of the whole group of
investors is counteracted by the lower rate of interest.

In the second place, it is not true, as is often asserted, that the
wealthy taxpayers have rushed en inasse into purchase of tax-free
municipals. The argument here proves too much.

If there be such tremendous advantage as is claimed, one wonders
why men of wealth don't put practicalLy all of their funds into tax-
free municipals. The Treasury submitted to the Ways and Means
Committee a record of studies which have been made of the distribu-
tion of the investments of decedents' estates, from which it appears
that, while there are individual cases of heavy inveAtment in tax-
free municipalities, there is by and large no extreme concentration
in the tax-free bonds even on the part of the larger estates. Invest-
ment in State and municipal bonds appears on the average not neces-
sarily greater than might be dictated by sound investment judgment.

And finally, it should be recalled that the taxation of State and
municipal bond interest would result in higher interest costs and an
increase in State and local taxes,
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Now, our State taxes, are in the main more or less regressive in
character, and this regressive feature is even more pronounced in the
local taxes, about 90 percent of which are property taxes. Assuming
that the purpose of the Federal taxation of State and municipal
bond interest is to strengthen the progressive character of our tax
system, what is the gain, if, while linking the Federal income tax
slightly more progressive, we have increased the burden upon the
people of the relatively regressive taxes of the States and the local
governments?

The case for taxing the interest on State and municipal obligations
thus seems to have little strength. On the other hand, there are posi-
tive considerations in opposition which to me appear powerful and
l)redominant. And in laying these considerations before you I hope
you will permit me to follow rather closely the language of my state-
ment before the Committee on Ways and Means.

We have here in the United States of America a Federal form of
Government. Its adaptability to our circumstances and its outstand-
ing advantages to us are, I believe, so clear and so. generally recog-
nized that I do not need to stress them here. In such a political
structure sovereignty has necessarily to be divided between two
grades oi government, the hational Government on the one side and
the constituent States on the other.

This inevitably involves pressures and conflicting claims and the
maintenance of a balance. The conditions of such conflict and bal-
ance'are subject to change. In the formative days-of our Nation the
advantage of position in this conflict was definitely on the side of the
States. It was only with great difficulty and after a long struggle
that the national Government was endowed with sufficient powers,
especially in the field of taxation and finance, to establish it as a
sovereign Government. In the century and a half that followed,
there has been more or less continuous conflict between our two grades
of government, and there have been frequent changes to meet changed
conditions.

Gradually the advantage of position has shifted from the States to
the Federal Government. I think it is safe to say that most current
forces are tending toward concentration of power in the Federal
Government and corresponding loss of power by the States.

This movement has progressed so far that, in my belief, the continued
sovereignty of our States is in real danger.

At no point is sovereignty more vulnerable than where its financial
powers are threatened. During the American Revolution the Con-
tinental Congress set a pitiful example of incompetence, chiefly because
of the lack of essential financial power.

.The same deficiency was mainly responsible for the collapse of the
National Government under the Articles of Confederation. The lesson
of our early experience as a people was tiat there can be no real
sovereignty without adequate financial power. Today the greatest
danger to the sovereignty of our States is in the attack upon their
financial integrity.

It is from this viewpoint that I would approach the problem of
the tax-free State and municipal bonds. It has been shown that to
subject the interest on these bonds to the Federal income tax would
place a heavy burden upon our States and their subordinate jurisdic-
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tions. This is a real burden, capable of measurement. The States
and municipalities would be compelled to raise their tax rates. They
would be restricted and hampered in the performance of their
sovereign functions.

If, in consequence, they should be forced to call upon the Federal
Government for further financial aid, the threat to their sovereignty
would be so much the more ominous.

Nor is it only these direct burdens of taxation that are to be feared.
Federal power to tax would imply power also to classify the State and
municipal obligations, to exempt some and tax others, to tax different
issues at different rates.

It would imply power to dictate the terms of the loan contracts
and to inspect and regulate their issue, thus interfering in State and
local borrowing and other fiscal policies. Any government whose
financial policies and operations are subject to or threatened by
espionage and interference such as this has lost something of its
character as a sovereign State.

And having gone this far, would we not have made smooth the
l)ath toward further encroachment? Might we not next face the
l)roposal to lax the income from municipal public-service enterprises,
such as the water system? Thereafter it would not be so long a step
to seek power to tax the revenues from fees, assessments, and- finally
taxes. Such powers might naturally be accompanied by requirement
of detailed reports, scrutiny of management, dictation of accounting
terms and methods, veto of costs, and other such controls, all of which
are today becoming familiar enough to the owners and managers of
private business. We had better pause before stepping over this
threshold.

As in my statement before the Ways and Means Committee, I am
not now basing my plea on technical questions of conditutionality.

Nor, do I think the problem is solved by asserting that withdrawal
of tax exemption would simply put the State ald municipal bonds
on a par with olher similar investments. I am rather basing my case
on common sense and hard facts.

Denial in future of the existing exemption from Federal income
tax would inquestionably place a heavy burden upon our States and
their subdivisions. It iould further weaken their position, already
impaired by many other recent tendencies. Here is matter for our
sermons consideration as we face what may be a real struggle to Pre-
serve the sovereign existence of our States and maintain our tine-
honored Federal form of Government.

The Cm mnAN. Thank you very much, Professor.
Senator DANAHER. Question please.
The, CHAIRMAN. Yes, Senator Danaher.
Senator DANAER. Professor Fairchild, I have heard it urged that

if the States and municipalities had to compete in the capita market
without the disparity which is alleged to be ;n their favor now,
they would be compelled to restrict the services that municipalities
amdStates are compelled to render and therefore the cost of govern-
ment would be that much less, consequently, it would not be so easy
for the city fathers and planners to fund their debt and therefor to
borrow.
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Do you choose to comment on that argument?
Mr. FAIRCHILD. Well, Senator, I have heard that argument many

times. I think the simple answer is if we are to have a sovereign
government in our States, if our municipalities are to be permitted
to govern their affairs under the constitutions and statutes of the
different States, that is a question for the city authorities to deter-
mine. I do not admit that it is a function of the Federal Govern-
ment, by withdrawing a freedom from Federal taxation which has
always been enjoyed, to seek to curb the expenditures of our munici-
palities, even though we might think, from an altruistic point of
view, that it might be well for some of our municipalities to reduce
their expenditures. That, after all, is their decision. so long as we
maintain a constitutional distinction between the sovereign powers of
our National Government and those of the State.

Senator DA,%NAHEE. And, in the long run, is it not true that the
people of a given community get just about the kind of government
they tire willing to stand for anyhow?

Mr. FAIRCHILD. I think they do, and I think, if we, in our wisdom,
think it is not as good as they ought to enjoy, we have got to put
the question up to them. After all, they are the ones to decide.

Senator DANAHEII. There is another argument that reaches me
from time to time and that is by making it easy for municipalities
and local comnmnities to borrow, that they compete with industry
to the point where industry has to pay a very areat deal more for
its money and therefore, it retards the healthy growth of business
in this country.

Do you think there is anything to that?
Mr. FA RCHILD. I think that, in the main, is answered by the opera-

tion of the forces of demand and supply in the investment market.
The municipalities do have the advantage, but from the investors'
point of view, there is no advantage after you have made full allow-
ance for equal risk. The figures that have been given by other wit-
nesses, and by myself, verify I think, the basic economic principle
which I stated that, given the equality of risk, the final net yield of
different investments will be the same. Let ine add that there does
not appear anything to indicate that our municipalities are lying on
any bed of roses financially.

I think the record will show that no injury has been done to Ameri-
can industry by the preservation of this constitutional prohibition of
Federal taxation of interest on State and municipal obligations.

After all, the investors who are choosing between private industrial
bonds and State and municipal bonds will be governed by a great
variety of motives and considerations and they finally must make
their choice.

I do not think any undue burden has been placed upon our indus-
try in competition with the securities offered by the States and
municipalities.

Senator-DANAHER. Thank you very much.
The CHAIRMAN. Thank you very much, Professor Fairchild.
At this point the committee has been favored with a statement by

Mr. Northcutt Ely, special counsel, on behalf of the Department of
Water and Power of the City of Los Angeles, Calif, which will go
into the record.
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(The brief referred to is as follows:)
BRIEF OF NouTricurr ELY, SPECIAL CouNS'sEL, ON BEIIAr OF THE DEPARTMENT OF

WATE AND POWER OP THE CIry) OF Los ANOELES

I am directed by the Los Angeles Department of Water and Power to submit
to you the attached resolution of the city council opposing the taxation of
income derived from municipal bonds. I am also asked to invite your atten-
tion to the effect of such taxation upon the cost of financing borne by the
department of water and power.

The department of watdr and power is a department of the city of Los
Angeles, existing by virtue of the freeholders' charter of the city. The affairs
of the department are conducted under the direction of n citizens' board of
five members. The department operates the waterworks and the electric works
serving the city's Inhabitants.

REVENUE BONDS OF DEPARTMENT OF WATER AND POWER SINCE 1036

Since 1935 the department of water and power has issued revenue bonds,
payable solely from the revenues of the department, aggregating approxi-
mately $165,000,000, not including approximately $28,000,000 of borrowings
from the Reconstruction Finance Corporation, which likewise are payable solely
out of the revenues of the department.

VOLUME OF REVENUE BONDS OUTSTANDING

For the last 6 months of 1941 the department had outstanding an average of
approximately $100,000,000 of the revenue bonds referred to in the preceding
paragraph. The interest cost on these bonds for that 6-month period was a
total of $1,652,000, or at the rate of approximately 3.3 percent per annum.
These bonds were Issued on the opinion of bond counsel, as well as the city
attorney of Los Angeles, that interest on them Is exempt from taxation Py
the United States of America, under the Constitution of the United States
as now in force, and that such interest is exempt from taxation under tb
existing laws of the State of California.

EFFECT OF TAXATION ON INTEREST COSTS TO DEPARTMENT OF WATER AND POWER

If a like amount of these bonds had been Issued, subject to Federal income
taxation, it is estimated that the interest cost would have been about 1 percent
higher, In which case the department's charges for interest for the last 6
months of 1941 would have been approximately $500,000 greater than they actu-
ally were, or at the rate of $1,000,000 increased interest costs per year.

FUTURE FINANCING

With respect to any future financing of the department, the same relative
increased interest cost would be encountered if the tax-exemption feature were
absent. The department faces the necessity for very large increases in borrow-
ings to finance expansions of its generating system to meet very large war loads
which have confronted us, and, after the war, to meet a backlog of extensions,
Improvements, and betterments which must be deferred for the duration of
the war because of shortages of materials,

GENERAL OBLIGATION BONDS

In addition to the revenue bonds summarized above, the department carries
the debt service on certain general obligation bonds of the city. For the last
6 months of 1941 the Department had outstanding an average of approximately
$83,000,000 of such general obligation bonds. The interest cost on these bonds
for such 6-month period was $1,808,000, or at the rate of approximately 4.35 per-
cent per annum. Assuming the same increase in interest cost of 1 percent, the
department's charges for interest on such bonds for the last 6 months of 1941
would have been approximately $415,000 greater than they actually were, or at
the rate of approximately $830,000 increased interest cost per year. The aggre-
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gate annual cost to the city involved in the difference between tax-exempt
and taxable bonds, measured against financing of the present magnitude, is thus
estimated at a figure in excess of $1,800,000.

The general obligation bonds, like the revenue bonds, vere issued under the
opinion of counsel that they were tax-exempt.

CONCLUSION

It is understood that this committee does not propose to consider legislation
having a retroactive effect. Aside from that, however, In view of the large
financing task now confronting us, particularly in connection with expansion
necessitated by war requirements, the department is equally concerned with
regard to the fhreat of legislation which entails higher interest costs on this new
financing, occasloned by a withdrawal of the tax-exempt feature.

Tie figure of 1-percent Increase in Interests costs attributed to removal of the
tax-exempt feature is based on advice from investment bankers and brokers.
While opinion may differ ns to the actual spread involved, it Is possible that some
of tiis difference of opinion may arise from the fact that the market may have
already discounted to some extent the threat of removal of the tax exemption,
so that the present cost of money includes in part an increase in cdsts already
accomplished by the market's fear of such legislation. One percent, we are ad-
vised, probably represents a fair valuation of the difference between the interest
rates available if the shadow of this legislalion were removed, and the rates
required if the proposed legislation should became fully effective.

As we understand it, the fundamental questions as to the constitutionality
and equities involved in the proposed legislation are being fully covered by other
witnesses, andI consequently this statement is restricted to a factual presentation
of the results as they affect the city of Los Angeles and its department of water
4lnd power.

ItESaLtTION OF THE COUNCIL 0 THE, (CrY OF Los ANGELES

Whereas the United States Senate Finance t'ommiitee is to meet on August 3,
1042, to consider the question of whether or not the Federal Government shall
tax the revenue on future issues of municipal bonds: now, therefore, be it

Resolved, That the City Council of the City of Los Angeles, in cooperation
with the mayor of said city, does hereby express Its unqualified opposition to
the Federal Government taxing the income from municipal bonds, either past
or future, on tie grounds heretofore presented by the States and cities and the
Conference on State Defense, and for the following additional reasons: The
war emergency has placed greater burdens upon this city In that it is required
to expend its' tax income in greater amounts because of the necessity of pro-
riding additional public services, to vit, traffic control and regulations; greater
sewer requirements; health services; additional police efforts; additional fire
protection; establishing and maintaining civilian defense and providing facilities
for State defense; assumed tort liability in connection with civilian defense in
-event of invasion or air raids; assumed employee compensation liability for
air-raid wardens, auxiliary police, and fire wardens.

Los Angeles is peculiarly located on the Pacific coast in the heart of the war
defense industries. These burdens arise by reason of a large concentration of
troops in this area and large increase in civilian population engaged in war
industries, and by reason of the fact that, because of its geographical location
and the concentration of war industry factories and shipbuilding, there is
greater danger of enemy air raids than in other areas. These burdens now
assumed, and to be assumed, because of the aforesaid matters, have the effect
of diminishing its taxing capacity for usual and necessary public constructions
and functions for years to come. Additional burden is also placed upon this
city because of the extensive Federal and civilian war operations which are now
tax-exempt under the provisions of the Reconstruction Finance Corporation Act,
as amended June 10, 1941; that instead of proposing to tax the income from
municipal bonds, the Federal Government should grant to this city, and to
-ther cities, in proportion to their burdens, subventions to compensate for
additional expenditures required by the war emergency; be it further

Resolved, That the city clerk certify to the adoption of this resolution and
transmit copies thereof to the Honorable Walter F. George, chairman of the
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Finance Committee of the Senate of the United States, and to the llonortble
Hiram W. Johnson and to the Honorable Sheridan Downey, Members of the
United States Senate from California.

I hereby certify that the foregoing resolution was adopted by the Council
of the City of Los Angeles at Its meeting held July 31, 1942.

[SEAL] WATn C. PrEnsoN, City Clerk.
By J. E. HoPns, Deputy.

The CHAIRMAN. The committee will recess until 2 o'clock at which
time we will resume the hearings on this question that we had under
consideration this morning.

(Whereupon, at the hour of 12:47 p. m., the committee recessed
until 2 p. in. of the same day.)

AFTERNOON SESSION

(Whereupon, at 2 1). in., the committee met pursuant to recess.)
The CIAIRMAN. The committee will come to order, please.
Who is the next witness?
Mr. Tomnr. Senator, may I file a communication from the National

Education Association which they asked me to submit for the record
of the committee? It is about two pages.

The CHAIRMAN. You may do so; yes, sir. That is relating to this
same subject?

Mr. TOBIN. Same issue.
(The document submitted by Mr. Tobin is as follows:)

NATIONAL EDUCATIoN ASSOCIATION OF TIl 1'NITED STATES,
lVaslingto, D. C., Ju1ly 31, 1,912.

Senator WALTER F. GEOROE,
Chairman Finance Committee,, UnitCd Statcs Stente, Was ilngton, D. C.

DEAR SENATOR GORoe: In behalf of the National Education Association, rep-
resenting more than 200,000 educators throughout the Nation, I wish to express
opposition to the United States Treasury Department's proposal for taxing the
Income from State and local government (including school district) bonds under
the Federal Revenue Act. I understand from newspaper reports that your
committee has decided to reject this proposal so far as it applies to bond issues
already outstanding. The National Education Association commends tilts de-
cision, We feel that the Federal Government has a moral obligation to refrain
from taxing bonds Issued as tax exempt by the smaller governmental units.
Aside from the ethical aspects, however, we believe that there are equally com.
pelling reasons why the Interest on future issues of State and local bonds should
not be taxed.

The National Education Association opposes Federal taxation of tile Income
from State and local bonds ott two main grounds:

1. It would increase the cost of borrowing by State find local governments lit
a time when other costs of these governments are already rising and when their
revenue outlook is uncertain.

2. It would represent an unjustifiable Interference by the Federal Govern.
ment in the financial affairs of the States and municipalities.

In hearings before the Ways and Means Comllittee of the United States
House of Representatives, Mir. Randolph Paul estimated that the spread between
present interest rates ott State and municipal tax-exempt securities and tie
rates which would have to be paid on such securities after the ellinlnutlon of tile
present tax exeltption would be from one-fourth to one-half percent. While
estimates from other usually reliable sources have placed this increase in interest
rates somewhat higher, it should be noted that a rise to only 1/2 percent of the
interest rate on a 3-percent bond would Increase the cost of financing that bond'
by about 17 percent. Such Increased costs could only be met by higher tax rates
levied on the rank and file of State and local taxpayers-taxpayers who will also.
be called upon to carry the burden of heavily increased Federal taxation.
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This Increased cost of financing Government borrowing would come at a time
when ill other Government costs are likewise rising and when the revenue out-
look for States and municipalities Is, to say the least, uncertain. A recent poll
of municipal finance officers disclosed that many of them were facing prospects
of lower revenues front local taxes in the next 2 years. Estimates by State
revenue officials of the decrease In gasoline-ax collections during the 1943 fiscal
year range from 25 to 50 percent. Should the failure of State and municipal
revenues become general, the Fed~ral Government aight find it necessary to
iltd In the financing of State and local public services, This would more than

offset tiny income to the Federal Treasury gained through the taxation of
sevurlties now exempt.

Tile National Education Association realizes that winning tile war Is, ind
should be, the prime objective of all units of government, It believes that Stato
and local governments should cheerfully accept the burden of the added services
which they are required to perform InI connection with the war and should coop-
erate with the Federal program InI every essential particular, but It also believes
Ihat the Federal Government has a responsibility for tile protection of its
political suldivisiolis froni unnecessary Interference InI the performance of their
ioilliiil func tios.

The National Education Association looks upon the proposal to remove til
tax exeilption from State and municipal bonds as one more unwarranted step
in the tightening of Federal control over State and local fiscal operations and tihe
centralization of financial power at Washington. The very fact that soie degree,
of trend In this direction Is unavoidable in) view of tile war emergency makes it
all tue inure Important to safeguard the authority of State and local governments
from Any unnecessary encroachment,

I understand that the Treasury Department's stated reason for favoring
Federal taxation of State and municipal bonds Is that it would eliminate tile
possibility of income tax avoidance by wealthy individuals. I am Informed
however, that a very large proportion of these bonds Is held, not by Individual
investors, but by Insurance companies, foundoations, and semipublle agencies-
types of organizations which may be said to render a public service.

I am glad to have the opportunity of stating the views of tills association
since we have a vital Interest in the financing of public services. We believe
that the proposal to tax State and 1peal bond issuer is unnecessary and
dangeroll,

Very cordially yours,
WIrT,.RO H. Gives,

Ewccutie Secretary,
Mr. ToBIN. May I also file the statement of the American Bar

Association, at their request?
The Cit-, MAN. Yes; you may file that.
(The document above lreferleti to is as follows:)

STTEmNENT OF MURURAY SKAso. GOOD, OF CINCINNATI, IEPESENTING TIHE AMERICAN
I1.R ASSOCIATION

As a former chairman of the municipal law section of the American Bar
Association, a member for some years of the house of delegates of that associa-
tion, and at the request of the present of the American Bar Association, I am
appearing to call to your attention and speak In support of the following reso-
lution of Its house of delegates adopted March 17, 1941:

"Resolved, That if the existing immunity from taxation by the Federal Gov-
erimnelit now applying to public securities Issued by a State, a local subdivision,
or local authority thereof is to be abolished, either us to Interest or principal,
In tle opinion of this association, tile question of such abolition should he first
submitted to the several States for the approval of a properly drawn amendment
to the Constitution of the United States to accomplish that purpose."

This resolution was first presented by a committee of the section on municipal
law to that section, It wits accompanied by a careful and elaborate report In
support of the resolution, The resolution was approved by the section and
ordered submitted to the house of delegates. It was unanimously approved by
the house of delegates, The control and administration of the association is,
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by article V, section 1, of the constitution of the American Bar Association,
vested in the house of delegates representative of the profession of the law in
the United States. Its membership (Const. V, 3) consists of State and local bar
association delegates and others so that it is thoroughly representative of the
views of the American bar.

The bar association Is most concerned wir the effect of the proposed taxation
on the structure of our Government and how we should effect changes in that
structure.
I This issue is profound. It is not a choice between conflicting social policies.
Basically, it involves the question whether you should further subordinate the
States to tire Federal Government, whether you should continue the trend toward
centralization and away from local self-government, or should you call a halt
and restore the States and cities to the place in the Federal framework which
apparently was intended when the tenth amendment was adopted in the Bill of
Rights, reserving to the States all powers not delegated to the United States.

That issue, it seems to the American Bar Association, should be submitted to
the people of the United States and to the States themselves, as the Constitution
itself requires in the clause with regard to amendments.

Tire witnesses who have appeared here for the several States and cities have
revealed the dangers of this proposal to the financial structures of local govern-
meants. They have shown that the proposal involves not only an increase In the
cost of local government, but, in the recent language of the Supreme Court, that
it would involve "Vital considerations * * * respecting tire permanent rela-
tions of tire Government to investors in its securities and its ability to maintain
its credit" (Jame8 v, Dravo Contracting Co., 302 U. S. 134 (1937)). This direct
Interference with the States' ability to borrow Is what distingilshes a tax on
securities of States and municipalities or the interest thereon from the indirect
tax on salaries of State and local otlicers. The latter is permissible. The former
is not (Helveriag v. Gerhardt, 304 U. S. 405 (1038)).

From my experience as former mayor of Cincinnati, I can confirm the predie.
tons which have been tirade here as to tire serious effect of this tax on local
financing. From reputable local bond houses I have ascertained that tire decline
in tire market value of Cincinnati bonds, following Secretary Morgentliau's recent
speech in Cleveland, in which the Treasury Department favored the taxation"
of municipal bonds, is about three-quarters percent ir lrcore yield. In future
issues for the years to come such dininution would amount to a very sub-
stantial sum and would, no doubt, force the city to curtail some necessary
improvements. The additional cost of financing projected to the present
baded debt of the city would amount to about $550,000 li addition per annum.
With the shrinkage of city real estate values, the increased taxes necessary for
borrowing would present a serious problem. Competent local bond houses have
estimated that bond Interest on future Cincinnati issues, if the bonds were subject
to Federal Income tax, would have to be raised li a city like Cincinnati, whose
credit is excellent, something over 1 percent. Il cities whose credit is not so
good, the increase might be as much as 3 percent, with the result that some such
cities could not issue and market bonds at all.

But the objections, serious as they are, vanish if the matter is submitted to the
people nad to the States in a properly drawn amendment. If the people want to
amend the Constitution to permit this dislocation of powers, then by all means
let them do so. In that way we will avoid the dangers inherent in the assertion
of supreme Federal power to tax the functions of the States, Rather, the States
will have surrendered a privilege of their owi volition.

Furthermore, if the Federal Governent receives the power to impose this tax
by a constitutional amendment, there cataot be those disturbing claims to
Federal supremacy which have been tire basis of the Treasury's arguments In
favor of the validity of the tax. No one will then be able to claim that the
Federal Government possesses the power, asserted by the Treasury, to tax the
actual revenues of State agencies, by a distorted iterpretation of lhe words
"from whatever source derived" Iu the sixteenth amendment. And a properly
drawn amendment could protect against the dangers of Federal control over
local policies.

The argument against granting this power over the States by aeans of a con-
stitutional anrendment loas been that it is low, cumbersome, and uncertain.
Yet, this proposal has been advocated by the Treasury for the last 4 years. Is
there much greater speed, gentleman. ian the Treasury's advocacy of the statutory



REVENUE ACT OF 1942 643

procedure? Could not tire Issue have been decided long ago, if the Treasury liAd
asked Congress to refer the matter to the States and people for a true expression
of their desires? But, perhaps, that is what they meant when they say that the
inehod of amendment is "uncertain." Apparently, they feel that there is no
certainty that the amendment would be adopted. But how strange that is iii a
democracy. If the States and tile people do not desire to grant this power to
the Federal Government, what reason is there to continue to urge Its enactment
in a short and simple statute.

And if it is speed that the Treasury wants, they certainly are ol tile wrong
track by urging a statute of doubtful constitutionality in place of a straightfor
ward resolution proposing a constitutional amnendinent for ratification by tire
States. For all practical purposes, such a statute could not be enforced until
tire Supreme Court decided It to be constitutional. And tile history of these
constitutional litigations shows them to have taken years before final decision.
The case which allowed tire States ard the Fiderl Government to tax tile
salaries of each other's employees was in tire courts for about 5 years. On tire
other hand, tire last three amendients to tie Constitution of the United States
were adopted in an average tinre of about 18 months. It seons, gentleman, that
if tire American people really want to change tire fori of their Oovernrent, they
manage to do It by a constitutional amendruent In a reasonable the. And In tire
process they strengthen true federalism and the uraintenance of our dual system
of government.

Mr. TOBIN. As I suggested, Senator, before, most of the remainder
of tile witnesses would like the privilege of submitting their statements
for the record.

Mayor Green of Birmingham would like to submit a statement on
behalf of his city, which lie thinks would be sufficient if he simply
submits it for the record.

The CHAIRMAN. Is the Mayor here?
Mr. Tom '. Is Mayor Green of Birmingham here?
(No response.)
Mr. TonI. He is not back just now.'
The CHAIRMAN. HO wines to submit a statent
Mr. TOBIN. Yes, sir.
The CHAIrMAN. He may do so.
Mr. TOm. And then we could conclude, Senator.
Mr. Chatters had a statement he wished to make. He could sub-

mit that for the record, except that he would like to present orally
about 3 or 4 minutes of it.

The CHAIRMAN. He is the next witness?
Mr. TOBIN. Yes, sir.

STATEMENT OF CARL H. CHATTERS, CHICAGO, ILL., EXECUTIVE
DIRECTOR, MUNICIPAL FINANCE OFFICERS ASSOCIATION OF THE
UNITED STATES AND CANADA

Mr. CHATrs. There is only one point in the testimony that I
would like to speak to briefly, and that is the question that was raised
this morning about the effect on post-wvar finances should the income
from State and municipal bonds be taxed.

I am basing that on the studies which I have mentioned in the
statement I am submitting. The burden of the story is this: That
during a period of several years many of the bonds of the States
and localities as well were issued at a rate which approached the
maximum at which bonds could be sold. That is to say a very great
number of them were sold at rates of 58/4 percent or more.
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Now, if the bonds were taxed, the rates would naturally be greater,
substantially 1 percent less in some cases; more in others.

Now, following the last war and during the last depression period,
cities faced two things: in some cases they were uilable to sell their
bonds at all, and in other cases they would have been, unable to sell
them had the interest rate been greater.

Now, in the last depression the cities tried to help come out of the
depression by post-war. public works. Now, if we tax the boids we
are going to raise the rates to such an extent that, based on their
experience of the depression period, they would not be able to sell
those bonds. So if the bonds are taxed, you are going to make it
more difficult for the cities. to participate in a post-war program of
public works.

My own city of Flint, Mich., where I was director of finance for a
great many years, had, during the period of 1919 to 1920, to sell bonds
of 6's. We sold several millions of 6's. During the depression
the city there could not sell bonds at all. During 1 year there were
as many as a thousand communities that sold bonds just below the
maximum level, and if those bonds had been taxed, they could not
sell them.

What I am saying is this: that if we make those bonds taxable,
you are, at the same time, making it much more difficult, if not im-
possible, for some of the States, and a great majority of municipali-
ties, particularly the small municipalities, to bear their own burden
on public works and, therefore, there will be a tendency again to call
on the Federal Government for an unusual amount of Federal as-
sistance, and you are going to do that at the time when the Govern-.,
ment will not be'in a position to give it. When the war is over it
should conserve its finances as far as it could.

When you have to issue bonds for post-war public works if you
tax the future issues you are making it difficult for the cities to finance
themselves, and, therefore, forcing them into the lap of the local gov-
enment for financing post-war public works.

During the last period of depression, that is, 1931, 1932, and 1933,
several of the States, the States themselves, issued bonds that were just
below the maximum level.

Going back further to 1919 and 1920, there were at least 12 of the
States in 1 year that sold bonds at 6 percent or just below it.

Now, those rates may not happen again, but all we have to go by
is past experience, and both the States and the localities in very large
numbers--in 1 year the localities to the extent of more than a thou-
sand, sold bonds at just below the maximum rate at which it is gen-
erally conceded they can sell bonds, and should we tax the bonds and
make the rates higher, it is going to be very difficult for them to
participate in a post-war program.

Not only that, but at the present time, as you mentioned this morn-
ing, you are asking the cities in many cases to make umnsual expendi-
tures for public works. You say they can't do any, bit at the same time,
some of them have to for the war effort.

You take the city of Norfolk, which has recently issued two million
in bonds to expand their industries, and, therefore, their municipal
services and their municipal facilities, you are making it difficult for
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them to do that, and they will have to pay the future penalty. That
is substantially all I care to say at this time.

I' have made extensive studies of all of the bond sales for several
years, trying to develop the information on which those simple state-
ments are made, and it seems to me that if for no other reason we ought
not to tax the bonds at this time, simply in order that the States and
cities may fully cooperate in a program of public works, and that
they may do the financing instead of having to call on the Federal
Government to do it.

Senator GUFFEY. What years did those bonds sell at 6 percent?
Mr. CHATTERS. A great many in 1919,1920, and 1921. I can give you

the specific States if you would like to have them.
Senator GuFny. I wanted to know what years they were.
Mr. CHATTERS. In 1920 there were five States: Massachusetts,

Georgia, New Mexico, South Dakota, and Utah.
In 1921, there were 12 States: Arkansas, California, Florida,

Georgia, Michigan, Nevada, New Mexico, North Carolina, North
Dakota, Oregon, South Dakota, and Washington.

It is rather surprising to hear that the States themselves did sell
bonds at a 6-percent rate, but it goes to show that even the States can
be affeced by the change in rates.

The CHAIRMAN. Any other questions?
(No response.)
The CHAIRMAN. Thank you very much.
You wish your formal statement to go into the record?
Mr. CHArERs. Yes; I would prefer to have that because the tables

are necessary to understand it.
The CHAInMA. Put that in the record.
(The document submitted by Mr. Chatters is as follows:)

STATEMENT OF CAR', H. CHArrS, EXECUTIvE DIRcR, MUNICIPAL FINANCE
OrFicEts ASSOCIATION OF THE UNITE STATES AND CANADA

The information I want to present to your committee today regarding the
Federal taxation of the income from State and municipal bends will be based
on recent research and will not duplicate the testimony of other witnesses at
this hearing. My appearance here is on behalf of the Municipal Finance
Officers Association which I serve a executive director. The point of view I
express represents the opinion of the members of the association officially
stated at an annual conference and later reaffirmed by the executive board.
Our association represents finance and accounting officers of local governments
in all States and has among its members such officers from 80 percent of the
cities over 50,000 population. The association is a professional, technical, and
research group of 1,700 members. My own experience consists of 10 years as
city auditor or director of finance of the city of Flint, Mich.; 1 year spent
working out financial plans for distressed cities and 10 years in the present
position where I am consulting continually with cities on their financial problems.
I have served as consultant to Federal agencies and have written one of the
four or five books published in the last 10 years on municipal debt.

Your committee will want to consider the essential rights of cities, counties,
villages, and other districts to function in peace times as well as in war. The
weak community and small unit of government under our scheme of government
have the same rights of existence as the strong village and large unit of govern.
meant. Since local and State governments may soon face serious depression and
post-war problems I have tried to see what would happen during such a period
if State and municipal bonds are subjected to Federal income taxes, To do
this I have studied all recorded municipal bond sales for the years 1919-22
and 1932-4, inclusive.
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Taxation of the income from State and municipal securities will surely
result in higher interest rates on these bonds and higher interest costs to the
States and municipalities. This is my conclusion as a result of my studies,
discussions with municipal officials and bond dealers, and observations of the
bond market. The testimony of the Treasury's own experts has supported this
conclusion. So has the evidence submitted heretofore by others who have made
detailed studies of the matter. The increase in the interest cost will be ap-
proximately 1 percent per annum; it will be less in some communities, more in
others.

Today I propose to pass over the many valid arguments against Federal taxa-
tion of State and municipal securities, such as (1) the control that the Federal
Government would exercise over the financial operations of States and munici-
palities, (2) the use of such a device as an entering wedge to tax the revenues
of municipalities or States, (3) the fact that no reciprocal advantages are given
to the States and localities when the Federal Government taxes their
securities, (4) the increased burden on real-estate taxes with little if any
reciprocal advantage, and (5) the fact that revenue from the taxation of future
issues *alone would be negligible for many years to come. Neither do I propose
to deal with the taxation of outstanding issues because that is not primarily
the concern of the States and cities.

This testimony will demonstrate four points: (1) Thousands of small cities,
towns, villages, counties, and school districts, not close to the money centers,
will be unable to borrow should their bonds be taxed; (2) in the post-war period
or in the depression to follow the war the financial affairs of the large cities
as well as the small ones mentioned above will be seriously Interfered with.
Convincing examples of this will be shown; (3) the ability of cities and States
to cooperate with the National Government in a program of post-war public
works will be made difficult if not impossible by the taxation of their securities;
and (4) the communities which are now extending their facilities to aJ the
war program will be seriously hampered.

fl'flT OF MGHER RATES

If State and municipal bonds had been taxable In the post many of them
could not have been sold at all. In order to check on the difficulties that would
arise from the taxation of the income from municipal bonds and the consequent
higher interest rates, I investigated all reported municipal bond sales for the
7 years noted above (1919-22 and 1932-34) to determine the amount of bonds
sold at coupon rates of 5% percent or higher, the number of municipalities or
districts involved, and the number of bond sales taking place at these rates. It is
significant, for example, that in 1921, 2,009 municipalities or districts sold 3,000
bond issues totaling $467,015,135 at coupon rates of 5% percent or higher. Why
do I cite these figures? Had the bonds sold at these rates been taxable the
interest rates would have exceeded 6 percent and perhaps would have been as
high as 61/1 or 7 percent. The history of municipal borrowing shows that bonds
are not sold, but are usually withdrawn from the market, if the rates exceed
6 percent. This is due in some cases to constitutional limitations, in others to
statutory regulations, and in still others to plain common sense. And in 1922,
1,820 municipalities or districts sold 2,081 issues totaling $130,385,073 at 5%.
percent or more. The number of communities affected and the amount of money
involved is impressive. (See table A attached,)

lunicipalities cannot pay too high litenrPt rates, for if they do the citizens or
the creditors or both will suffer. In general a commaunily cannot safely devote
more than 25 percent of its revenue to debt service. When It does the public
services must suffer or the community stands to default oni its obligations. TIre
usual "ceiling" on interest rates has come to be accepted as 6 percent by tie
general consensus of State legislatures, fiscal experts, and public ollicials.

Some of you may think that localities in your States will not be hampered
should the interest rates be higher. But note that nearly every State sold
some bonds at those high rates (5% percent or more) during the period under
scrutiny. In Ohio in 1020, for instance, 236 municipalities or districts sold 385
issues totaling $48,748,038 at 5% percent or more. And the State of New York
In 1920 had 54 municipalities or districts conducting 70 sales with a total of
$141,361,537 at these rates. Taking 1021 bond sales for further examples, the
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number of communities affected would have been as follows: Indiana, 79; Kansas,
23; Michigan, 38; North Carolina. 128, The city of Flint, Mich,, for which I
was director of finance, Issued very substantial blocks of ti-percent bonds in 1919
and 1920 for school purposes. A summary of municipal bond sales for the years
1919-22, inclusive, anti 1932-34, inclusive, by years and by States is shown as
table 1.

Again you may think that these high rates were confned to l or 2 years. How-
ever, the high Interest rates of 5% and 6 percent extended over many years and
would have continued for years longer had the income from the bonds been tax-
able. The records of borrowing in the State of Tennessee, for instance, show that
the State or its politicalisubdivisions borrowed at 5 1 or 6 percent every year
from 1907 to 1940, Inclusive, except during 1908, 1912, and 1918. The amount of
borrowing during this period at the rates of 512 or O percent was as follows:

State of Tennessee --------------------------------- $14,575,000
67 counties in Tennessee -.-.......----------- 15,569, 750
116 cities and towns in Tennessee. -------------- 23,303, 881

Total --------------------------------------------. 53,448,631

Furthermore, since 1935, refuding bonds have been issued In Tennessee totaling
at least $23,340,589 to cure bond defaults by issuing new bonds at lower rates of
interest varying from 2% to 5 percent.

NEW YORE CITY

Nor would America's largest city have been exempt from tile effect of higher
interest rates during the depression years, had New York City been required
to pay higher Inlerest on taxable hinds. That city was ott the verge of default
In 1932. To prevent such a staggering occurrence, a group of 50 New York
banks and bond houses took $1000,00I 0 of 3-, 4-, and 5-year notes at 6 percent
interest and resold them in the public at the same price. Since the city was
permitted by statute to pay no higher than 6 percent interest, and tile bonds
could be marketed at ito lower ratte, there would have been no chance to sell
the bonds had they been forced to curry a higher rate with the tax-exempt
feature gone.

srAT ,ORtOWINo HAMPIiED

You may think that the Slate governments themselves are immune from the
effect of high interest rates and that the Federal taxation of their Instrumentail-
ties wouh hav eonstIltetd no lintofere ice with their affairs. May I suggest
then that you consider tlt' following: ltring periods of high interest rates
State govermnents have Issued bonds and noles at 5% or 6 percent. If the
sovereign States paid such rates when their bonds were exempt from taxation,
will there not be great inierftrenve with their actions if their bonds become
taxable and therefore subject to interest rates from 0.50 to 1 percent per annum
higher? During 1920 five State governments, Including Massachusetts, sohl
bads, notes, or warrants at 5.S5 percent or higher. Tile Commonwealth of
Massnicusetts then sold $3,000,0fl0 Boston police strike notes at 5.85 percent.
The other Slates were Gcorgia, New Mexico, South Dakota, and Utah, During
1921 12 State goveritienls soid long-term bonds at 5,% percent or more. They
were Arkansas, ,allifornai, Flortla, Georgia, Michigan, Nevada, New Mexico,
North Carolina. North Dakota, Oregon, South Dakota, and Washington. Michi-
gait in this year (1921) sold $15,000,000 soldier bonus bonds at 5% percent and
$8,000,000 1-year highway bonds at 6 percent. Eight States during 1921 made
revenue loans at rates varying from 6 to 71 percent per annum. In 19.3 South
Carolina and Tennessee issued long-term 0 percent State bonds and during 1934
the States of Arizona, Illinois, and South Carolina paid 0 percent on revenue
notes. The above cases show that the States are not immune from high Interest
rates and that their activities will be hampered In a period of high money rates
by the higher Interest costs arising from the taxation of the income front thelf
bonds.

Going back again to the effect In the individual States, I want to submit
data for your committee to show for each of the 7 depression and post-war years

7609.-42-vol. 1- 42
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1 have studied, the number of communities affected, the number of bond sales
at 5% percent or more, and the amount involved (see table C). Looking at
Minnesota, for instance, with reference to table C you will find that 280 coat-
munities conducted 355 sales for a total of $33,392,396. I atn submitting there-
fore for the consideration of the committee table (! with the municipal bond
sales for the 7 years heretofore mentioned arranged primarily by States, the
data for all 7 years for each State being listed together.

SMALL COMMUNITIES OUT

During the' past few months I have made contact with scores of persolts fa-
miliar with the municjllal bond market ts origInatlng houses or us municilpal
bond dealers. The conclusion can be drawn beyond any shadow of a (oubt that
thousands of small conmunit ies in the liled Slates, Inluding school districts,
counties, townships, and all forms of public organizations, will be unable to
borrow should the bonds become taxable and therefore the interest rates higher.
This might not be true of tue sinaill communities close to the money centers
like New York, Boston, and Phillhdelphla, but It would be true of 90 percent of
the smaller communities in the United States. The umber of places which
might be involved is well indicated by the tables submitted to you. By refer-
ring back to my table A you will find that In 1919 there were as many its 753
munielpalitles that would have been adversely affected, in 1920 there were 1,239:
in 1921, 2,009; and In 1922, 1,820. The numbers in 1932, 1933, and 1934 were
less because various Federal agencies purchased the bods of the smaller
communities at that time.

BONDS OFFERE"-NOT SO.D

A still more serious situation existed during the years 1932, 1933, and 1934.
lmudreds of millions of municipal bonds which were offered for sale could find
no takers. According to the State and Municipal Compendium there were in
1932, 69l7 municipal issues totaling $260,000,000 which could find no takers when
first offered for sale. While it is true that ninny of the bonds offered unsuc-
cessfully In 1932 were sold in a later year or were sold to the Federal Govern-
niemnt, still had these bonds been taxable, the higher effective Interest rates
would have remained a bar to sale for I year or 2 or 3 years longer. The
mutnicipalities or districts involved would have curtailed necessary improve-
itents or necessary financing for a longer period of time. The resulting Inter-
ference would have been very real in niany Instances. I recall being called In
as consultant by Norfolk, Va., which cut every corner In order to manage an
tunwleldiy debt. Pontiac, Mich., let its streets and hospitals disintegrate because
of its debt burden and severely restricted revenues. The city of Minneapolis
and the county of Mlwivukee were borrowing-and still are borrowing-large
sums fu.r relief purposes. Higher interest rates would have lengthened the
toriod during which they were dependent on Federal aid or the period which
their public facilities were going to pieces.

REFUNDING

Extensive refunding was carried on by cities and districts for many years
subsequent to the depression. Hundreds of refunding programs would have
been impossible had the bonds been taxable and the interest rates therefore
higher. The refunding of bonds permitted the stabilization of the finances of
ruany communities, and reduced the interest charges to the point where they
could be met. Through such stabilization communities were etuabled to make
a second refunding which still further reduced interest costs and made more
money available for operating purposes. Municipalities were able to accomplish
through the refunding of their bonds the same thing that industrial corpora-
tions always have lone; namely, reduce Interest charges during period of low
interest rates, and get on a more stable financial basis. Let me cite to you the
etse of the city of Detroit. The city of Detroit refunded $172,242,000 in bonds
between 1935 and 1941. The actual interest cost to maturity on these bonds
as refunded -was $79,486,6t 150. Had the interest rates through the Federal
taxation of the bonds been 0.50 percent higher the interest cost would have
been greater by $12,878,7?. hud the interest rates been 0.75 percent greater
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tlhe Interest cost would have exceeded the present costs by $19,318,102.50. I
said earlier that the rates might increase as much as 1 percent or even more.
But in this case had tile rate been even 0.00 percent per aium higher, the
interest cost to the city of Detroit on these refunding bonds would have been
greater by $23,178,723,

You may ask if refunding is still an Issue with cities, Decidedly it is.
Hundreds of defaults still exist which can be cured In no other reasonable way.
But thoroughly solvent cities also are refunding to ease their debt burdens and
level off their debt requiremi its. Bridgeport, Conn., Is depending on refunding,
so lire many substantial cities in New York State including Buffalo, Schcnectady,
and Yonkers. Phliladeiphtla reorganized its debt last year by refunding, So
did the Des Moines schools. Because of their drastic tax limits Ohio cities are
very dependent on refunding, Minneapolis sold $2,500,000 refunding bonds
last December.

Refunding is going on in 1942. During the month of January 1042, 277
inuiiieipallties, counties, or districts In 44 States sold bonds. Of these 72 sold
refunding issues. In February 229 municipalities or districts in 37 States sold
securites and 59 of these sold refunding issues. So refunding is still a vital
issue.

POST-WAR PUBLIC WORKS

Much has been said about the building up of a reserve of post-war public works
to cushion the tremendous depression and widespread unemployment that may
follow the war. The use of State and local public works to forestall a post-war
depression has been cited with favor by the President of the United States In his
Budget message and in his press conferences. The ability of the States and lo-
calities, however, to take part in this effort will be seriously hampered, and
effectively wiped out for many communities, if their bonds are subject to taxation
and therefore to higher interest rates. The higher rates would take some
municipalities out of the market because the rates would then be in excess of
the legal maximum. In other cases communities could not cooperate because
they could not bear the greater interest costs. In 1932 there were 697 bond
issues totaling $260,000,000 1 that were not purchased by dealers when offered.
During the same'year the Federal Government, through its various agencies,
purchased nearly $130,000,000 of securities of the States and localities. And
during the same year (1932) there were $130,000,000 in bonds sold at 5% percent
or higher. These three groups of securities, totaling more than half a billion
dollars, are obligations which the States and localities themselves could not
finance in 1932 or would not have been able to finance at higher rates. How
can you expect the municipalities to cooperate in a post-war effort if you make
it impossible for them to do so. The National Government will be putting out iu
Federal aid an amount far in excess of the comparatively small amount which
you stand to gain by the taxation of future issues of State and municipal bonds,
A rec nt report of the Bureau of Foreign and Domestic Commerce shows that
capital oitiiys In 145 cities declined from $1,071,000,000 In 1930 to $281,500,000
in 1933. This capital outlay was curtailed because the money was not available.
Even with all of tie pump-priming activities of the National Government the
expenditure for municipal public works In 145 cities was three-quarters of a
billion less in 1933 than it was in 1930.

In 1932 and the subsequent years the Federal Government was in a far
better position to make louns to States and municipalities than it will be in
the years following the present war. We cannot help being on the verge
of inflation at that time, Further issues of Federal debt will be required if
the National Government assists the States and municipalities with public
vorks. On the other hand, issues of State and local government bonds would
not bring the same dangers. The ability of the State and local units to
borrow money will be in important factor In post-war recovery the same as it
has been in several earlier periods in our national history. Even if all other
arguments against the Federal taxation of the income from State and municipal
bonds are of no avall, then it ought to be worth while to forego Federal
taxation of such securities for the sole purpose of permitting tihe States and
local bodies to have their credit resources available at the end of this conflict,

See tblhe D.
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INTEIFEENCE WITH DEFENSE

The National Government expects the local communities to expand their
facilities where it is necessary to do so in order to accommodate military
or naval training camps, or to expedite the construction of munition plants.
In either case the requirements are great in proportion to the ordinary
resources of these communities. Consequently most localities which you select
for military establishments or munition centers must rely on borrowed money
tf, finance the construction of the expanded public works.

The mention of a few names will call to your mind the thing I refer to.
Norfolk, Va., which already lind one of three heaviest debts of our large cities,
has been required to expand every facility to aeet the needs of the Navy.
San Diego, Calif., has bad the most phenomenal growth. Other equally good
examples are Breme, rton, Wash., Portsmouti, N. H., and Corpus Christi, Tex.
There are scores of others. The industrial centers for arms production are
too well known to mention.

CONCLUSION

Therefore I conclude ihat Federal taxation of the lncone from State and
municipal bonds would seriously hamper cities, counties, and States In carrying

out their assigned war duties; it would 'prevent them from cooperating fully
in a program of post-war public works and it would require them to ask
Federal assistance for unemployment relief. The small cumntl

t
ies and school

districts would be unable to borrow at any time. Scores of larger cities
and hundreds of smaller ones would be unable to reorganize their present
debts by refunding; the States at times would be seriously handicapped. Tlie
ability of all States and local units to take their proper place in a scheme
of government built on the theory of local responsibility will be continually
challenged if you tax their securities.

To meet the requirements of national defense, all such communities must
borrow. Is it reasonable for you to make that borrowing more difficult anti
more expensive through the imposition of a Federal tax on the income from
State and municipal bonds? The revenue you will derive Is inconsequential.
The difficulties you impose-no matter how small-are a grievous interference
with the war program.

TABLE A.-Municipal bond sales, 1919-22 and 1982-84, at coupon rates of 5
percent or more

Number of Ratio to
munie. Number of Am total sales

palities or bond sales mount exciuaiveof
districts Federal

purchases

Percent
1919 ................................................. 753 935 $64,802,292 a
920 ............................................ 1,230 1,713 347,046,8,5 45

1921 ................................................. 2,009 3,000 4t7,01S,135 34
1922 .......................................... 1,820 2,1081 139, 385 973 11
1932.. ....................................... 486 651 16, 1041 17
1933 ................................................. 281 337 44 41, 150 7
1934 .................................................. 172 196 20,131,924 2

NotF-There were no direct purchases of State and local bonds by the Federal Government in 1919-22,
The figure in column 4 for those years is the ratio ofsales at $4 percent or higher to total soles.
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TABLE B.-M unicipal bond sales, coupon rates of 5% percent or more, 1919-9
and 1982-34

(Arranged primarily by years and by States for each year]

MUNICIPAL BOND SALES REPORTED DURING 1919

Num. Num.
bet of Num. her or Num.

State munfoll bert Amount State munlel. her of Amountpalities bond politics bond
or dis. sales or dis. sales
tricts trlcts

Alabama ........... 7 7 $995,000.00 Nevada ............. 3 $230,000.00
Arizona ............ 12 19 1,251,600.00 New Hampshire .......... ..............
Arkansas .......... 32 40 10,248,000.00 New Jersey ........ 2 2 74,500.00
California .......... 34 67 3,082,456.00 New Mexico ....... 13 14 216, 000.00
Colorado ........... 33 36 1,220,900.00 New York ......... 8 141,777.00
Connecticut ................ .............. North Carolina .... 41 57 3,6, 5W0 000
Delaware .......... 1 1 2,100.00 North Dakota ..................................
Florida ............ 36 64 4,042,38.00 Ohio ............... . 106 131 1,708,548.00
Georgia ............ 6 7 378,000.00 Oklahoma ......... 64 80 5,380, 600.06
Idaho .............. 40 44 3,555,080.00 Oregon ............ 32 38 4,000,403.00
Illinois ............. 3 3 90,700.00 Pennsylvania ...... 2 2 165,00.00
Indiana ............ 8 8 649,127.00 Rhode Island ............. ..............
Iowa ............. 7 8 332,000.00 South Carolina .... ii ... 12 . i 4, .00
Kansas .................................. South Dakota.... 2 2 86, 000. 00
Kentucky .......... 6 6 329,0M2,00 Tennessee ......... 25 29 2, 4V2, 1-100
Louisina ......................................... Texas .............. 30 35 2,054, 570. 00
Maine .................... .............. Utah .............. 6 6 1, 45, .00
Maryland .. ............................. Vormont ................ 0..............
Massaehusett ....... . .. ......................Virginia............2 2 100,000.00
Michigan .......... 3 3 361,066.00 Washington ....... 29 45 4, 10,24D.00
Minnosota......... 20 21 1, 678, 500. 00 West Virginia ...... 5 6 376, 000.00
Mississippi ......... 38 46 2, 884,260. 00 Wisconsin ......... 4 4 02,340.00
M ssouri........... 9 10 808,060.00 Wyoming .......... 56 17 941,030.00
Montana ........... 30 0 1,72, 100.00
Nebraska .......... 19 21 607,170.00 753 935 64,802,202.00

MUNICIPAL BOND SALES REPORTED DURING 1920

Alabama .......... 6 8 $ .59,500 Nevada ............ 2 a $160,000
Arizona ............ 12 16 2,170,000 New Hampshire 1 1 100,000
Arkensas .......... 33 41 .547, 003 New Jersey ........ 33 40 14,691, 681
California .......... 63 103 18,930.763 New Mexico ....... 21 24 1,096,060
Colorado .......... 48 76 2,714,00 New York ......... 34 70 141,301,637
Connecticut ....... 1 1 10,000 North Carolna. 67 76 9,711,591
Delaware .................. .............. North Dakota ..........................
Florida ............ 32 40 7,645,835 Ohio ............... 236 385 48,748,06
Georgia ............ 9 9 241,10 Oklahoma ......... 26 28 1,035,400
Idaho .............. 36 46 4,648,740 Oregon ............ 23 34 4,397, 99
Illinois ............. I1 11 890,000 Pennsylvania ...... 1 1 2,100
Indiana ............ 65 08 6,301,634 Rhodeeland 2 1 00,000
Iowa ............... 36 41 3,087,631 South Carolina-... 18 20 1,787,000
Kansas ............ 8 8 532,000 South Dakota ... 13 14 1,208,000
Kentucky ......... 2 2 215,000 Tennessee ......... 22 22 , 170,100
Louisiana .......................... T.............26 10 694,000
Maine ............. I 1 00,000 Utah .............. 17 20 1,323,000
Maryland ......... 2 2 .6.77 Vermont ................
Mamachusetta_ 13 16 1,2 2,400 Virginia ............ 11 4 , 671,500
Michigan .......... 15 20 6,137.503 Washington ....... 3 64 4,6"80,694
Minnesota ......... 73 94 8.606, 07 West Virginis ... 2 2 13 000
MIssiIppi ........ 31 44 3,870.300 W Isoonsin ......... 14 20 8,347,000
Missouri ........... 20 32 , 69, 715 Wyoming .......... 15 16 645,600
Montana .......... 43 81 .349,636 T ______
Nebraska .......... 56 63 3,618,108 1,239 3,713 347,646,835
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TAmLE B.-AMunicipal bond sales, coupon rates of 5% percent or more, 1919-Re
and 1982-84-Continued

MUNICIPAL BOND SALES REPORTED DURING 1021

Num. Num-
ber or Num- ber of Num.

Slate muniel b oer of municl bor of Amnttae lltles bond Amount State palities bond
or dis. sales or dis- sales
tricts triets

Alabama ........... 14 25 $3,144,600 Nevada ............. 5 603, 800,
Arizona ............ i 33 0,703,900 Now ampshirer.......... ..............
Arkansas .......... 24 34 8,521,282 New Jersey ........ " 102 18,275,892
California .......... 74 166 21,616, 262 New Mexico ....... 20 23 1,270,626
Colorado .......... 67 117 5,103,268 Now York ........ 110 159 109,611,146
Connecticut ..... 2 2 =27, 000 North Carolina .... 128 188 28,871,100
Delaware .......... 1 1 20,000 North Dakota ..... 10 12 1,699,555
Florida ............ 38 51 7,314,150 Ohio .............. 291 551 02,146,468
Georgia ............ 37 41 3,022,000 Oklahoma ......... 28 29 3,000,992
Idaho .............. 38 40 2,883,700 Oregon ............ 07 76 9, 024, 935
Illinois ............. 11 11 1,380,000 Pennsylvania ...... 19 20 833,150
Indiana ............ 79 . 110 9,746,013 RIbode Island ...... 1 1 1,180.000
Iowa ............... 71 8g 8,630,586 South Carolina .... 30 81 0, 035.200
Kansas ............ 23 25 2,225,441 South Dakota ..... 36 43 ,, 352, 000
Kentucky ......... 13 14 1,209,400 Tennessee ......... 62 80 12,350,326
Louisiana .......... 7 8 3, 250, 000 Texas.............. 68 81 19, 070, 083
Maine .................... .............. Utah .............. 23 25 2, 091, 338
Maryland ......... 5 a 214,000 Vermont .......... ...... ..............
Massachusetts ..... 11 14 1,448,760 Virginia ........... 18 20 5, 082,000
Michigan .......... 38 00 20,62500b Washington ....... 40 83 12,981, 58
Minnesota ......... 109 151 10,88,829 West Virginia ...... 18 16 1,707, 000
M ississippi ........ 42 47 6,620,600 Wisconsin. ........ 33 40 7,987,811
Missouri .......... 45 61 0,045, 787 Wyoming........... 27 42 4,106,300
Montana .......... 80 114 7,862,848 3 -
Nebraska .......... g0 130 6,730,720 2,0 3,000 407,010,133

MUNICIPAL BOND SALES REPORTED DURING 1922

Alabama ........... 18 20 $4,621,500.00 Nevada ............ 7 8 $551,000.00
Arizona ............ 24 28 2,493, 612.0 New 11ampshlre.......................
Arkanss .......... 43 50 6,08,280.00 New Jersey ........ 1 0. 2,319000.00
California .......... 127 127 15,468,103.00 New Mexla ....... 30 31 772,000.00
Colorado ........... 67 77 2,178.800.00 Now York ......... 35 37 1, &30, 423, 0
Connecticut ....... 2 2 280,000.00 North Carolina .... 145 107 10,420,100.80
Delaware ................................ North Dakota 34 34 11,6760 00.00

orida............ 73 8 11,123,04.00 O ............... 204 290 11,803,858.00
Georgia............ 20 22 .788,000.00 Ohlahoma......... 36 43 3, 688, 740, 00
Idaho ............. 38 40 3, 23,693.00 Oregon ............ 80 6,367 042.00
Illinois ............ 10 10 210,000.00 Pennsylvania ...... 4 4 34,000.00
Indiana ............ 35 40 2, 851, 326. 60 Rhode Island ...... . ..................
Iowa ............... 40 38 2,1,854.00 South Carolina .... 34 18 3,037,000.00
Kansas ............ 8 8 238,151.00 South Dakota ...... 38 45 1,901,037.00
Kentucky .......... 13 15 1,1035,041.00 Tennessee ......... 28 31 3,100,690.00
Louisiana .......... 32 32 2,403,300.00 Texas ............. 108 124 7,728,600.00
Maine ............. ....... .. . .Utah .............. 8 0 67000, O00
Maryland .......... 2 2 60,000.0 Vermont ........ ........ ..............
Massachusetts ..... Virginia ........... 18 10 1,729, 000.00
Michigan .......... 16 i7 1,017,768.00 Washington ....... 35 41 4,812,210.00
Minnesota ......... 73 74 4, 351,058.00 West Virginia ...... 9 0 124,000,00
MIosiosippi .... 45 46 3,708,50.300 Wisconsin ..... 11 11 001, 080. 00
Missouri ........... 22 22 1,058,882.00 Wyoming .......... 35 30 1,457,500.00
Montana .......... 48 67 3, 238,001.00 -
Nebraska ......... 172 202 5,141,460.00 1,820 2,081 1139,385,973.50
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TABLE B.-AMuniipal bond sales, coupon rates of 6% percent or more, 1919-22
and 1982-84-Continued

MUNICIPAL BOND SALES REPORTED DURING 1932

Num. Num.
ber of Num. ber of Num-

State munlci. her of muncl. her of Amount
palities bond Amount Stao palities bond
or dis. sales or dis. sales
triets tricts

Alabama ........... 8 $i,810,000.0 Nevada ........ ........ ..............
Arizona ............ 2 2 97,000.00 Now Hampshire ........................
Arkansas .......... ...................... Now Jersey ........ 70 113 $42,07,039.00
California. ......... 9 10 3,395,224.00 New Mexico . Stte I...........
Colorado .......... 4 4 707,300.00 Now York......... 8o 0 30,944, 20 00
Connecticut ....... 2 2 87,000.00 North Carolina .... 6 608,783.00
Delaware .................. .............. North Dakota ..... 6 0 41,000.00
Florida ............ ...... Ohio .............. 119 187 28 020,430.00
Georgia ............. 3. -,0.00 Oklahoma ......... 4 4 125,268.00
Idaho............. 1 1 22,000.00 Oregon ............ 10 24 1,144,388.00
Illinois ............ . 0 15,053,000.00 Pennylv a ...... 1 1 000.00
Indiana ............ 19 37 3,121,642.00 Rhode Iland 1 1 1,200,000.00
Iowa .............. 2 2 3,500.00 South Carolina .... I 1 143,000.00
Kansas ............... ................... South Dakota ..... 2 2 36,000.00
Kentucky ......... 8 9 920,000.00 Tennessee ......... 15 19 1, 04, 000. 00
Louisiana .......... 4 4 65,000.00 Texas.............. 0 9 65,3600
Maine ..................................... Utah .............. 3 3 108,000.00
Maryland ............. ...... ............ Vermont................. .............
Massachusetts ..... 2 2 110,000.6 Virginia ... 4 0 23,000.00
Miohligan .......... 22 26 2, 877,080.00 Washington ....... 28 20 923,044.00
Minnesota.... 4 4 130.0000.00 West Virginia ............ ........ ........
Mississippi ........ 7 10 307,000.00 Wisconsin ......... .. 1 100,4176.
Missouri ........... 7 7 40,400. 00 Wyoming ............... ...... ........
Montana .......... 4 4 30,0000 -
Nebraska .......... 2 2 20,600.00 Total ......... 480 6 51 130,004, 11.00

MUNICIPAL BOND SALES REPORTED DURING 1933

Alabama ........... 1 2 $30,000. 00 Nevada ......... ................ ..............
Arizona ............ 1 1 97,766.00 New tampshire........... ..............
Arkansas ........... 1 1 30,000.00 New Jersey ........ 32 37 $i6,108, 50 OD
California .......... 3 3 131,000.00 New Mexico ................... ........
Colorado ........... 2 2 45,000.00 New York ......... 41 48 22,895,413.00
Connecticut ....... 1 2 900,000,00 North Carolina .... 4 5 30,000.00
Delaware.......... 2 1 19,000.00 North Dakota .... 3 3 925,000.00
Florida ............ 1 1 300,000.00 Ohio ............... 70 84 3,862,970.00
Georgia .................. ............... Oklahoma ......... 2 2 267,850.00
Idaho .............. 3 3 08, 000. 00 Oregon ............ 9 12 837,878.00
Illinois ............. 4 4 136,200.00 Pennsylvania ...... I 1 0,000.00
Indiana ............ 10 22 1,074,786.00 Rhode Island ....................................
Iowa ............. ...................... South Carolina .... 1 1 70,000.00
Kansas ............ 1 1 75,000.00 South Dakota ...................................
Kentucky ......... 3 3 130,000.00 Tennessee ......... 7 7 451,000.00
Louisiana ...... ......................... Texas .............. 7 7 235,000.00
Maine .................... .............. Utah .............. 1 I 10,000.00
Maryland .................. .............. Vermont ........ ..............................
Massachusotts ........................... Virginia........... 4 4. 297,500.00
Michigan .......... 8 8 378,002.0 Washington ....... 7 1l 479.000,00
Mlnnesota ......... 9 10 1,700,202.00 West Virginia .......... ................
Mississippi ........ 1 14 70600.00 Wisconsin ......... .. 7 47,300.00
Missouri. .......... 1 1 2,s00.00 IVyoning............... ..............
Montana .......... 16 26 308,203.00
Nebraska .......... 2 2 10,200.00 11 Total.. 201 337 44,410,150.00
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TABLE B.-Mlunicipal bond sales, coupon rates of 5% percent or more, 1919-22
and I932-814-Continued

MUNICIPAL BOND SALES REPORTED DURING 1934

Num.
herof
nunlci,
politles
or dis.
tricts

3

3

4

7
.1

Num.
ber of

munlet.
palitles
or dis.triers

22
1

1~

172

13

Source: Compiled frol munlla bond sales, as reported annually by the Bond Buyer.

rALE C.-AMunicipal bond sales, roupon'rates of 5 percent or snore 1919-U and
1982-64

[Arranged primarily by States with data for all 7 years listed directly under the nane of each State]

Num-
her of
n.
nct-
pall-
ties

or dis-
tricts

Nnln,
her of
sales

Aenount

$95, 000.00
659,600.00

3,144,500.00
4,521,000.00
1 810,000.00

350,000.00
100, 000.00

55 72 11,50,000.00

1 2 10 1,251,000.00
12 16 2,170,000.00
15 33 9 753, 900.00
24 25 2,493,612.00
2 2 97,000.00
1 1 97,766.00

W -o o 16,863,878.00

State

Arkansas ......

California...

Num.
ber of

niel.
pall.
ties

or dis-
tricts

Numn.
beret
slos

Amount

32 40 $10,248,00D.00
33 41 0, 047, 000. 00
24 34 8,521,282.00
43 00 5,088,200.00

....... ..... ............ ...I I 30,000.00

1 I 25,000.00

134 107 33,850,482.00

34 57 3, 082,456.00
53 103 18,930, 763, 00
74 166 21,016,202, D0

127 127 15,468,103,00
9 10 3, 305,224.00
3 3 131,000.00
1 1 200,000.00

301 47 0 3,023,808.00

Num.
her of
bond
sales

3

3

7
.. . .1[

State

Alabama ..........
Arizona ...........
Arkansas .........
California .........
Colorado ..........
Connecticut .......
Delaware .........
Florida ............
Georgia ............
Idaho ..............
Illnoos ...........
Indiana ...... .
Iowa ........
K ansas...... ..
Kentucky .........
Louisiana ..........
M aInn .............
Maryland .........
Massachusetts...
Michilan ..........
Mi nesota .........
Mlissqfppi ........
Missouri...........
Montana ..........
Nebraska ..........

Nevada ............
New Ilampshire...
New Jersey ........
New Mexico .......
Now York.........
North Carolina ....
North Dakota .....
Ohio...............
Oklahoma .........
Oregon ............
Pennsylvania ......
Rhode Island ......
South Carolina ....
South Dakota .....
Tennessee .........
Texas ..............
Utah ..............
Vernont..........
Virginia ......
Washingiton .......
Vest Virginia ....

W Isconsin .........
Wyoming .........

Total .......

Amount

$100,000.00

20,000.00
200,0ON. 00
43,500.00

.............

11,000.00

043,000.00

170, 500 00
130,000.00

... .........6

2,250.00
181,250.00

12,000.00

State

Alabama ......

Arizona .......

Num.
her of Amountbond
sales

1 $1,000.00....... ..............b
26 2,604,000.00
1 80,000.00

13 396, 650. 00
2 47,000.00
1 13,000.00

80 10,350,110.00
O 177,639.00

13 334,725.00
2 12,500.00

1 82,000.00
........ ...... ....o ...

0 412,000.00
3 274,000.00
S 25,000.00

. .... .. .... .. .

100 20,131,524.00
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TABLE C,-Municipal bond sales, coupon rates of 5% percent or more 1919-2 and

1982-34-Continued

Num
her of
mnu.
pall.

ordis-tricts

33
48
67
67
4
2
3

38
76

117
77
4

224 315

state

Colorado ......

Connecticut...

Delaware ....

Florida .......

Georgia .......

Idaho .........

Illo ........

Year

1019
1020
1021
1022
1932
1933
1934

1910
1920
1921
1822
1032
1933
1934

1910
1920
1021
1922
1932
1933
1934

1919
1920
1021
1922
1932
1033
1034

1919
1920
1921
1922
1932
1933
1934

1919
1920
1921
1922
1032
1033
1934

1919
1920
1021
1022
1032
1033
1934

3

38

38
73

11

183

203720
3

F

3

54
4051
8150

233

$1,220, 00.00
2,714,600.00
0, 193,268.00
2,178,800.00

787,300.00
45,030.00
43, 00.00

12,183,388.00

150, 000.O00
275,000.00
280,090.00
87, 000.00

900, 000. 00

1,692,000.00

2,100. 00

10,000.00

41, 100, 00
4i,042,0930.0
7,64, 335.60
7,314,100.00

11, 123,045.00
.............-

300, 000. 00
11,000.00

0,438,468.00

376,000.00
241,109.00

3,022, 000. 00
778,000.00
48,000.00

75 82 4,400,100. 00

40 44 3,055,080.00
36 46 4,048,740.00
38 46 2,883, 700. 00
38 40 3,223,63.00
1 1 22,000.00
3 3 008,000,00
1 1 43,000.00

107 181 14,884,213.00

3 3 90,700.00
11 11 809,000.00
11 11 1,389,000.00
10 10 1,210,000.00
6 5 1, 053, 000,
4 4 135,300.00
3 3 170,500.00

47 47 18,048,400. 0

1019
1020
10211922

1032
1933
1934

2
2
2

8

lndliOna ......

Num.
ber of
mu.nlcl,

pall-
ties

or d18.trier,,

Inn

81
70
35
10
184

222
7

30
71
40
2

150

23

40

2

13
13
83

45

32
4

44

2
2
2
2

.. ..

Num.
ber o
sales

0
08

119
40
37
22
4

209

8
41
89
38
2

178

28
8

42

6
2

1410
9
3

8

32
4

40f

Kenlucky....

Louisiana.....

Maine ........

Maryland.....

Amount

$040,127.00
5,381,634.00
8, 746, 013. 00
1,851,320, 60
3,121,C42, 00
1,074,786.00

130,000.00

21, V.4,028, 0

332, 000. 00
3,587.031.00
8, 030, 580 00
2,591,854.00

35, 500.0

10,177,571.00

632, 000.00
2, 225, 441. 00

238,151.00
75,000.00D

3,070,502.00

329,092.00
216,00Q.002, :,400. 00

1,195,.041.00980, ow10 w)
0000.00130,000.00

4,059,433.00

3, 2.0,000.00
2,463,300. 00

65,000.00

123, 000. 00
0,0,320. 00

..............80, 000. O0

S..............60, 00. 00

214, 000.00
0,000.00

..............
830,776.00O

2 2

2 2

9

1 1
1 . 1

9



656 REVENUE ACT OF 1942

TABIE C.-M unicipal bond sales, coupon rates of 6% percent or more 1919-2 and
1938-34-Continued

Num. Num.
ber of ber of
MU. Num. m.Nm

saoY - ber Amount State Year nict. her of Amount
SPla Year sale pa l es

ties soles ties sales
or dis- or dis-
tricts trirs

Massaohu- Nevada....... 1010 3 3 $ ,230000.00
Betts ........ 1919 ....... ...... ..... 1020 2 3 160,000.00

1020 13 15 $1,222,400.00 1021 5 5 003,800.00
192I 14 1, 448,700.00 1922 7 8 651,000.00
1922 .... ............. . 1932. ....... ..............
1932 .................. 00. 1933 ....... ................
1933 ... ....... 1034 1 I 1,0
1034 ------------ -

10 20 1,0090,0800. 00
20 31 3,781,10,00

- -- Nw flamp. 1019 ..............
Michigan..... 1910 3 3 301,005.90 shire. 1020 1 1. 100; 000 00

1920 15 20 8,137, 503, 00 1021 .......................
1021 38 00 20,025,000.00 1022 ........ ..............
1022 10 17 1,017,750.00 1932 ...... ...................
1332 22 26 2 877,080.00 1933 ...... ...... .............
1933 8 8 378,892.00 1934 ......... .........
1934 ........ .--............

.. 1 100,000.00
101 124 33,307,200.00

- New J e rsy. 1909 2 2 74,00
Minnesota.... 1019 20 21 1,678.500.00 1920 33 46 14, 91,801. 00

1920 73 I 94 8,066, 907.00 1921 73 102 16, 275, 802. 00
1921 109 161 16,50,820.00 1022 18 19 2,319.000.00
1022 73 74 4,351,058.00 1032 70 113 42.697,039.00
1932 4 4 130.560.00 1033 32 37 0 108, .00.0
1033 9 10 1,700,292.00 1934 22 20 2,694, 000. 00
1034 1 1 2,250. 00

- ..- - 250 345 84.860, 502.00
289 335 33, 302, 300.00 -

SNew Mexico.. 1019 13 14 216,000.00
MissIssippi.... 1019 38 46 2,884,260.00 1920 21 24 1, 09 00,0000

1920 31 44 3,879,300.00 1921 20 23 1,270,620.00
1921 42 47 9,629,600.00 1922 30 31 772,000.00
1922 45 46 3,708,500.00 10321 1 1 1, 0o0, 000.00
1932 7 10 397, 000.00 1933 .........................
1933 13 14 715,600.00 1934 1 1 80,000.00
1034 7 7 181,250,00 --

-80 04 4.434,080. 00

- - 1 ,. 00- Now York.... 1910 0 9 141,777.00
Missouri ...... 1919 9 10 808,060.00 1020 64 70 141,300, 337.00

1920 29 32 3,669,710.03 1921 115 log 100.011,104.00
1021 45 1 0, 042, 787. 03 1922 35 37 1, .30,423. 00
1022 22 22 1, 08,582.00 1932 80 90 30,944,205.00
1032 7 7 40,400.00 1933 41 40 22.895.413.00
1933 1 1 2,000.00 0034 11 13 3,990,650.00
1034 1 1 0,020. 00- -

- - -- 000 345 432 310,681,151.00
114 124 12,836,044.00

= - - North Cars,
Montana ...... 1919 36 1 0 1,702,100.00 lina ......... 1910 41 57 3,53 500.00

1920 43 81 5,349,530.00 1020 57 76 9,711, 91,00
1921 00 114 7,862,848.00 1921 128 188 28,871,100.00
1922 48 57 3,238,001.00 1922 145 157 10,426,100.00
1932 4 4 30,000.09 1032 5 6 098,783.00
1933 16 20 308,203.00 1033 4 5 306,000.00
1934 ......................... . . 1934 2 2 47,000.00

197 332 18,080,088.06 382 491 53,514,074.00

Nebraska-. 101 19 '21 007,170.00 North Dakota. 1019 .. ....................
102 06 I 63 3,518,108.00 1020 -. ..................
1021 0 139 0, 730,72.00 1021 10 12 1, o9,55.0 O
1922 172 202 0,141,460.00 1922 34 34 1,67 90.00
1932 2 2 20,900.00 1932 6 6 41,000.00
133 2 2 190,200.00 1933 a 3 925,000.00
1934 1 1 12,000.00 1934 1 1 3,000.00

342 430 16,132,107.00 14 66 4,35,90 00

Statn.
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TABLE C.-M unicipal bond sales, copon rates of 6% percent or ?nore 1919-202 and
198R-84-Continued

Num. Num-
ber of ber of
MA: Nulm. mA- Num.-

state Year nWei. ' e1nlei"bro mon
tall. ber of Amount State Year /ii. b o-l sales " sales

or dis. or dIs.trlets, triets

Ohio .......... 1010 106 131 $1,708, 648. 00 Tennessee ..... 1919 25 29 $2430,323.00

1920 230 385 48,748,038.00 1920 22 22 3,170, 00.00
1021 291 551 62,140,468.00 1021 62 80 12,350,326.00
1922 204 200 11,803,858.00 1922 28 31 3,100,60.00
1032 119 187 25, 020,430.0 0 1932 15 10 1,084,600.00
1933 70 84 3, 862,970.00 1933 7 7 451, 00
1034 72 80 10, 350, 110.00 1034 5 8 412000.00

i098 1,717 163, 730,426.00 104 103 23,89,039.00

Oklahoma ..... 1919 04 80 6, 389, 0. 00
I020 26 28 1,035,400.00 Texas ......... 1019 30 36 2, 064, 70. 00
102 28 29 3,00,992.00 M120 W 30 5, 594,000. 00
1922 30 43 3, 68S, 740. 00 1921 8 81 , 076,93. 00
1932 4 4 12,268.00 1022 108 124 7,728,500.00
1933 2 2 267,850.0 1032 0 0 005, 305. 00
1033 2 2 207,630.00 1933 7 7 235,000.00
1034 5 5 177,639.00 1034 3 3 274,000.00

165 191 14, 501,495.00
____231 200 30,129,418.00

Oregon ........ 1919 32 38 4, 09, 403.00 -----
1020 23 34 4,397,998.00 Utah ........... 1919 5 0 1,495,000.00
1921 67 76 9, 524,035. 00 1920 17 20 1,321,000.00
1022 55 80 6, 307, 042.00 1921 23 25 2,0,69338.00
1032 16 24 1,144,388.00 1022 8 9 675,000.00
1933 9 12 837,878.00 1032 3 3 108, 000. 00
1934 13 13 334,725.00 1033 1 1 15,000.00

205 277 27, 510,309.00 1934 - 1 25.000.00

.. . . . .8 04 0,230,338.00
Pennsylvanla. 1019 2 2 165,000.00 -

1920 1 1 2,100.00 Vermont
1021 19 20 8,33,150,00. ... ...... 1010
1922 4 4 341,000.00 1 ........93 1 1 5,00.0 192 ......................

102 4 2,00.01021 ......... ,..............
1932 1 1 5,000.00 1932 ........................

103 500.01032 ....... ........ .......-1934 2 2 12,1500.00 1035...........

30 31 1,056,7500 0 1934 ... ...........

Rhode Island. 19 ............................ Virginia ....... 1919 2 2 100,000.00
1920 1 1 90,000.00 1020 11 14 8,571,500.00
1921 1 1 1,186,000.00 1021 18 20 ,082,000.00
1022 ............................. 1922 18 19 1,729,000.00
1932 1 1 1,200,000.00 1932 4 0 235,000.00
1933 ............................. 1933 4 4 297, 0. 00
1034 ....... ....... .............. 1034 ......1 3 .....................

3 3 2,476,000.00 67 05 13,01,000.00

South Caro.
lina ......... 1919 11 12 642,100.00 WRshington... 1019 29 45 4, 619, 249. 00

12 is 20 1 7 W.00 1020 35 04 4, 0, 64. 00
1921 3 5 1 9035,200.00 1021 40 83 12,981,508.00
1921 037, 1022 35 41 4,812,210.00
1922 14 8 3, 037,000.00 1932 28 28 023,544. 00
1032 1 1 14,000.00 1033 7 11 479,000.00
1933 1 1 76,000.00 1934 0 7 562,350.001034 1 1 82,000.00 ____

102 124 14,801,700.00 180 279 28,98,60.00

8onth Dakota. 1919 2 2 85,000.00 West Virginia. 1910 5 0 376,000.00

1020 13 14 1,208 000.00 1920 2 2 150,000.00
1921 30 43 1,302,000.00 1921 16 16 1,707,000.00
1922 38 46 1,901,037.00 1022 9 8 524,100,00
1032 2 2 30,000.00 1032 ............ ..............
1933 ....... .................... 1933 ......15 .....................
134 .......................... 1934......................

90 100 6, 682,037.00 32 33 2,742,000.00
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TABLE C,-Municipal bond sales, coupon rates of 5 percent or more 1919-4. and
1983-84-Continued

State

Wisconsin-....

Num.
ber of
mu.
nol.
pall.
ties

ordis.
WOW

Num.
berof
sales

Amount

$62,340.00
8,47,000.007,987,811.00

60 1 989. 00
106,417.00
457,000.00

-8 83 17,683,007.00

State

Wyoming..-

Num.
ber of
mu* Num.

Year Dol: ber of
sales

ord s.
tricie

1010 10 17
1920 10 16
1921 27 42
1922 36 39
1032 ...........
1933...........
1 34 ...........

03 114

Amount

$941,930. 0
45,600.00

4,100,300.00
1,467,500.00

7,051,330.00

TABLE D
MUNICIPAL BOND SALES, 1032-34

Bonds Included Bonds included
Long-term in (1) purchased in () sold at

loans I by Federal 0/0origher'agencies, I M rhge

(1) (2) (3)

1932:
Amount ............................................ $930, 8, 00 $129,000,017 $136,004,161
Num ber of i ues ................................... 3,003 ....... 0...... 651

1933:
Amount ............................................ $1,127,570,381 $484,275, 249 $44,410,150Number of Issues ................................ 2,010 337

1034:
Amount ............................................ $1,175,333,68 $288,644,403 $20,131,924
Number of issues ................................... 4,630 ................ 196

MUNICIPAL BONDS OFFERED BUT NOT SOLD, 1932-34

Ratio of bonds
not sold to

amount ofsalesNumber of Amount exclusive ofIssues purchases by
Federal
agencies

Pewrcn
1932 ........................................................ 97 $20,0 89,188 32
1033 .......................................................... 028 211,899, 798 4
1034 ................................................ 243 70,889,715 8

' From Municipal Bond Sales by The Bond Buyer,
I Computed by Chatters.

Mr. TOIN. The city auditor of Boston would like to make a very
short statement,

The CIAIRMIAN. Yes; lie may come around now.

STATEMENT OF CHARLES 3, FOX, CITY AUDITOR, BOSTON, MASS.

Mr. Fox. Mr. Chairman, I intend to be brief, and I think I can
carry out that intention by standing, rather than sitting in this
comfortable chair.

The CHAIRMAN. That is quite agreeable to the committee, sir.
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Mr. Fos. I might say that I have been 20 yeas a finance officer
of the city of Boston, the last 8 years as a city auditor.

I also am the immediate past president of the Municipal Finance
Officers Association and at the present time I am serving on a recess
legislative commission in Massachusetts, on the subject of intergov-
(rnnental relations.

My chief concern, in the proposal that is before you, as a municipal
finance officer, is in the immediate ed the long-range effects that the
possible adoption of this proposal might have on the cost and
administration of local government.

Now, I contend that the immediate effect of the adoption of this
proposal would be the increasing of the costs of local borrowing.

I appreciate that, in making that contention, I am running pos-
sibly afoul of some ideas that Senator Taft expressed this morning,
but I think the Senator overlooks the fact that this is a union of
48 States, and that we have 48 varieties of local finance laws.

In the State I come from, local borrowings involve a lot more than
simply borrowing for capital improvements. In fact, I might state
that local borrowings for capital improvements constitute a minor
item in our borrowing program.

Our cities operate on a calendar-year basis, and under the State
law there is no penalty attached to the nonpayment of taxes until
November 1.

That means that, for 10 months of the year, we have to operate
on borrowed money, tax notes, and I assume that these tax notes, as
municipal securities, would come under the particular provision we
are discussing.

In my city, in 1 year, we have borrowed as high as $45,000,000 in
anticipation' of revenues.

In recent years, under good collection procedure, we have dropped
as low as $30,000,000, but I am afraid that we are on the upward
trend, because of revenue conditions over which we have no control.

The last figures I saw in the entire State showed borrowings in
anticipation of revenue at close to a hundred million dollars.

The CHAIRM:NAN. What is the prevailing rate on these borrowings
in anticipation of taxes?

Mr. Fox. We have been as low as 25, and our last borrowing was
69.

Some other cities and towns in Massachusetts borrow at a little
lower rate than Boston.

We have been as high as 4 percent on temporary notes.
The CHAIRMAN. On temporary notes?
Mr. Fox. Yes, sir.
As I say, the last figures I saw for the entire State were a hundred

million dollars in temporary notes.
Now, there is a substantial item.
It is true that these are short-term obligations, but nevertheless

the interest on these notes, on a hundred million dollars, is substantial.
We have another item of borrowing in Massachusetts which may be

peculiar to our State, and that is borrowing for public welfare.
Public welfare is a must expenditure on local communities in

Massachusetts.

659
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The State welfare act says that the local conmmunities shall pro-
vide for the care of the needy and the unfortunate. In my city we
have spent as high as $15,000,000 in 1 year in direct relief.

At the present time we are spending'about $9,000,000 01 year.
That includes the three categories and is exclusive of Federal aid

and aid from the State.
The State has never seen fit to establish taxes to aid municipalities

in the financing of the welfare burden. The only out they have given
us is to permit us to borrow for that particular purpose.

In Boston we have been borrowing; since 1933 we have borrowed
over $30,000,000 for wel fare.

I do not attempt to defend borrowing for current maintenance but
nevertheless, when it is the only way out to relieve the taxpayers, we
have necessarily had to follow it.

I had hoped that we had reached the end of the road in that par-
tictular type of borrowing, but recently our welfare rolls have shown
a tendency to go u), and next year I aim doubtftll whether we can get
out of this questionable means of borrowing.

Recently tie Stale legislature has authorized municipalities to bor-
row for civilian defense.

So far, in my city, we have borrowed a very negligible sum-$300,-
000-but being a coastal city and being subject to attack from the air
this particular type of borrowing might reach sizable figtres if ini-
vasion should be'our lot. n

Now, there are three types of local borrowings which )ossibly are
not to be found in Ohio, but they prove, I think, that you cannot fori
an opinion simply on one St ate or, on one city.

You have to review the entire United States, and its variety of local
finance laws,

Now, I don't think anybody will object, or say I am wrong, when
I claim that these increased interest rates will fall on one direct class,
and that is the property owners. They are the principal supporters
of municipal costs and 'municipal government, and any measure that
is bound to result in increasing those costs cannot be ewded or escaped
by this particular class.

Insofar as the long-range possibility is concerned, I think I can
contend that borrowing is a necessary aiind important element in local
financing, and the differential in itterest which has existed between
private and public borrowings in past years has made it possible for
the small as well as the large communities in this country to borrow
for these public improvements.

I agree with Mayor LaGuardia that we are going to win this war,
but that it may be a long period before final victory is secured.

The longer that period of victory is delayed the 1nore need we are
going to ,have in this country for a program'of public works.

Now, if you are going to make it harder for municipalities to
borrow, by .adding on additional carrying charges through the ado)-
tion of this legislation, it seems to me you tre flying a red flag in the
face of the success of this public works post-war program.

Senator TArP. Mr. Fox, regarding your currentborrowing: What is
the total budget of the city of Boston?

Mr. Fox. The total budget; including everything, is $80,000,000.
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Senator TAFT. If you borrowed $30,000,000 in an average period
of 6 months, I suppose, and if that made a difference of as much as a
half of 1 percent in your borrowing, I estimate that it would cost the
city $75,000 over and above what it would otherwise cost-it would
ad([ $75,000 to an $80,000,000 budget: tre those figures approximately
correct, Mr. Fox?

Mr. Fox. We borrow for longer periods than that, Senator. We
borrow 9 months and 12 months.

Senator TAr'. I was just figuring ait average: Say, borrowing in
,Jauary against November collections, your average woutldn't run
over 6 tontits, and I should think the total additional interest cost,
assniiitg a doitbling, )r'ctically, of the rates you have beet paying,
would only come to $75,000 in ti vear.
Mr. Fox. It is my impression it would run higher than that.
Senator TAr. Oie percent would lie $300,000 for a whole year, and

for 6 tonthis it would be $75,000.
I only think that youri geiteral statement makes rather an over

l)icture of the addition l cost resulting for current borrowing.
I quite agree with your ar'gutient as to post-war, but as to the

itumediate cost it seems to me that is a negligible item.
Mi. Fox. Seitator, I still think you are thinking in terms of

Cincihillati.
Senator TAn'. No. I am taking your own figures. We have bor-

rowed for current expenses in the' ptt-it has been done-and it
may have to be done again, although it is prohibited by law.

My.' only point vas that, on your own figures of your own borrow-
ing, it wouldn't cost you but $75,000 on an $80,000,000 budget, and
I say it is t negligible feature in the question-

Mr. Fox (interposing). Well, Senator, a hundred thousand dollars
means 10 cents per thousand to us, it our tax rate. Our current year's
tax rate is $41. Now, 10 cents in the Cincinnati rate might be negli-
gil)le, but it is not negligible when you have it $41 tax rate.

Settittor TAF-r. I say $5,000 is negligible in an $80,000,000 budget,
I don't care how you get it or where your tax rate comes from.

Mr. Fox. Welf, you have been fortunate to live in a city that has
been particularly 'favored. There are itot so many of those large
cities in this country.

There is one fitai point I would like to make in conclusion, Mr.
Chairinat.

I believe this is the fifth year this proposition has been under
consideration by Congress.

Now. the ret oval of the'tax exemption on State and municipal
bonds is but one element in the whole complicated system of fiscal
relations that exist in this country, between the Federal, State and
local levels of government.

Now, it seetIs to me that consideration of aln isolated element gets
nowhere in the finding of a solution for the entire complicated sys-
0tt1i.

I appreciate that, during the past 5 years, this committee and the
committee in the House has had to devote considerable time and
study because of the Treasury's insistence on the removal of this
feature.
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I only wish that you had been able to utilize that time and that
effort in making a general and an over-all review of the fiscal rela-
tions between the levels of government in this country.

We are now engaged in a conflict in which the maintenance and
the preservation of democracy as a form of government is at stake.

We have no question about the outcome of the issue, but I submit
this:

If, in a worldwide conflict to save democracy, we are successful,
and then we neglect or overlook the necessity for taking a broad
general view in our own country of this complicated fiscal set-up
that we have, I think, in the end, we will have won a hollow vic-
tory.

I am interested in the maintenance of strong and virile units of
local government.

I think they constitute the bulwark of democracy. I think their
continued existence, in the years that lie ahead, depends on-the atti.
tude and actions of Congress.

I appreciate that war problems necessarily must receive most of
your attention and thoughts, but'I sincerely hope that, in the not
too distant future, you will find time to make this general appraisal,
this general review and study, of the entire fiscal relations in the
country.

I advocate and suggest current study of this particular feature,
because, even in the throes of war, there is need for foresight.

Thank you.
The CHARMAN. Thank you very much.
Mr. ToniN. Senator, Mayor Green, of Birmingham, is here now.

and he would like to submit his statement for the record.
The CHAIRMAN. Yes, sir. Mayor Green, you may come around.

STATEMENT OF W. COOPER GREEN, MAYOR, BIRMINGHAM, ALA.

Mr. Gnpnw. Mr. Chairman and Senators, I would just like to file
my statement.

I am representing the southern cities, United States Conference of
Mayors.

I have it prepared, and I would like to file it.
The CHAIRMAN. You may do so.
(The statement submitted by Mayor Green is as follows:)

STATEMENT BY COOPER GREEN, MAYOR OF BIRMINOIrIAM, ALA,, ON FEnRAr. TAXATION
OF INc E FROM LOCAL GOVERNMENT SECURITIES

The Treasury's proposal is to tax the Income from all Government bonds.
Included therein were those bonds already issued, as well as future Issues.
The House Ways and Means Committee, as well as this committee, in their wls-
doa saw aIt to promptly reject the suggestion of taxing income from past issues.
From the standpoint of fairness and equity to all concerned, these committees
are to be complimented for their negative action In that regard, My remarks,
therefore, shall be confined to the essential facts regarding the proposal to
tax income from future issues, and how it will affect the local government
level.

Financially, the imposition of this tax would affect three different groups,
namely, the Federal level of Government, the local level, and certain bond-
holders (but not all bondholders).

662



REVENUE ACT OF 1942 663

1. TIlE FEDERAL IEVEL'S PURPORTED GAINS

The result of this tax if placed on future issues, might result In sbme small
immediate gain in revenues to the Federal Government. It is claimed that this
increase in revenue at the most, would be only infinitesimal for several years.
At first, it would likely be as little as three to five million dollars annually. It
would probably be a quarter of a century before any substantial gain could be
reasonably expected.

It is quite conceivable that through the reciprocity treatment, whereby local
governments would be permitted to levy a tax oil Federal Government bonds,
that the imposition of this tax might result in a material loss to the Federal
Government for several years to (ome. No one can foretell at this time how
great an amount of financing our Federal Government must do within the next
few years, It will unquestionably be many tens of billions of dollars. If income
from these new Federal securities is made subject to local government income
taxes as the Treasury has suggested, It would seem that the net loss in Federal
revenues might be a most * 4raodtapx amount. Local governments are not
materially increasing thgf ddebt. Til'@forq, there is no sound argument in
advancing this pp al as a war measure. W1.j these facts in mind, it is a
matter of greC"concern to those of us in local .government as to what the
true motiveAight be, in this attempted further inv4ion of the local tax field
and local pSferelgnty. ,

2. LOCAL COVENT rRNT's ASSUREkD FINANC'A.LIpoS

Atlbng last (he Treasury Department Las agreed that tl .Imposition of the
tax #ould result in an increased intdvest cost to th Issuing afdiority. The only
difference between' the -propoheints and the o')ohents in th regard, is the
amount of the increase. That'difference Is not'too' great. Whio using the best
authorities available on th6 suhbct, namely, 'lsln erested secu ty dealers and
economists generally, we eke convinced *that the i 'crease in o ,r interest cost
wtid be somwiooe-hnlf to thre.6fburths ircent, vatIng according to local con-
ditions. Tiis F~lerol TreaurYfirclaiming j obalfty about onIlmalf as much.
In any events It wilifbe'a material Inct~Ase, It is wholly reas able to expect
anincrease ofi20 to3d percent in'ourlrdsent cost of financing, ?That amount is
a matter of serious concern to every local Government offielal,'partlcularly in
those times when all Goverunents gre tlled upon for more end more public
services than ever before. This great Increase In costs would unquestionably
serlosly interfere with our capital financing of thoe public ithiprovements, that
will It so necessary after thjewar.

It csp well have ayverj serlous;-effect on the ability of the local government
to take qre of its stfrg.of the re lef load,.when it next ApI)ears in the propor-
tions that It did In the th I ties. If that shouhl lppe) ,It would simply mean
that more %,this relief expense would le thrown bak,on the Federal Govern-
ment becaus.4 the inability of the local goverlnent to pay Its share and
carry on. Thai. Itself, might easily offset aygnln in Federal Income taxes,
Those of us who 11av9,,een closely assoched for a number of years in relief
administration, believe 'it islhjgly.-iAdAiable that the cities' fiscal position
should be maintained, whereby wen the time does come, we will be in a
position through capital improvement financing or otherwise, to carry our portion
of this relief load.

Local governments recognize their responsibilities and are ready, anxious, and
willing to meet them insofar as it is possible to do. We ask you not to Im-
pede and hamper us by legislation that could well make impossible the discharge
of tie primary functions of local government. Freedom in finance is the soul
of any government. "Save our souls."

3, BONDHOLDERS' INTEFES'r

We will now consider the case of the bondholder, particularly that great
bogeyman who spends his winters in Miami and there clips his so-called tax-free
coupons. The local government is not any more concerned in the welfare of this
bogeyman than Is Secretary Morgenthau. He can well take care of himself.
There are, however, some elemental facts that we are no going to overlook,
although it would appear that the Treasury Department is ever failing to
e'cognlze them.
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The bogeyman, we dare say, is not at all interested iln whether the income from
future issues is taxed or not, If the income fro") future issues is made taxable,
he will still be at Miami clipping his Interest coupons-with tills difference, the
coupons will be i a larger ainount-sttflclently larger to take care of whatever
amount of income tax he would have to pay. It would simply be a case of him
collecting and putting more money In one pocket and then again payig out tills
extra money to the Federal Government. Consequently, the bogeyman isn't
going to shed any tears as it result of anything that Congress does in this case.
lie knows and we know that heretofore lie has prepaid his tax, Tiis was done
in the way of him buying the lod government bond at a mtch less interest cost
to the issuing authority. The net result of it all Is ihat he paid this tax InI
advance to the local government rather than to the Federal Government.

Under our dual system of American Government, we claim that tills is one of
local government's inalientble constitutional rights, and one not to be Interfered
with by the Federal Government except through a constitutional amendment.
If the American people want to change the form of their Government, they have
a right to do It through the amendatory process. If they want to increase Federal
power and decrease local government authority, we claim that it should be done
through the aniendient process, and not otherwise. We tire good Americans.
After the issue his once been fully understood by our citizens, we will cheerfully
abide by their decision, No legislative body should attempt to usurp this pre-
rogative of tie people, through any sort of a "short and simple statute," as it has
been suggested.

Included anotig the hondholders are certain groups who no doubt are greatly
interested aid would he benefited by the imposition of this tax. I have reference
to institutional buyers, pension groups, sinking funds, and other associations who
ordinarily are not subject in any event to the FP(oleral Income-tax law. Yes, they
would benefit by tile imposition of the tax and they would benefit at the expense
of the local government without any benefit whatever accruing to the Federal
Government. About one-third of tile total local government bonds are held by
these tax-exempt holders. Almost a shnilar amount of bonds is held by commercial
bans and insurance companies and other corporations who ordinarily are not
affected by excess-profit taxes. In those cases, We would have fite result of placlbg
a heavy additional burden on local government without benefiting the F'deral
level,

LOOl'I[OLES

What are these so-called loopholes in our present tax system. Is it a loophole
simply because the tax is prepaid to the local level rather than to the Federal
level? Even if everything they claim was true regarding the so-called loophole,
what do we have? Using the Treasury Department's own records It is found that
it all estates of $50,000 or more that cleared through their Department for the 13
years that ended Ini 1939, only ( percent of those estates were invested in local
government securities. That, Indeed, Is a surprisingly small atnount. If it were
tiny less than that, I think that we might well claim that these "Miamites" were
shiki ng their ditty and responsibility In not properly supporting the local level
of government by a larger Investment of their funds In these bonds.

We believe the time has come when Congress should definitely close the door
on this proposal. This agitation should be stopped, It is hurting all levels, If
eticted Into law, this proposal would not materially benefit the Federal level-
at least for a very long time to come. It will greatly injure the local level. The
different levels of Government should recognize the rights of each other and work
together, rather than to opposite ends.

I believe the opposition of all local government to this proposal Is largely
sInued up in the resolution that was officially adopted by the governing body
of the city of Birmingham on February 10, 1942, A copy of that resolution is as
follows:

"Whereas It is obvious that the economic effect of Federal taxation of the
Income from municipal bonds would be the exaction by bondholders of Interest
rates upon future Issues of municipal bonds sufficiently high' to exonerate then
from the burden of such toxatlon, aid to cast such burden upon the general
revenues of the issuing municipalities; and

"Whereas such Federal taxation would amount to no more than disguised
Federal taxat ito of the tax revenues of municipalities, and would be but another
step toward destruction of the sovereignty of the States and their instrumen-
talities; fnd
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"Whereas a tax on future issues of State al municipal bonds would raise

practically no revenues whatsoever at this time, and no appreciable amount of
revenue for a very long time to come, but would immediately very substantially
increase the cost of necessary municipal borrowing; and

"Whereas Secretary Morgenthau's proposal to also tax income from local
government bonds now outstanding would clearly be on the part of the Federal
Government a violation of implied contract rights on the part of the purchaser
and holder of those bonds, and which implied rights have been recognized for
many years by the Federal Government; and

"Whereas such a breach of good] faith on the part of the Federal Government
would be one of dishonor, and would serve to impair the confidence of the
people in their Government's pledges: Therefore be it

"Resolved by the Commission of the City of Birnaingha as follows:
"1. That this commission do, and it does, hereby express Its determined

opposition to any proposal for Federal taxation of the income from municipal
bonds, either those to be later issued or those already issued.

"2. That the city clerk be, and she hereby is, instructed to send a certified
copy of this resolution to each member of the Senate and House of Representa-
tives from Alabama, and to each member of tire Senate Finance Committee
and the House Ways and Means Committee."

In closing I wish to quote from a talk recently made by the Hon. David At.
Wood, of Thomson, Wood & Hoffman, New York City: "We are all united in
support of the Administration in the conduct of tire war. Whatever is neces-
sary to win the war we will do. Whatever sacrifice is necessary, however
great, we will make. But it is also the duty of the administration not to
weaken the Nation by fomenting domestic strife while we are confronted with
external enemiles. This Is no time for the Federal Government to cause irrita-
tions by seeking to tax municipalities or other subdivisions of the State." This
is exactly what we claim the proposed legislation would do. It is simply a
shifting of the place here tile trx payment would be paid. It Is not prepaid
to tie local government, while tile Treasury Department is seeking to have that
payment diverted and transferred to the Federal Government.

Respectfully submitted.
COOPER G1BEEN,

Mayor, City of Btrmdngham, Ala.

The CHAIRMAN. Thank you very much.
Mr. TonIN. I would like to conclude now, Senator, with the testi-

mony of Solicitor General Epstein, of New York.

STATEMENT or HENRY EPSTEIN, SOLICITOR GENERAL, STATE OP
NEW YORK

Mr. EPSTEIN. The statement that I have' will take not more than
5 minutes, but before beginning that statement I should like, if this
committee will permit me, to address myself to several of the periph-
eral questions that have been discussed this morning.

I first would like to address myself to some of the questions that
emanated from some figures that Senator Brown gave, presumably
relying upon statements given to him by a representative of the Treas-
ury Department, in regard to the relationship between the increasing
income taxes and the possible escape of those who hold large estates.

The figures given in the 1042 hearings before the House Ways and
Means Committee, volume 3, page 3087, treasuryy figures, show that,
from the year 1939 to the year 1940, the holdings in tax-exempt securi-
ties of the type under discussion here fell off from 22.7 percent in
estates over a million dollars in 1939 to 15.1 percent in 1940, or a drop
of approximately 33 percent in the holdings of those securities in
estates of more than a million dollars, in the Treasury's own figures,
and in the lesser estates a corresponding drop in holdings.
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Senator BRowN. I got my figures from the report of the Treasury
made in 1938, on estates that filed their returns in the year 1938.

In 1939, at the time the figures were given, they were effective as of
1938.

Mr. EPSTEIN. As to those 1988 figures, were the number of estates
enumerated, as to how many there were?

Senator BROWN. Yes.
Mr. EPSTEIN. But the indications here, with the constantly increas-

ing income taxes, would show that there has been a lessening of the
extent to which those large estates are invested in those tax-exempt
securities.

The CHAIRMAN. How do you explain that?
Mr. EPsTEIN. They seek control of investments elsewhere, and the

total results over a period of 15 years will show that the totals of the
large estates are so small that to actually be considered, with the
existing outstanding issues, as a source of revenue, they would be
negligible.

Now, let me reinforce that possible avenue of attack by the com-
parison of the experience of the Federal Government and the State of
New York simultaneously in January 1941, in issuing in the one case
taxable securities and in the case of the State of New York tax-exempt
securities:

In January of 1941 the United States Treasury borrowed $200,-
000,000 on 5- to 10-year notes, aid 2 ercent. They were taxable.

Now. the security of the United States of America, we will all
readily concede, is at least as good if not better than the State of New
York.

The CHAIRMAN. They were wholly taxable?
Mr. EPSTmN. Wholly taxable.
The State of New York sold $20,000,000 of tax-exempt State bonds

to aid in the public-housing program, pursuant to a constitutional
amendment which had passed in 1938, and sold those $20,000,000 of
bonds, which are amortizable over a period of 50 years, at 1.72 percent.
They were tax exempt. There is no question but that the Federal
Government could have sold them at least 1.5 instead of 1.72. At
least their credit would have been equal to the State of New York if
they had not been taxable;

Where does this difference go? On $200,000,000 a difference of at
least, if not more than, 0.25 percent interest each year.

Does it come back to the Treasury from income taxes fixed upon
the incomes of the large income group ? Are those bonds sold?

Do they find their way into the hands of those people to the extent
that even an appreciable amount of that 0.25 or 0.50 difference would
come back to the United States Treasury? Certainly not.

Does it go into the hands of the person who buys the bonds for
investment?

They pay the additional amount for the security of the United
States Government, but it does go into the hands of those middlemen
through whom they are purchased, just as the difference in the State
bonds, if they were taxable, would go into the hands of the syndicates
that bid for those bonds. It is that intermediary step that takes up
that amount of difference, so that the individual taxpayer, with the
exception of the very few-and that is constantly diminishing-that

666



REVENUE ACT OF 1042

could benefit by it, and the Treasury of either the State or the Nation
does not benefit by it.

Senator TAM'1. ove you any figures to show the commission on
taxable bonds and the figures to show the commission on nontaxable
bonds?

Mr. EPsTEIN. No, sir; I haven't, but I can show you this specific
example of what happened in New York State: They had a little
issue, when they were building this new Peace Bridge, when the
bridge fell down across the Niagara River from New York to
Canada-the ice crushed it.

A Federal commission was created and the State of New York
agreed to furnish the approaches to the bridge at $300,000, to the
construction of it.

This Federal Commission was floating a 3-million-dollar issue to
finance that bridge-it was to be taxable-and they didn't get a bid
in the first two offerings, and they finally had to sell it for 4 percent
at a private sale.

Senator TAFT. Then there was something the matter with the bonds.
If that was a fully guaranteed Government bond,.and there hadn't

been anything the matter with it, they wouldn't require any 4 percent,
Mr. EPsTmIN. This was the first experience in selling a taxable

issue.
This took place 4 years ago. The effect was that terrific increase.
Senator TArF. There must have been something else in it. You

would certainly have to give pretty good evidence here to support
the claim that in some way underwriters take down a bigger percent
of taxable bonds than nontaxable bonds.

Mr. EPSTEIN. We are not talking of underwriters' commissions.
But this much you will admit, Senator: Certainly the difference be-
tween the additional amount that the Federal Government has to pay,
or that any government would have to pay, for the taxable issue, does
not come back in the form of income taxes.

Senator TAFT. I wouldn't admit anything of the kind.
Mr. EPSTEIN. You can't have it both ways.
Senator TAr. If the State of New York can sell bonds for 1.72,

when the Federal Government is paying 2, why, the reason that it is
worth that much more to somebody to escape taxes, and there is no
way to get that from that.

Mr. ErSawN. I beg to differ with you. It isn't because they seek to
escape taxes.

Even if it were, the Federal Government still can't get it back in the
income taxes, because all you have to do is to look where the tax-
exempt bonds lie.

You are not going to get it back from your sinking funds, from your
pmblic funds, that are elsewhere.

Senator T&tr. You will get back the difference between the rates
because people pay'-for -hoa, what they are worth to them, and they
are worth to them more only because they are not taxable.

Mr. ErsTiN. Not at all; I wish you would give some time to the
study of the economic brief which we presented 2 years ago.

Senator TAr. I may say that all the witnesses have admitted that
the thing is approximately equal; that you will get back in taxes
about what it will cost the local government.

667



REVENUE ACT OF 1942

Mr. EPsTEN. I do not concede that, because the facts of the holdings
of bonds and where they exist proves quite the contrary.

Now, I would like to address myself-
Senator TArP (interposing). I might state it isn't only estates,

Banks profit by the nontaxable feature. We just had the city of
Detroit.

Also banks, more today than they were. They haven't been paying
any taxes, but now it makes quite a difference to them whether
they are nontaxable or not.
Mr. EPSTEIN. If you will analyze the holdings of tax-exempt securi.

ties everywhere in the United States, and the sources from which you
could derive income-tax revenues from those sources you will be
convinced that you could not get back even a substantial percentage
of it.

Senator T,xFT. No; because a market is a market, and if somebody
pays more for municipal bonds it is because they are worth that
much more to them, and the only reason they are worth more is
because they don't have to pay taxes which they otherwise would pay.

Mr. EPsn:IN. But it doesn't follow that the price or interest dif-
ferential would come back to the Treasury in the form of income taxes.
There is a wide gap between what appeals to the general public, in
whatever form, and that which you can reach through income taxes.

Senator Connally asked a question this morning of Dv, Lutz, with
regard to the question of States entering various business activities,
and the borrowing by the States for the purpose of financing those
activities, and with the possibility that that might be an avenue of
entry by States into activities and thereby escape taxation.

The complete answer to Senator Connally's suggestion is found
in the South Carolina liquor tax case, where the Supreme Court held
unequivocally that the States could not, dry up regular available
sources of Federal taxation by entering those fields of activity.

The businesses could be taxed where they enter businesses tlat oth-
erwise are available as fields for Federal taxation, and could not by
the entering into those businesses, pull them out of the normal Aeld
of Federal taxation, but there is no holding that, where the State
actually borrows on its own credit, to finance an enterprise, that the
Federal Government has the right to come in and place a direct bur.
den upon that method of State financing.

The courts have shifted from the theory of exempting from the
tax because of the point of incidence of the tax to the basic principle
that you may not tax either Federal or State reciprocally where you
impose a burden on the borrowing power of that Federal coequal
sovereignty of our set-up.

In Rogers v. The State of New Yor, the Supreme Court unani-
mously held that New York State couldn't tax the salary of the gen-
eral counsel to the Panama Railroad, because it was a Federal agency.

The incidence of the tax was upon an employee of the Federa fGov-
ernment, and therefore it was not held taxable., Within 2 years the
Supreme Court reversed itself. It was my privilege to argue the
O'Keefe case-O'Keefe v. Graves-in which the State of New York
sought to impose its income tax upon an employee of the Home
Owners' Loan Corporation and there, with Mr. Justice Stone writing
the opinion, the Supreme Court held that the Rogers ease was wrong,
and all the cases of that line were overruled, that here you were not
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placing any additional burden upon either the Home Owners' Loan
Corporation, or conversely upon the State of New York, in taxing
an employee of the State of New York with Federal income taxes,
because there was no corresponding indication that the burden had
to be borne, in that increased amount, by the State or by the Federal
eniloyer.here is no indication that there has been any corresponding increase

in the wages or salaries paid to those officials or employees.
The incidence of the burden there was upon the citizen himself, but

the Court had clearly in its mind other possibilities when it pointed
out the distinction in the case, where you place a burden upon the bor-
rowing power of a State or its municipal subdivision, which inevitably
follows, and cannot be denied, and is conceded by the Treasury, when
you place a tax upon the income from the securities you place a burden
upon the bori'owing power itself, and stripped of all its surrounding
circumstances we come here to a basic issue in our political structure.

No one would have guessed, some 5 or 6 years ago, that if the Presi-
dent of the United States should be able to name seven of the nine
members of the Supreme Court that you wouldn't have eliminated
that so-called no man's land, where one vote would decide critical cases;
yet we know, from the experience of the last 3 or 4 years, and the
experience of this year, that you cannot eliminate the human element,
and you cannot eliminate the operation of the minds that (lifter, and
you still have the difference of one vote deciding critical issues, and
therefore the people of the United States-represented in their local
communities, in their States, their cities, their towns, and their vil-
Iages-have a right to expect tibove all that the Senate of the United
States, constituted as it is, and the Congress of the United States have
as important a voice in determining the constitutional issues as the
Supreme Court of the United States, because theirs is the responsi-
bility, in the first place, to determine whether the legislation shall be
passed which, even if presented to the Court and sustained, should
endanger the structure, the constitutional structure, the Federal sys-
tem of the United States, and it is that to which I wish to, address
myself very briefly.Democracy is just like sacred charity. The States, the counties, the
cities, the towns, and the villages of this Nation, grown great through
that faith in and the practice of democracy in those very communities,
face in this issue before this body a direct threat to their independence,
and may I state that that threat is political as well as fiscal.

You cannot function with political independence when your very
sources of economic integrity are in jeopardy, anA that is what is
involved in this issue of taxing State and municipal securities.

There cannot be the slightest pretense any longer, on the side of the
Treasury, that substantial revenues are expected from this issue which
is now before this committee.

None can be forthcoming in substantial measure for at least a gen-
eration.

We are in a war to preserve the last vestige of the democratic way
of life upon this sad earth.

The sinews of war are men, material, ships, and guns. These cannot
be produced from fiction. They need revenues-money.

This is no time, Senators, for indulging in debates on the academics
of what shall be the future of local financing. Since revenues cannot
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be produced from this suggested source of the future taxation of State
and local securities, this is no time for including it in a wartime revenue
bill.

There is time enough to bother the people and the municipalities
about it when this war will have passed.

The Conference on State I)efense, which I have the honor of repre-
senting, has never objected to but has urged that this issue be placed
before the American people, in the form of a constitutional amend-
ment.

Let the people of the States decide the issue, after a full and fair
discussion, and not have it injected, as was tried a year or so ago, at
th tail end of some other measure but was defeated after full and
fair debate on the floor of the Senate of the United States.

We ask this body to reject the Treasury's suggestion, and leave the
States and the municipalities of this great Nation to fight the good
fight of political as well as fiscal democracy and independence, as
they have done for 150 years thus far-and with a fair degree of suc-
cess, we submit.

Democracy and the independent political life of 140,000,000 people
cannot exist in a Nation which is governed exclusively in all matters
from Washington.

From the days of the heroic little Greek city states and until this
very day it is a truth still unassailable: The democratic government
must have a local habitat.

When democracy, in the State and the city and the town and in the
village and hamlet, dies, then democracy in the Nation itself is bound
to perish, and democracy in the States and cities and towns and vil-
lages of this Nation camot survive without fiscal as well as political
independence.

That independence the Treasury Department now wishes to destroy.
Here before this great committee of the Senate of the United States,

in whose halls the spirits of Webster and Clay and Calhoun and Borah
still sit and listen, the representatives of the States and the cities and
the towns and the villages of this Nation, represented by their Con-
ference on State Defense, make this earliest plea to this committee:
To kill this wicked measure.

Senator BAILEY. All that you have said is very eloquent and I am
sornewhat in sympathy vith it, but isn't this the question:

The local cities and States which are the foundation, you said, of
the springs of the general democracy, have formed the habit of coming
to the Federal Government with their relief problems. They cannot
retrace their steps. Isn't it the habit to call on the Federal'Govern-
ment for so much money?

Mr. Ersrmiw. May I approach that from the opposite angle?
Senator BAILEY. Any way you approach it, I would like to stop it.
Mr. Es'rnN. So would I.' 'You (an stop it in one instance by dry-

ing up the source from which they come, and are begged to come, and
are invited to come, and you can dry it up in a second degree by per-
mitting them a fiscal independence and not placing a burden upon
their borrowing power when they may need it, which will make it
more impossible to finance themselves than they could anyway.

Senator BAILEY. The difficulty is they do not seem, themselves, to
dare anything for fiscal independence, until you come to some tax
proposition on the securities.
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They are utterly dependent all the rest of the time, and they beg
for everything ,possible, and they voto that way.

Now, haven't they practically stopped t heinselves from com-
plaining, if the Government proposes to tax them

Mr. ErsTEIN. I don't think you can ever stop governmental bodies
in this country, or the citizens, from maintaining -

Senator BAILEY. I am not speaking of legal estoppel: I am speak-
ing of moral estoppel.

Mr. EPSTFIN. There is no moral estoppel. Irrespective of however
they may have been in a suppliant mood before, from raising a
political issue, when that issue exists it is an issue that overrides
whatever may have been the results of either the invitation or the
begging tactics that hapve been pursued heretofore.

Senator BAILEY. You are from New York City?
Mr. EPSTEIN. I live in Now York; I work in Albany.
Senator BAILEY. Now, could you possibly estop New York City

from calling on us for a billion dollars a year?
Mr. ErsTmw. Could we?
Senator BAILEY. Yes.
Mr. EPSTEIM, That involves perhaps a dissertation upon political

matters germane only to New York City. I think a great deal could
be done.

Senator BAILEY. Isn't that where your democracy has dried up?
Mr. EPSTEIN. I don't think that that necessarily is the basic-
Senator BAILEY (inter posing). New York will do anything which

the administration says, because if it doesn't it doesn't get the money.
Mr. EPSTEIN. There are many other reasons, Senator, for that.
Senator TAFT. Mr. Epstein, let me call your attention to one incon-

sistencyin the same thing:
The National Educational Association just filed a brief against this

taxation.
They are actively supporting a bill on the calendar of the Senate

to got $300,000,000 distributed through the various states to main-
tain the common schools.

Don't you think this is an inconsistent position on this question of
local independence?

Mr. EPSTEIN. I view with grave concern any attempt to finance or
control educational policy from Washington, Senator.

Senator BRowN. Mr. Epstein, I would like to set the record straight
on this matter of distribution of State and local tax-exempt bonds:

These figures are rather old-1937-but approximately tie same
amount of bonds were outstanding then as are outsthinding now.

I think Professor Lutz testified 191/.
Mr. EPSTEIN. Something about $20,000,000,000.
Senator BROwN. This was $19,300,000,000, and $4,300,000,000 were

in the hands of governments and their agencies, trust funds and so
on, where the tax-exempt feature was of ito particular benefit.

In the hands of banks approximately $3,000,000,000; insurance
companies approximately $2,000,000,000.

I will state that again:
Governments and their agencies, $4,300,000,000; banks, excluding

mutual savings, approximately $3,000,000,000; insurance companies
just under $2,000,000,000; other corporations $800,000,000; and indi-
viduals $8,800,000,000.
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I was inclined, after some considerable study that I made at that
time, to believe that the estimates of the Treasury were reasonably
accurate at that time.

rThley showed the basis for their estimates, and it seemed to me,
and to the other members of the committee, that if that is a fact,
.,hat you said iii the earlier part of your statement, that doesn't
seem to ime to comport with the facts. The~e, are approximately
$14,000,000,000 in tax-exempt bonds where the tax-exempt privilege
is of material benefit to the holder.

Mr. EPSthIN. Would you let nie give you a mathematical answer to
that?

Senator BliowN. Yes.
Mr. EPs'rEIN. Let us take the entire $20,000,000,000 of State and

municipal issues that are not taxable, that are now outstanding, place,
them at 3 percent, as a fair average. That is, interest at $600,00000
a year. Of that $600,000,000 a year-that is the total interest assum-
ing that you could reach, actually reach, 50 percent or $300,000,000,
by income taxes, at what rate would you be able to tax this=
in what brackets?

Assuming you average 30 percent-that is a pretty high bracket;
that gives you $90,000,000 a year return, on the basis of taxing on
$20,000,000,b00 one-half of the entire interest at a taxable rate of 30
percent. That is a straight, simple, mathematical calculation, which
1 respectfully submit defies and answers every one of the purported
Treasury figures.

Now, just take the total figures themselves and figure them up:
Twenty billion dollars at 3-percent tax exempt is $600,000,000 a

year.
If you can reach 50 percent of that you reach $300,000,000 a

year.
If you reach it in a 30-percent bracket you reach $90,000,000 a

year which you get to the United States Treasury.
Figure it any way you will, I don't see how you can do better

than that.
Senator GuFFEY. Does that answer Senator Brown's statement

that $8 000,000,000 were in the hands of people who got some benefit
from tax-exempt securities?

Mr. EPSTEIN. That would allow $10,000,000,000 to be in the hands
of those people.

I respectfully submit that that is an answer.
Senator BAILEiY. Let me get before you just one other thing: The

States and counties and cities leaning on the Federal Government
have been enabled, in a great many instances, to reduce their taxes
on real property, the direct taxes which the Federal Government
can't tax.

Now, the Federal Government must have some way to get even.
On these securities the State has to pay a high rate of interest

or sell the bonds at a high premium. That goes back then on the
real property, the direct tax.

Isn't that situation created by the States and counties and cities
themselves?

Haven't they steered themselves into just this situation?
Mr. EPSTEIN. Senator, I am not concerned with how they steered

themselves into it.
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I am concerned with stopping what I consider to be a dangerous
trend in one of the basic fundamental structures-foundations of
our national structure.

Senator BAILEY. I think the trend is one that takes its origin in
the counties and cities and States, and you think it takes its origin
in the Treasury.

Mr. EPsrEIN. We can probably debate where it takes its origin,
but I think we should attempt, irrespective of how it obtained its
origin, to put a stop to it if you can.

What I am concerned with is stopping a measure in the Congress
of the United States which will undermine a basic part of our
Federal structure, and this will do it.

Senator BAILEY. If the localities and the States and the cities will
not call upon the Federal Government, I will go along with you
and not tax their bonds, but as long as they call on us for all we
have got-and more besides-there has got to be some compensation
somewhere.

Mr. EPSTEIN. I don't know just whether the dog wags the tail
or whether the tail wags the dog.

Senator HmHNo. I think this is a good place to start because
New York City is one of the cities that has been taking hundreds
of millions of dollars out of the Federal Treasury, where the other
cities and towns have been pulling ux 40 and 50 percent. ,

Mr. EPSTEIN. I am not prepared, because I don't know what the
figures are or what New York City puts up as a sponsor.

May I suggest that what the Federal Government derives from New
York City may, perhaps be adequate explanation of what New
York City gets from the Pederal Government.

Senator HnRING. I think they take it away from us.
The CHAIRMAN. Thank you.
Mr. TOnIN. Thank you for your hearing that you have given the

States and cities. We appreciate very much the time you have given
us.

The CHAIrMAN. All right, Mr. Tobin. We appreciate your services
to the committee.

Mr. Levine?

STATEMENT OF LEONARD LEVINE, NEW YORK, N. Y,, ON BEHALF
OF THE ASSOCIATION OF COMMERCIAL DISCOUNT COMPANIES

Mr. LEVINE. I am appearing here on behalf of the Association
of Commercial Discount Companies, for the purpose of obtaining
an exception for finance companies and factors from section 501 (b)
of the Internal Revenue Code.

The CHAIRMAN. Did the House bill deal with that section, Mr.
Levine?

Mr. LEViNE. The House bill dealt with that section, and they
granted an exception for loan and investment companies, which did
not include companies of our character.

This provision was dealt with in section 182 (b) (7) of the House
bill andrwas mentioned in the Ways and Means Committee report,
item 111-6.

The exception that the Treasury Department recommended, and
that the Ways and Means Committee report took up and has car.
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ried through into the bill, was for loan and investment companies
subject to the supervision of State authority. The Treasury did
not consider that these companies are of the type that would
desire to be reached by the personal holding company tax.

The financing companies and factors, of which the Association of
Commercial Discount Companies having 33 members, with a com-
bined capital of approximately $5,000,000, and employing approxi-
mately 500 employees, whose activities involve the financing of ap-
proximately 1,500 to 2,000 companies, doing an annual business of one
hundred and twenty-five to one hundred and fifty million dollars
who, employing somewhere between one hundred and one hundred and
fifty thousand people, have found themselves in the position of being
caught under the provisions of the Personal Holding Company Act.

The Personal Holding Company Act has provided an exception
for banks, life-insurance companies and surety companies. After
hearings a few years ago Congress finally exempted licensed personal
finance companies, and have since seen fit to put in an exemption for
loan and investment companies in the present bill.

It is our contention that, when the Personal Holding Company
Act was first put into law, that the original intention was to reach
incorporated pocketbooks.

We do not believe that it was ever the intention of the makers of
the law at that time to have included companies that are actually
operating companies, and operating the same as our companies are
today.

However, because of the fact that the law provides that where 80
percent of the income is classified as interest in a company, and
where the company has 50 percent in value of the outstanding stock
owned directly or indirectly for not more than five individuals, those
companies are to be included under the provisions of the Personal
Holding Company Act.

The result has Keen that the Treasury Department has been classi-
fying companies of this particular type under this section of the
law and that the courts have been upholding their decisions.

N'ow, I might point out that financing companies and factors ac-
tually operate on a business basis, in that they purchase accounts
receivable, with or without recourse, make advances to business con-
cerns, factor sales, check credits, factor inventories, guarantee pur-
chases, makes loans on machinery and equipment, an-d perform all
of the customary functions of a commercial finance company and
factor.

Furthermore, they go beyond that particular point, and they even
help in many cases to supervise the businesses, assist the concerns
in their costs and production methods.

Now, it must be remembered that the companies that find it neces-
sary to avail themselves of the use of the financing companies and
factors are very small business concerns.

They are concerns that find it impossible to obtain the necessary
credit in regular banking channels, or through other sources, and
most of these concerns, without the aid and assistance of the financing
companies and factors would find it impossible to continue in
business.

At the present tim, because of priorities and the changing nature
of business in general, many of these concerns have found it neces-
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scary to switch their activities from the ordinary commercial pur-
suits to war production.

In most cases these concerns have nothing but a plant and equip-
ment. If you look at their balance sheets you will find that they have
11o working capital and it would be impossible for them to continue
in business without aid of this kind, and they again, as I say, find it.
impossible to get sufficient aid in regular banking channels.

That means that the financing companies and factors today are
fulfilling a very important need in the financial community, and
in the business vorld, by helping these concerns stay in business.

It must be recognized that they are taking unusual risks in help-
ing to finance these companies.

It must be remembered that there are plenty of these small con-
cerns, who before they get started or get to learn the know-how of the
work in some of these Government orders, find themselves in the
red, and again, without the cooperation aid and assistance of these
financing companies and factors, might And themselves out ofbusiness.

I think it is recognized that it is important to try to keep these
small concerns in business-the middle lass, as we might call them-
and try to help them continue on and to perform the type of work
that they really can perform, in connection with the war production.

Now, in taking the unusual risks that we are taking, it is neces-
sary for the financing companies and factors to build up. some re-
Serves.

With the present high rates of normal and excess-profits taxes there
is not going to be such a large amount of money available and left,
even if you exempt these companies from the provisions of the per-
sonal-holding-company section of the act, to be put into these reserves,
but even at that it is important that they be enabled to take and
accumulate that additional amount rather than finding themselves
in the position where it is necessary for them to declare out as divi-
dends, on a consent dividend basis, all of their earnings, in order
to escape the personal-holding-company taxes.

Now, when we realize the losses that were taken after the last war,
and the losses that were taken after the depression, we can realize the
losses that will be taken when this war is concluded and the financing
companies and factors financing really the weakest group of com-
panies in the industrial world today, are definitely going to take the
largest losses.

might just point out a few figures, as quoted with respect to the
commercial and industrial failures in the United States:

In 1918 there were 9,982 ftlilures, with liabilities of $163 000,000.
In 1921, after the war, when the real repercussion took place, there

were 19,652 failures, with total liabilities of $627,401,000, which was
the largest amount in failures recorded since this table was prepared
in 1895.

In 1922 you had 23,676 failures, with total liabilities of $623,895,0bO,
and again in 1932 you had 31,822 failures, with liabilities of $928,-
313,000.

Incidentally, they list these liabilities as current liabilities, so there
must have been other fixed obligations in addition to this amount.

Now, our companies are going to get the kiOck-back after the war
on a very serious basis, and I feel that it is necessary to provide this

675



REVENUE ACT OF 1942

exception for these companies, so that they may be able to have the
necessary reserve after the war is over.

Senator TA. I missed the question as to why section 7 doesn't
cover it.

Mr. LvniNz. Which section?
Senator TAn. Section 7 in the House bill.
Mr. LEVINE. Because that section just pertains to loan or investment

companies subject to the supervision of State authority, having super-
vision over the financial institutions.

Now, those institutions are mainly institutions along the line of the
Morris Plan, which I believe is familiar to most of you Senators, and
actually provide loans up to $5,000.

Senator TAFT. You mean you are not subject to State authority in
many cases; is that it?

Mr. LE VINE. No, sir; we operate under charters from the different
States, We are granted charters to do business as regular business
corporations, but the State has never seen fit to subject us to State
authority, because of the fact that we do not receive deposit funds or
sell certificates of indebtedness, or perform any of the other types of
activities that are carried on by these loan or investment corporations.

These loan or investment corporations are largely an enlarged form
of the licensed personal-finance companies, which were originally spon-
sored by the Russell Sage Foundation. They really ertain mostly to
what I would call the small-very, very small-in ividual business,
that would require up to $5,000.

On the other hand, I might point out that our companies might
take and finance companies to the extent of three or four or five hun-
dred thousand dollars.

Senator TAmr. What is the difference in tax to you one way or the
other?

Mr. LHVINE. With these new rates it is pretty hard to figure out.
The personal-holding-company section of the law, under the new

rates---
Senator TAr (interposing). Eighty-five percent?
Mr. LEVINE (continuing). Will have 85 percent after the first

$2,000.
Under the tax structure, if we have a 45 percent normal tax, and

an 80 percent excess-profits tax, there may not be any considerable
difference, but the fact is that we should never have been subject
to this particular section of the law.

In fact when the law was first written and for the first few years
afterwards, most of these companies did not even know that they
were subject to this particular provision. It was only after the
Treasury Department found that, by a strict reading of the law, they
could bring these companies within the scope of that section of the
law.

I might point out just one other thing, and that is that if any of
these companies attempt-if it is going to be possible; I don't think
it will be--to escape the individual surtaxes by not declaring more
dividends, and accumulate more surplus than is necessary in tle pur-
suit of their business, the Treasury Department can deal with it
under section 102, which deals with that particular problem.
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Senator TArT. What is the interest rate you charge an industrial
corporation ?

Mr. LEvir,. The interest rate is 6 percent, and then there is a
service charge which these companies make in addition to that, which
may run anywhere from a half to 1 percent a month, and that is
because of the close supervision they have to give these companies,
in which the banks and the other loaning institutions are not willing
to indulge.

The banks sit back, even today, and are willing to take loans, where
they know they are a hundred percent good, and they do not have
to do anything but just put out large sums of money on a 2 percent
basis, but they have very little more to do with those loans than just
having a single note made out for a certain amount of money.

They don't have to take situations where there is no working capital
available-in fact, in most cases, where there is actually a working
capital deficiency.

Here are plenty of companies that have fine plants, well equipped
mills, and just haven't got the working capital to run them.

The CHAIRMAN. Any further questions?
(No response.)
The CHAIRMAN. Anything else?
(No response.)
The CHAMMAN. Have you ever talked with the Treasury about

your problems?
Mr. LEVINE. I have discussed this matter with the Treasury De-

partment, and sent them down a lot of literature and information in
connection with it, and I haven't received a definite answer from
them yet.

The CHAIRMAN. All you want to do is to get taken out of the defini-
tion of a personal holding company? That is what you are really
driving at?

Mr. LEvINwE. That is correct.
The CHAInMAN. And the House didn't go quite that far-they

didn't include your type of company?
Mr LEVINE. That is correct.
The CumIn nAN. All right, sir.
Mr. LEVINE,. Thank you.
The CHAIRMAN. Thank you very much.
Mr. Hawley?

STATEMENT OF JOHN B. HAWLEY, JR., PRESIDENT OF NORTHERN
PUMP CO., MINNEAPOLIS, MINN.

Mr. HAWLEY. Senator George, members of the Finance Committee,
I have a copy of this brief, which covers my situation, and I would
like permission to read it.

The CHAIRMAN. We are pressed for time. Can you shorten it by
stating what is in it?

Mr. HAWLEY. I don't believe so.
The CHAIMAN. You may proceed.
Mr. HAwLEY. I am here today to present to your committee my

views on the 1942 Revenue Act.
The Northern Pump Co. now has direct Navy contracts exceeding

$200,000,000.
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These contracts are for vitally needed gun mounts and coacting
hydraulic equipment..

Our company now has an outstanding production record and
was 1 of the group of 14 manufacturers to receive the first Navy "E"
award. The company converted to full war production 18 months
before Pearl Harbor. This conversion was made although at the
time we enjoyed an excellent and profitable commercial business.

I believe this act, as proposed, has features which will prove most
detrimental to the production effort of my company and also that
it will slow down all war production.

Features of the proposed law which most adversely affect .the pro.
duction and operations of the Northern Pump Co. are:

1. The 90 percent excess-profits tax rate.
2. The provision that the 1942 rate will apply retroactively to the

earnings of corporations whose fiscal year started prior to January 1,
1942.

3. The dual taxation effects of this law and the contract renegotia-
tion provisions of Public Law No. 528 of April 28, 1942.

The Revenue Act approved by the House provides for a 45 percent
normal tax and a flat 90 percent excess-profits tax applied uniformly
to all income in excess of the excess-profits tax credit. Any rate
in excess of 80 percent is detrimental to the war effort. Excessive
tax rates encourage high-cost operation. When the State and Fed-
eral Governments take 90 percent or more of earnings, uneconomical
manufacture is encouraged.

These high tax rates penalize small, efficient manufacturers. In
the present war effort, a large number of the most efficient manufac-
turers are small, flexible companies who have been able to get into war
production quickly. These companies have taken a volume of orders
very much out of proportion to their capital. The orders taken
involve an extremely high financial risk. In such instances, an 80
percent top-tax rate is the highest rate under which such manufac-
turers can operate on a high-risk production basis.

As an illustration, take the case of our company with a small capi-
tal and a small excess-profits tax credit. Our excess-profits tax credit
is approximately $260,000. We manufacture in a year equipment at
a production cost of approximately $50,000,000.

(Discussion had off the record.)
Mr. HAWLEY. If we realize a profit of $6,000,000, we will have, net,

after estimated State and Federal taxes with an 80-percent excess-
profits-tax rate, an approximate amount of $1,200,000, which amount
is 2.4 percent of cost. With a 90-percent rate, we would have a net
income of only $600,000, which amount is 1.2 percent of cost.

The normal Federal tax of 45 percent will apply to less than 5
percent of the total earnings or only those earnings resulting from
approximately 2 weeks' sales. The remaining 95 percent of earnings
is subject to the excess-profits tax.

We manufacture equipment of a type requiring service under guar-
anty clauses forperiods of from 1 to 5 years after delivery; $600,000
is hopelessly inadequate to cover guaranties on such a large volume of
business and also inventory devaluation, post-war reliabititation, and
so forth.

In our situation three contingencies are present that should be
recognized in adjusting a tax program that fairly will fit the effort we
are making:
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1. Our products are large, expensive, complicated, intricate pieces
of equipment with a multitude of precision parts which are required
to function under infinitely difficult conditions. No matter what
guaranty we give with these products it is our duty reasonably to
service them for a substantial period o time. Our good name alone
requires, if nothing else, that we do this. This means that somewhere
included in the earnings realized must be a substantial sum available
for these charges. In this respect we differ from the manufacturer
of simple items such as pontoons and shell cases and the mass pro
ducers of standardized machinery.

2. Our inventory is made up of a great multitude of different items,
most of which have only scrap value unless sold on present contracts
before change of design and obsolescence. When the inevitable end
to this war production arrives, the loss that will exist on our excess
inventory is obvious. Fair consideration should be given to this
factor.

3. Production of our present work will inevitably "tail-out." Dur-
ing that period the cost of production will rise rapidly. During and
following that period there will be the necessity for changing over our
plant to the production of peacetime articles. During this interim,
while we are in this twilight zone, general expenses will continue, new
additional expenses will appear, and income will rapidly dry up.
Recognition should be given to the necessity for creation ofa reserve
out of present earnings which will bear some reasonable relation to
these inescapable expenses.

Senator TAFT. May I ask a question?,
Mr. HAWLEY. Yes, sir.
Senator TArt. How will you finance this increase of capacity?

You must have increased your capacity very much ?
Mr. HAwLEY. Yes, sir; we increased our capacity fiftyfold.
Senator TAFT. How did you finance it?
Mr. HAWLEY. Do you mean recently?
Senator TAn. Yes; I mean for this war production--contracts

exceeding $200,000,000.
Mr. -HAWI Y. First we went to the R. F. C. and fiddled around for

3 months and got nothing. Then we called Mr. John Peyton of the
local Federal Reserve, and in 24 hours he got us $5,000,00 to keep
us from going broke, and after that we got a bond on our contract.

In the meantime I had spent $15,000,000 on my personal credit
on the cuff. Is tl-t clear?

Senator TAFT. DJo you now owe $20,000,000, or what is your present
status I

Mr. HAWLEY. I would state at the present that I owed on Navy
advances about $15,000,000, and I owe the local bank nothing because
of the readjustment chmse, this Public, 528, that is passed. The bank
won't loan anything any more, although for the previous 33 years
they would lend me the full amount, which is 1 percent of the capital.

Senator TArr. They figure that you haven't got any contract any
more ?

Mr. HAwLEY. They figure I don't know my selling price, therefore,
it would be difficult to allow what I might be liable to have.

Senator TArr. Do you owe anything now ?
Mr. HAWLEY. The corporation owed me about $300,000 on notes

for salary for some time back.
7003-42-vol. 1-44
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Senator TAFT. What I am trying to get is whether you are going
to have a debt after the war that is going to embarrass you or where
have you gotten the money to build the additional plant necessary.

Mr. HAWLEY. The Navy advanced the money to build the plant
and I put two million-

Senator TAFT. By "Navy advances" you mean just on the contracts?
Mr. HAWLEY. No, sir.
Senator TAFT. When the deliveries are made do you pay that back?
Mr. HAWLEY. They gave me a building contract at cost plus no

fee to build the plant, which was about $17,000,000 and I put $2,000,000
of my own in. I own the land and two buildings and the Navy owns
two buildings and a lot of machinery, and I own a lot of machinery,
and it is all scrambled up.

Senator TAFT. You can give the Navy back the buildings after the
war?

Mr. HAWLEY. I have got the first two buildings and they have
got the next four. We could draw a line between them and I could
operate on the south side with a parking lot and they could put up a
parking lot on the north side.

Senator TAFM. I am wondering whether after the war you will be
able to cut down your production.

Mr. HAWLEY. It would be impossible for me to answer it at this
time because I don't know whether I have any profits or not, due
to this Public Law No. 528 which is still under negotiation, and after
doing a great deal of business, the details of which I can't mention
in open session, I don't know where I stand.

A practical tax program should allow the manufacturer savings
for the rainy day which is surely coming.

Faced with a 90-percent excess-profits tax rate, we do not see how
we can continue to produce at the same high rate as in the past. Our
obvious recourse is to reduce our volume of business to one consistent
with our small excess-profits tax credit. That means the money
remaining after we pay our excess-profits tax, not knowing what it is,
but I do know it will be very little, we must reduce our risk factor
consistent with the money that will be remaining. Then the con-
tingencies we face are reduced to a point where they can be met from
the earnings left us after taxes. Any such procedure resulting in
decreased production is detrimental to the war effort.

The Northern Pump Co. has a fiscal year ending June 30. We
budgeted our operations for the fiscal year ended June 30, 1942, on
the assumption that our income for that year would be subject to
the income and excess-profits tax rates of the Revenue Act of 1941.
This assumption was amply justified because all new revenue acts
since 1932 have made the new rates applicable only to fiscal years
commencing on or after January 1 of the year in which the law
became effective. When the new revenue law is not finally deter-
mined until several months after the close of our tax year and the
rates are made retroactive, we are seriously hurt by the loss of work-
ing capital to cover obligations incurred during the year.

(Discussion had off the record.)
Mr. HAWLEY. We are faced with a tax program composed of two

parts. One is the Renegotiation of Contracts Act; the other is the
1942 Revenue Act. A fair tax program can be drafted which will
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apply only one yardstick, one set of returns, and one body to ad-
minister.

The administration of Public, No. 528 has resulted in Price Ad.
justment Boards being created by the Secretaries of War and Navy
and by the Maritime Commission. We have obsef'ved the functioning
of these Boards and have had contact with the Navy Board. We
have been before the Navy Board.

The law requires renegotiation and price adjustment of firm con-
tracts entered into prior to the effective date of the law. This is an
abrogation by the United States Government of its contracts and has
caused contractors to lose faith in the integrity of all Government
contracts, The renegotiation clause in new contracts makes the con-
tract price subject to reduction without contractor's consent. Then
production becomes secondary to caution.

It is impossible for the Price Adjustment Boards to apply uniform
treatment to all contractors. The entire administration of the law
is left to the discretion of the Navy, Army, and Maritime Commis-
sion. It is so wide open that contractors are at the mercy of the
opinions of a few individuals. No protection is given the contractor
against repeated renegotiation. The contractor has no practical
right of appeal from the rulings. Federal income-tax rulings are of
long standing and are familiar to the contractor.

Present accounting methods adopted by the Boards do not agree
with those used by the Treasury Department for income-tax purposes
and the contractor is whipsawed between conflicting audits.

The law cannot be administered without discrimination. Discrim-
inatory action must be exercised as to-

1. time over which contractor's earnings are to be renegotiated.
2. Rate of profit to be allowed in each individual case.
3. Whether profits remaining after renegotiation are subject pri-

marly to normal tax rates or, as in our case, primarily to excess
profits tax rates. No consideration whatever is given to income taxes
in renegotiation procedure.

4. Whether or not State income taxes are to be considered in re-
negotiation.

First War Powers Act of 1941 stipulates:
Nothing herein shall be construed to authorize the use of cost plus a per-

centage of cost system of contracting,
The boards have in'f,,mly based profits oil a percentage of cost

which is contrary to the provision of the First War Powers Act. This
method results in contractors with fixed price contracts having their
profits determined on the basis of a cost plus a percentage of cost.
The contract price becomes merely a ceiling. This encourages high
costs and penalizes severely the low-cost producer. Costs are a func-
tion of production and the low-cost producer is the high-rate pro-
ducer. Thus the result of basing profits on costs is very definitely to
slow down production. Contractors are unwilling to assume heavy
obligations to perform Government contracts, knowing that their final
profit is left to the discretion of a few individuals.

Under Public, No. 528, the contractor works with peak effort toward
efficiency on the first part of a large order until a high profit is in
sight, then realizes that any futui-e increase in production will not
only result in no profit after renegotiation but also will cause him to
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take new contracts at reduced prices and attendant higher risk factors.
The result of Public, No. 528, is to place taxing power over all

profits in the hands of a few individuals, This power should be re-
tained by Congress.

Both the revenue act and the renegotiation law are means of taxing
the same corporate income. After contracts have been performed an
earnings determined, any excess profits can be recovered by excess-
profits tax alone. This fact has been previously recognized by Con-
gress in its action in suspending the profit limitation provision of the
Vinson-Trammel Act in the Revenue Act of 1940.

In the interest of maximum production, corporate management
should not be unduly burdened with problems concerning overex-
tended financial risks, renegotiation of firm contracts, and continuous
audits which divert attention from the real job of production. Legis-
lative action having retroactive effects and which leads to abrogation
of firm contracts leads the manufacturer to believe that other drastic
changes in the rules may be forthcoming. Thus he is willing to make
only short-term commitments and take contracts for small quantities
of material. This reduces possible savings resulting from mass pro-
duction. He is no longer in a position to "jump the gun" and start
work on projects prior to receipt of formal contracts, as future earn-
ings are completely unknown and no longer within his control.

We are proceeding with production at full speed as in the past,
hoping against hope that taxes will leave us in a financial position to
continue operating with maximum efficiency and greatest possible out-
put in the best interest of the war effort. To permit this will require:

1. An excess-profit tax rate of not greater than 80 percent.
2. Elimination of the retroactive feature of the proposed revenue

act.
3. Repeal of Public, 528, regarding contract renegotiation.
Thank you.
The CHAIRTAN. Thank you very much.
Any questions?

No response.)
he CHAIRMAN, Does any member of the committee wish to ask

Mr. Hawley any questions?
(No response.)
The CHAIRMAN. Thank you very much, sir.
Mr. HAWLEY. Thank you, sir.
The CHAIRMAN. Mr. W. B. Henderson.

STATEMENT Or WILLIAM B. HENDERSON, WASHINGTON, D. C,,
EXECUTIVE VICE PRESIDENT, AIR CONDITIONING AND REFRIG-
ERATING MACHINERY ASSOCIATION, INC.

Mr. HENDERSON. Gentlemen, on behalf of the Air Conditioning and
Refrigerating Machinery Association, we beg leave to submit the fol-
lowing: First, that we are not trying to avoid taxation, because we
realize that to win this war and to minimize inflation that even more
taxes are necessary.

We feel our suggestion is a ftir one through which, if adopted, the
Government will save money and reduce diversion of personnel; also
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our industry will be permitted to save much wasted effort and get
on with the job of producing goods for the Army and the Navy and
the industry, in general.

Most of our industry's business is now in direct war work. We
should be allowed to devote our energies to effective production in-
stead of useless paper work.

Our problem has to do with section 3405 of the Internal Revenue
Code which formerly taxed only self-contained household and small
store-type refrigerators and equipment. In 1941, however, section
3405 was amended to bring into the field of existing taxation many
-components of industrial and commercial refrigeration and air-con-
ditioning systems and also self-contained air conditioners.

The phraseology of the amended section, as it refers to industrial
and commercial components, is ambiguous. Under the present word-
ing of the section, it would be difficult, and in some cases impossible,
aequ ately to define what are taxable components. On many questions,
theBureau of Internal Revenue has been unable to give us clear
rulings.

We are faced with endless questions from customers and from the
Bureau of Internal Revenue, with litigation, and with years of holding
in abeyance sums of money, payment of which is in question.

The sale of industrial and commercial refrigerating and air-condi-
tioning equipment is now almost solely for war effort, generally for
use by the Army, the Navy, the Maritime Commission, and other
Government agencies.

The CHAiRMAN. You don't pay any taxes on that?
Mr. HENDERSON. One of our troubles, Mr. Chairman, is the work

of getting exemption certificates. We wouldn't mind paying the
taxes if we only knew what we could pay them on and could avoid
all this terrific'paper work. It is a tremendous burden that is bow-
ing us down, as I will point out further in my presentation.

The CHAMMAN. All right. I was wondering how that is a tax
problem.

Mr. HNDtsoN. There will be comparatively little tax return to
the Government during the war. The excise tax return from house-
hold, industrial, and commercial refrigerating and air-conditioning
equipment has dwindled from $1,460,569 in November 1941, $828,074
in June 1942.

From now on, the tax return can hardly equal the cost to the Gov-
ernment represented by the vast amount of paper work required for
exemption certificate procedure, and other similar matters, which
must be carried out by the many Government purchasing offices
throughout the country. This waste brings no profit to anyone.

We propose the following amendment of section 3405. As you
gentlemen will note in the copies which you have before you, the
words in the present statute which are to be deleted are stricken
through; words which are to be added are stated in italics:

Smo. 3405. TAX oN nRoHATORS, RRIMiOEUATING APPARATUS, AND AM COX-
DITIONERS-

There shall be impbsed on the following articles (including in each case parts or
accessories therefor sold on or In connection with the sale thereof) sold by the
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manufacturer, producer, or importer a tax equivalent to 10 per centum of the
price' for which so sold:

(a) Refrigerators, etc.-Refrigerators, beverage coolers, ice cream cabinets,
water coolers, food and beverage display cases, food and beverage storage cabinets,.
ice making mnhel4ee cabinets, and milk cooler cabinets, each such article hayin
ow being of the self-contained type being primarily g ew e with, a stn-
ee, operated by electricity, gas, kerosene, or gasoline.

(b ~iie'th*s Apparatuz.T -11 PS eon1nnw
is us tboardsobe",s enfd oonttnio f0o Ofitbi fese 00 powi oip ow wth a

of the ess'tleie onnnswfeed in sbseetleet (Or)
(c) Air conditioners.-Self-containecI air-conditioning units.
(d) oempewntz Cac t mm, e .ondenseo ist blowewet hoes

eo115 ooolhsg eeflt lllteps, inss;'nWs end4 eositreis, tot- ow stahfle few ese as
pewt of- ow wIth7 an of the ewlieee ennaktedi seetien (e)-.

The above amendment would confine the tax to the self-contained
type of equipment. This would eliminate the industrial equipment
which is the portion involving the ambiguities, some of which are
impossible to clarify, but would not eliminate any revenue profitable
to the Government.

As to the reasons for change, as the statute stands at present, the
tax is impossible accurately to determine, expensive to collect, and
uneconomic in its net yield to the Government.

Our proposals arise primarily as a result of our actual everyday
experience with the difficulties and expense of interpreting, applying,
and accounting for that part of the present tax which applies to com-
mercial and industrial refrigerating and air-conditioning equipment.

We have no means of determining the cost to the Bureau of Internal
Revenue of administering this tax on commercial and industrial refrig-
erating and air-conditioning equipment, but we know the cost must.-
be high. Already it has been necessary for the Bureau to exchange
with this association a large volume of correspondence respecting
rulings on the application of the tax to different circumstances. Be-
tween 20 and 80 oral conferences with the Bureau have been required
as a part of such inquiries. Some of these conferences have consumed
an entire day. These figures do not take into account inquiries and
contacts with the Bureau which have been required of the individual
member-companies of this association or of the industry as a whole.

The resulting amounts of time and study required of the Bureau's
policy-making and administrative officers have been very great. The
difficulties and disputes which may be expected to arise in the future,
from an audit of the returns, are calculated to be even more frequent
and more consuming of time and thought.

One of the most serious costs in the administration of section 8405
arises from the exemption certificate which is required when the equip-
ment sold is for the use of a Government agency. These certificates
are made out by a number of persons who often have little or no knowl-
edge of the requirements for the issuing of such certificates. Because
such persons are inexperienced in this type of paper work, protracted
delays result before the certificates are issued and the equipment,
much of which is in very urgent demand, can be delivered. The diffi-
culties, complications, and delays are particularly acute where, as is
most usually the case, the sale is not made directly'to the governmental
agency, but is made through an intermediate contractor or series of
subcontractors. The time lost by suppliers, installers, and Govern-
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ment employees who should be devoting themselves to productive
effort is substantial.

It should hardly be necessary to add that the time, effort, and atten-
tion required do not aid the war effort, nor produce revenue for the
Treasury. The endless detail and discussion are an economic waste to
the producer, to the consumer and to the Government.

Typifying the many difficulties inherent in'determining whether a
tax attaches to a given sale is the phrase "ice-making machine" used in
subsection (a) of section 3405, and I may interject there, Mr. Chair-
man, that this is typical of almost hundreds of cases of our equipment
being applied to this section 3405. The question is what is an ice-
making machine?

Senator BRowN. Do you have any differences with the Treasury as
to the general policy V 'Are you concerned, olely with the techniical

ir. HnNDEF14. That is exactly it. ' ' .
Senator B wbwN. It seems toimetyou ought to be 'dle to work that

out with t l Treasury. t
Mr. HarkDniisori h atflyor , it doesn't seem to be quite that

simle ,e'enator Brown. Thle Tn sut is I ing to y6 getmen
to wri , thle law,,>, I know' Mr" Coii Stamois fully conv'6rsant with
tie tenical diffiultiesinaRvene, and I am sure his adviO-I know
his aqvice-is invaluable s4 nyo gcntlem . It, we coul(dg.now on
what rie should pay thetax if we could have t 1 this p n r work
takeneoff our sioulders- pion ,eloe ae, lt'ia Very con&erable-
why,1lien, we Wouid~ be satlSded.S
We iare not o 'ect i st an es, but we are objectji g to the

unecodpmic way f goipgb out it4  .
Onl tis Matter of t& ichbanakihig inal4hina. justj mentioped, which

is typi6 of soof'tour probt64,' it is'iard todescribemvhlat is an
iemakijig Mache. si e ~ l~hn sf-ptained is4-the cabinet

like a hoitxehold refrige nr I or is It the Oble manuf during plant
making art6fcial ice? -Tbqon_ is that large differed in that one
little phra

If te term"Mhiqe-making machine" does not coq'ver an entire manu-
facturing plant, Jssm what part does it covert. How are questions
such as these to be doeeid without dispu W and, where the'amount
involved warrants, litigati'6tt'~ 'I'e'ituation could not be better
illustrated than by the following sentence taken from a letter dated
November 28, 1941, sent to our association's cotinsel. by the Deputy
Commissioner of Internal Revenue, reading:

'1Mw terin ,Icc-making zanchInos" Is not susceptible of general defliitiuu. Ho-
ever, rulings will be Issued with respect to the taxaility of any Ice-making
machine upon receipt of a description of the article

Obviously the Bureau is unable to escape the necessity of innumer-
able individual rulings in instances such aswthe foregoing.

Another difficulty is ascertaining what items are taxable or hlow
much th~e tax should be when taxing an assembly of parts, as 'dis-
tin uishc d from taxing a rcco nized unit or "package."_

ost of our installations-t ie vast majority of thiem-are a large
assembly of parts such as cold-storage warehouses or factories mak
ing artificial rubber or things of that sort. In many cases, only one
item in a, large assembly of parts may be taxable. Inasmuch as the
entire assembly, however, is sold for at lump sum, it is necessary, if
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the percentage tax is to be computed for the one item, to assign to
that item an arbitrary proportion of the sales price of the entire
assembly. In this process, differences of opinion may and do arise.
Disputes are to be expected and, where the amounts involved are
substantial, the disputes will be prolonged.

So long as this tax remains in its present form, there is no escape
from the administrative problems which the foregoing examples
illustrate.

Against the expense already demonstrated and the greater expense
to be expected in the future, for both Government and taxpayer, the
receipts, including those from household refrigerators, from the tax
for tie first 8 months should be considered. The receipts are approx-
imately as follows:
November 1041 ----------- $1, 460, 569 Mardi 1942 --------------- $1,578, 922
December 1941 ------------ 1, 606,1451 April 1942 ---------------- 1,272,497
January 1942 ------------- 1, 503,1341 May 1942 ----------------- 1,014,684
February 1942 ------------ 1, 604,1441 June 1942 ---------------- 828, 074

It will be observed that the receipts from this tax, under the con-
ditions obtaining in the first 8 months of its application, were rela-
tively small and are growing smaller.

Revenue to the Government from these sources can be expected to
become less and less each month, and probably almost stop, as sales
for non-war-effort uses are increasingly restricted.

As I mentioned earlier, the receipts from the operation of this tax
are dwindling steadily. Last month, or, rather in June, the amount
of tax was only $828,000 and it is my personal opinion that a very
large proportion of that $800,000 is represented by exemption certifi-
cates on which provisional payment has been made and on which'
reimbursement will be asked by the taxpayer.

At the present time, of the industry's output of commercial and
industrial refrigerating and air-conditioning equipment, more than
98 percent, by dollar value, is sold on a high priority basis. Much
of this sales volume is represented by direct purchasing by the Army,
Navy, and Marine Corps and by sales for the use of the Maritime
Commission Defense Plant Corporation, Lend-Lease Administration,
and other Government agencies having primarily to do with the
prosecution of the war. The present tax revenues to the Govern-
ment from the operation of section 3405 of the Internal Revenue Code
not only are diminishing but probably will virtually disappear.

However, in making returns, keeping records, and deciding upon
the taxability of given items there wifl be continued heavy expense
and diversion of personnel-both by the Government and by indus-
try.

Even if there is no tax paid, the paper work will continue and there
will be that continued diversion of personnel both by the Government
and industry.

If the system of selective excise taxes is to be continued, then
substantial changes should be made in the principles upon which the
present statute rests. In the first place, the system should be based
upon taxable units which are simple to ascertain and which permit
of ready agreement between administrator and taxpayer as to their
taxability. A self-contained unit, readily discernible and commonly
accepted as a unit, is the requisite element in any tax on the sale of
articles. That is a point we particularly wanted to bring out. If it
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were a self-contained readily discernible article, there would be no
question, no difficulty whatever as to its taxability.

We have pointed out how difficult it is, even where it is agreed
that an article is taxable to allocate a part of the sales price to that
article when the article is part of all assembly and not a packaged
unit in itself.

In the second place, the article to be taxed should be defined in
terms which avoid, so far as possible, a reference to the use which is
to be made of the article, and that is one of the very difficult points,
Mr. Chairman; the use feature in this section 3405. As soon
as the question of use enters into the determination, if the article
taxed has a variety of commercial uses outside the field upon which
the excise tax is to apply, administrative difficulties and disputes
are inevitable.

The use of the phrase "for, or suitable for, use as part of, or with,"
appearing in subsection (b) of section 3405, frequently causes dis-
pute with respect to a given article and results in taxing an article
which isn't intended for use and isn't used in the field of industry
to which the tax applies.

Senator GiEaR. n discussing this matter with the Treasury De-
partment, did you suggest any language which you thought might
be useful in clarifying it?

Mr. HE;NDEsoN. They found it as difficult as ourselves in interpret-
ing or getting phraseology to accurately describe these assemblies of
equipment.

Senator GEny. Did you make any suggestions to them as to
phraseology?

Mr. HENDERSON. The only thing we could finally come to is the
amendment proposed in this brief. We are in a peculiarly compli-
cated field, and much of the stuff that goes into one of the assemblies
of our machines can be used in another field as well as not--for
example in the heating field, as opposed to the refrigerating field.

Senator VANDENBER. Would the general sales tax simplify your
problem ?

Mr. HENDERSON. Very much so.
The CHAIRMAN. It would simplify mine, too.
Mr. HENDEiSON. Does that cover the point, Senator Gerry?
Right along that same point, if, for instance, Congress intended

to tax pipe coi when used in the refrigerating and air-conditioning
industry, it seems grossly unfair to tax pipe coil which was intended
for and was actually used in a heating plant unrelated to refrigera-
tion or air conditioning. Disputes as to "suitable for use" are un-
avoidable. Quarrels arise among buyers and sellers as to which
articles are taxable and as to which sales require a tax to be collected,
deducted, or withheld. If the amounts involved warrant the con-
test, litigation follows. I might say that that is quite frequent, some-
times between sellers and buyers, but more frequently between the
Government and the party to the sales transaction which is believed
to be responsible for payment of the tax. Funds may have to be
held in escrow for years. The economy, both public and private,
suffers.

In the past, attempts have been made to narrow the field of dispute
respecting "use" by putting the test on the design of the article in-
volved-tiat is, taxing only that article which is primarily designed
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for a given use. Then the test as to the tax liability of an article is
whether it is designed for the single taxable use or whether it also
has a commonly accepted use in fields other than that upon which the
tax is levied.' Heretofore the difficulty with such a standard has
been that, in many instances, the administrators have been loath to
admit that the article in question had a variety of commercial uses
beyond use in the field to which the tax applied. The consequence
has been litigation as to what the fact might be. Wherever the tax
rests ultimately upon the use for which an article is suitable, designed,
adapted, or intended, administrative difficulties and "headaches" may
be expected.

The proposed amendment would cure the above-mentioned
difficulties.

In passing, we wish to mention that at present no other types of
industrial machinery, no matter how unessential they may be to the
war effort, are subject to excise tax. We are, however, making no
special point of this discrimination against refrigerating and air
conditioning equipment.

Because of the principles just explained there should be eliminated
from subsection (a) of section 3405 all reference to the use for which
the articles taxed are designed. Also, if "ice-making machine" were
changed to "ice-making cabinet," the term would refer.to a "packaged"
entity , identifiable ,as such, and not to a mere machinery assembly or
plant. We, therefore, propose that subsection (a) be amended to
read:

(a) Refrigerators, etc.: Refrigerators, beverage coolers, ice cream cabinets,
water coolers, food and beverage display cases, food aind beverage storage cabinets,
ice-making cabinets, and milk cooled cabinets, each such article being of the self-
contained type operated by electricity, gas, kerosene, or gasoline.

Because virtually all of the equipment subjected to tax under sub-
sections (b) and (d) of section 3405 has commonly accepted uses in
other mechanical fields it would be exceeding difficult to levy any
excise tax upon such equipment without resting that tax on a definition
which involved the use to be made of the equipment. And that covers
the point, Senator Gerry, that we discussed a few moments ago.

It is for this reason that we have been unable to develop any satis-
factory amendment to these parts of section 3405 which would permit
of the taxation of such equipment without encountering the admin-
istrative difficulties existent under the present statute. We therefore
propose that these two sections of the statute be eliminated.

Subsection (e) we recommend to leave as is, for the articles de.
scribed arc self-contained, and there is no difficulty in determining
what is meant.

The foregoing amendments suggested would result in no net loss of
revenue to the Government. The small reduction in actual tax receipts
would be more than offset by the over-all reduction in cost of admi-
istration throughout the various departmentss, including Government
purchasing departments.

As far as the refrigerating and air-conditioning-machinery indus-
try is concerned, it can be said with conviction that a general tax on

I See the opinion Universal Battery Co. v, United States, reported in 281 United States
Reports, p, 580, which Is the leading case on this subject.
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sales, gross or net, is clearly more economic and more efficient than any
excise tax which rests upon statutory definition of articles to be taxed
and administrative interpretation ;)f such definition. The existingexcise tax on refrigerating and air-conditioning equipment is funda-
men tally uneconomic and unsound. In the interest both of the public
revenues and of the welfare of the taxpayers, this tax should be re-
pealed and a general sales tax substituted. However, the above-men-
tioned amendment is offered as an alternative to complete repeal.

Our industry does not seek to reduce the amount of taxes it pays.
We are not seeking to avoid our fair share of the tax which must be
collected if this war is to be won and if inflation is to be minimized,
but we are concerned that there be the greatest economic value from
whatever taxes we do pay.

Thank you very much.
The CHAIRMAN. All right. Thank you, Mr. Henderson.
Mr. Seghers?

STATEMENT OF PAUL D. SEGHERS, NEW YORK, N. Y., REPRESENT-
ING THE FEDERAL TAX FORUM

The CITAIIRMAiv. All right, Mr. Seghers.
Mr. SUGH Is. My appearance today is on behalf of the Federal Tax

Forum-a group of taxpayers, certified public accountants, lawyers,
and tax executives, who meet twice a month in order to interchange
ideas and information on practical tax problems.

Our number is not very large, but our members deal with returns
involving millions-many millions-of income and hundreds of
millions in property. We would like to have you think, however, of
our appearance here not so much to represent any class of taxpayers,
not to represent taxpayers as a group, but as citizens who feel that
they have some special knowledge, qualified by experience to speak
on the subject of raising the maximum amount of income with the
least daniage to production, the production of the tools for victory-
things that we need to win this war.

We are here to speak of means of raising taxes as well as to speak
of technical improvements in the bill, in order to improve its efficiency.

"The power to tax is the power to destroy," one of the great judge s
said, and this Congress, that must levy an almost crushing burden of
taxes, must exercise extreme care lest that power damage not only
taxpayer morale, but damage the corporations, the manufacturers
that are producing the things that are needed in war.

Our recommendations are divided into three parts-the retail sales
tax; an integrated plan of taxation of corporate incomes, and some
general recommendations for relief and technical improvements.

Each will be briefly outlined, with the request that any questions
that you may have will be made wherever you feel that they will
help to clarify the recommendations that are being made.

We have a list of a large number of recommendations that have
heretofore been made. by the forum over the past 2 years, and little
by little have been adopted by Congress to date.

We will furnish that list at this time, or as a part of the statement
which we request leave to file.
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First, as to the retail sales tax: The Federal Tax Forum, its mem-
bers in general, are'opposed to the principle of a retail sales tax. We
have even expressed ourselves as being opposed to it.

Since the beginning of this year, however, we have been brought
to the conviction that, as an anti-inflationary measure, as well as a
source of revenue, its advantages outweigh its disadvantages.

In that change of viewpoint we have followed somewhat the course
of the National-Retail Dry Goods Association, which for many years
was opposed to any form of retail sales tax, and which has now come
out in favor of a retail sales tax, because-principally because--it feels
that it is an anti-inflationary measure, and that it is more important
for them to do anything to prevent inflation than it is to avoid the
burden which falls on them in collecting retail sales taxes.

A retail-sales tax is politically unpalatable at this time.
It undoubtedly takes courage to brave unseen submarines and

face machine-gun bullets, and it takes courage, here in Congress,
to face this issue now and deal with the sales tax now instead of
waiting until after the coining election.

There is little doubt that each of you knows that within 6 months
we will have a sales tax.

The quetion is: Are you ready to face the fact now? Perhaps
the silent masses of voters are not so unthinking as to hold you to
blame for passing a measure at this time, but are more likely to
blame Congress should it fail to take this essential step to check
the dreaded plague of inflation, which will cause so much suffering
to the very people that Congress is seeking to spare the burden of
this retail-sales tax.

Let me repeat that, in our advocacy of the sales tax, we are not "

speaking as tax experts in that field, but speaking rather as citizens
because the question of sales tax is rather one of economics and o!
politics, but we do feel that we have given a great deal of thought
to it, and we speak for what our recommendations may be worth.

However, as to the remainder of our recommendations, we feel
that we are entitled to be heard, as men who have given their lives
to the study and the practice of Federal taxation.

All of our recommendations, including that in favor of a retail-
sales tax, reflect the majority view of our membership, obtained
through questionnaires, two of which were sent out this year, and also
have the support obtained through a questionnaire sent out to a sim-
ilar Federal tax group in Philadelphia.'

Our next general recommendations relate to an integrated plan
of taxation of corporate incomes.

If you will permit me to read them through, I would then be very
happy to go into further detail on each point.

I might say, in introduction, that such a plan could produce very
much larger revenue, depending on the rates that you see fit to use
at a lower top-bracket rate than you are now using, and would
relieve some inequities and some inefficiencies.

The major features of the plan are these:
First, eliminate the capital-stock tax and the related declared-value

excess-profits tax.
Second, limit the aggregate normal and surtax rates on corporate

incomes to 40 percent.
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Third, compute the excess-profits tax on the balance of the in-
come, after deducting the normal and surtax. That is, we advocate
return to the 1940 method.

Fourth, the rate of exemption or credit under the invested capital
method to bo equal to the average rate earned by the taxpayer
during its base period, with a maximum of, say, 15 percent, and a
minimum of, say, 6 percent.

Fifth, if the income form of credit is used, it is not to exceed
an amount equal to, say, 20 percent of invested capital for the
taxable year, subject to the relief provided in section 213 of the
House bill in the case of abnormally low invested capital.

Now, those are the high points of our plan, and you will not find
anything radical among them,

Senator BYRD. May I ask a question?
Mr. SEGHERS. Yes, sir.
Senator BYRD. Have you made an estimate of the revenue?
Mr. SEOHEIIS. The revenue will hinge on the excess-profits rate

that you use.
Such a plan, with the 90-percent rate, of course, would be ab-

solutely crushing.
An 80-percent top rate would raise much more revenue than you

will get under the House bill. Seventy percent would probably
raise more.

You will note that this tax does not propose to leave in the hands
of those enjoying a monopoly privilege due to good earnings in the
4 years of the base period-it doesn't propose t6 leave in the hands of
such taxpayers 55 percent of their income, as the House bill now
proposes.

The 90 percent sounds very big, but the corporation that had a
favorable base period earning is delighted with that plan.

They say, "Tax us a hundred percent; we are very happy, because the
portion that you put into the normal tax bracket, which escapes the
excess-profits tax, leaves us 55 percent of our income."

You are putting a lower burden, then, on the taxpayers best able to
pay a tax.

Now, there may be economic arguments in peacetime against taxing
those who are best able to pay the tax. You may say that the more
efficient producer should be rewarded by a low tax and 'not punished
by a high tax, but in wartime, when you take men's bodies and lives,'
not because you are punishing them but because you feel it is their
duty and their privilege to serve, there is no reason why income
shouldn't be taken from those best able to pay, and I submit that a
corporation which has had and continues to enjoy very fine prosperity
for 6 years is better able to pay a tax than one which can earn only a
small income on its invested capital, and had a small income during
the first 4 years of the present 6-year period.

What brought that statement out was your question whether I had
made an estimate.

As I say, that estimate could be figured on the basis of what will be
your top bracket.

A 90-percent top bracket, I don't care how small it is, if it only
hits 10 percent of the net income of a corporation, is an incentive to
extravagance; if a corporation knows that expenses represent only a



loss of 10 cents out of every dollar, they will be less careful in keeping
expenses down than if they are allowed to retain 25 cents out of the
top dollar of their income.

Now, I am not speaking of the over-all rate. The net rate may be
30 percent for that corporation, but if its top bracket is 90 percent
it is an encouragement to extravagance. If you raise the same amount
of tax from the same corporation, and the top bracket is 75 percent, the
same number of dollars of tax on the income, the same average rate, but
your top bracket is 75 percent, there will be more incentive to economy
and efficient operation, and that is the reason that we recommend that
the basis for the computation of the excess profits be the excess profits-
that is, the profits left over after the payment of all expenses including
the normal tax, and over and above whatever credit is determined to be
fair, and not a dividing of the income into two halves, the sheep and
the goats, and those who are fortunate enough to fall on the sheep
side retain 55 percent of their income.

I am not against allowing any corporation to retain 55 percent of
its income, but I say, if you have a war to win, and you must impose
an absolutely crushing burden on some corporations, if you must im-
pose a very high tax in relation to the investment on some corporations,
that it is not fair that other corporations that have that monopoly
advantage of a 4-year high income be permitted to escape with a very
much lower tax, and allowed to earn an unlimited amount of income,
subject only to the normal tax and surtax, unlimited with respect to
the amount of their investment.

Now, I think I have finished the last point on that. I might men-
tion, in regard to the elimination of the capital stock and the related
declared value excess-profits tax-that would mean very little loss of
revenue to the Treasury if your top bracket is 90, or even 80 percent.

Under the present House bill only 10 percent of the income
collected under those two taxes would be retained by the Treasury,
since it would come out of the top bracket, the 90-percent bracket,
and the Treasury would lose in excess-profits tax what it gained in
capital-stock stock, except to the extent of 10 percent.

To go on to the third group of our recommendations: We have not
yet studied carefully every word in the present House bill, which is
very voluminous.

Our work is heavy, despite the season, and has not permitted it.
We have only a few general recommendations directed toward the

House bill:
1. Bad debt deduefions.-The majority favors including a provi-

sion that the year of ascertainment or charge-off of bad debts be pre-
sumed to be the year of worthlessness, in the absence of proof to the
contrary.

This has to do with section 119 of the House bill. The minority of
our members favors this recommendation only as to business bad
debts. All are agreed that the new provision in section 119 of the
bill, while affording needed relief in many cases will lead to many
practical difficulties in connection with business debts, in the absence
of the provision that we are now asking: that the year of ascertain-
ment and write-off be presumed to be the year of worthlessness, in
the absence of evidence to the contrary.
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As a practical matter I can assure you that the absence of that
qualification will lead to endless difficulty.

2. Fiscal year. taxpayers.-The majority of the members of the
forum oppose the change from the existing method of computation
of the tax liability in the case of fiscal year taxpayers, proposed in
section 129 of the house bill.

The arguments against the proposed change include:
The unfairness of retroactively imposing an unanticipated addi-

tional tax liability of this kind upon taxpayers, many of whose
fiscal year reports for 1942 have already been issued. Parenthet-
ically I might point to Mr. Hawley's statement in that regard. His
fiscal year is closed and yet he is confronted with an unascertained
contingent liability which cannot be known until the present bill is
passed.

The burden of having to go through the complicated processes of
computing the tax liability for a single taxable year, under the pro-
visions of two radically different and extremely complicated tOx
laws, apportioned tender an arbitrary formula based upon an as-
sumption more often wrong than right, and the unfortunate adverse
influence which it would have upon the widespread movement for the
adoption by business of the natural business year, which has such
great advantages for both the public and Government.

These considerations outweighed the feeling that it would be more
equitable to impose the same rates of tax upon all incomes earned in
the calendar year 1942, regardless of the fiscal year covered by the
particular tax return.

3. Disallowavce of capital and other losses.-The forum opposes
taxing as ineonw what is not in fact income. This is the result if
real losses, whether capital in fact or by legislative fiat, are dis-
allowed as deductions in arriving at net income. There is nothing
fair or democratic in jumping on a man when he is down, and to
tax income without allowing the deduction of losses has that effect in
the majority of cases. Reasonable limitations on losses, yes; but
complete disallowance, no.

4. Section 3801 should be amended.-Section 3801 should be
amended to afford taxpayers the same relief against double disallow-
ances of deductions which is now affordbd to the Government against
the allowance of double deductions, Both taxpayers and the Gov-
ernment are now protected against double taxation of the same in-
come under section 3801-why not the same mutuality of fairness in
the case of the disallowance of deductions?

Some relief in that direction has been included in the House bill
in regard to the 7-year period of limitations in regard to bad debts
and other losses, but it is not a complete relief. It does not afford
complete mutuality in fairness of treatment of the double disallowance
of deductions.

S. Section 734 should be amended.-It should be amended to cor-
rect its many admitted defects and injustices. This has been prom-
ised taxpayers, and it came as a surprise and a disappointment to
discover its omission from the present bill. Others have spoken elo-
quently and at length before the House Ways and Means Committee
on this subject. You have heard Mr. Satterlee and Mr. Blodgett
speak on that, and we only add our request to theirs, that the amend-
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ment contain, inter alia, specific provision permitting taxl)ayers to
recede from an inconsistent position. The Treasury Department
has given assurances that, this will be permitted, but there is no
protection under section 734 as it now stands.

6. AecountIng p;qnciples.--This recommendation is moss-covered,
but if we keep on trying perhaps the Treasury itself will some day
come out in favor of it, as it has in favor of consolidated corporate
income-tax returns and in.ay other needed reforms this year. We
recommend the inclusion of the following provision in the Internal
Revenue Code, believing that it will afford a solution for many

problems, in a fair and practical manner, thereby avoiding muchlitigation *l:

Generally recognizAl principles of accounting in common use are to be fol-
lowed in determining what Is gross and net Income, the year of its realization,
and what constitutes paid-in capital and earned surplus, except to the extent,
if any, that such determination in any instance is clearly contrary to specIfic
provisions of the Internal Revenue Code.

We are asking common-sense business law, business practice, in the
absence of congressional intent to the contrary. We do not ask that
taxes be determined in any way other than Congress provides, but
where Congress is not specific we ask that business practice andcommon sense be followed.

Recognized account g principles should be easily determined.
We do not say "best accounting principles," becatue that would raise
a dispute between one man and another as to what is the best prac-
tice. There are practices in coumion use, recognized as good prac.
tices, and yet not exclusive. The law may be very specific, but even
so we find that there are instances which arise, in which there is"
nothing specific on the particular point, and then it means a court
case or endless arguments with the Bureau, whereas if we could turn
to established and recognized accounting procedure it would avid
those things.

7. Post-war refunls of a portion of ewces-profits taxes.-This
subject was not covered by the forum's questionnaire, but there is
sentiment in favor of such a provision, to serve as a ready-made
cushion for the transition period, pending the enactment of further
legislation in the light of then-existing conditions.

We don't believe that Congress can legislate today and foresee all
the conditions that will exist after the var, but we do believe we
should have embodied in the law provisions of some kind that would
indicate an intention to afford some sort of relief, even though not
perfect, which would be very helpful, during the transition period,
until more adequate laws can be passed and on that subject I might
mention two other points for which there is sentiment, but which
were not covered in our questionnaire or discussion.

Inventory reserves.-We realize the great complexity of that sub-
ject, but we can see advantages in a provision- of that sort, or seine
other provision which would allow, after hostilities end, a 2 or 3
months' period for retroactive valuation of inventory. such as we
had after the last war.

Such a provision may not perfectly fit conditions, but at least it
will afford a promise, it will afford some confidence to business.

Retroactive net loss deductions.-Another similar provision fore-
seeing the post-war situation is the provision for retroactive net loss
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deductions. We had that also after the last war: A provision
that a net loss could not only be carried forward but, following the
war that it could be carried back 1 year.

'That would give business far greater confidence, and it would offer
a great cushion against a depression.

8. Relief that relieves.-How to enact relief provisions which will
afford adequate and timely relief in the manner intended presents a
problem for which we do not offer a solution. The Treasury seems
determined to correct what it considers excessive generosity ;f Con-
gress with respect to relief. It is devoting tireless .fforts to the
evolution of theories to prevent allowance of the relief that Congress
apparently intended to grant, Even further-the law itself seems
to contain some clever little tricks to deprive taxpayers of the relief
to which they would ap pear to be entitled. You are constantly hear-
img of difficulties in administering the various types of excise taxes;
it is because of the attitude of the administrative officers-each one
seeks to get a little more revenue, to reach a few more transactions
than his predecessors have reached-and we are having the same
difficulty with relief.

The attempt is: "How can we prevent Congress' excessive gen-
erosity from taking away from us the income we expect ?"

An example of the "clever little tricks" is to be found in the amend-
ment of section 721 (a) (1) proposed in section 213 of the present
bill.

The forum has not had an opportunity to discuss this at its meet-
ings, but this amendment would appear'to require the exercise of a
binding option which might deprive the taxpayer of practically all"
the intended relief, in case of a wrong guess as to the outcome'of a
claim for relief under either section 721 or 722.

Furthermore, I might comment that, based on my recollection, it
is contrary to what the House said it intended to put into the 1940
act in that regard.

Some members of the forum oppose what would appear to be desir-
able limitations on the amount of excess 1irofits credits allowable,
limitations desirable in the interests of raising war revenue, because
of the fear that the relief provisions which should afford adequate
protection against excessive hardship or inequity in such cases cannot
be relied upon to afford proper and timely relief, due to this attitude
of the Treasury.

Of course, an appeal may be had to the United States Board of
Tax Appeals, but only after the payment of at least two-thirds--
and in many cases more-of the tax involved in the case of relief
under section 722 in the form proposed in the House bill.

Senator BnowN. What do you think of the proposal that they have
the relief administered by an independent three- or five-man board,
instead of by the Board of Tax Appeals?

Mr. SE EInS. You mean instead of the Board of Tax Appeals?
Senator Buoww. Instead of the Board of Tax Appeals.
Mr. SEoIMS. I see no point in depriving taxpayers of the possi-

bility of a review by the entire Board. The Board "usually tries cases
by using divisions.

I can't see what is to be gained by taking that discretion away
from the Board,

76095-42-vol, 1--45



9IVENUE ACT OF 1942

It, would seem that the Board should have this power rather than
that a three-man or larger committee have it. Incidentally, the
Board could take care of that by appointing all but. one of their
members as that division.

Such legalistic tricks of words and definitions are rather common,
even in tax acts those days.

Senator Bnoww. I understood that there was considerable senti-
ment for it, except that there was some hesitancy about creating
another bureau.

You speak of expedition, and I think that is what is needed, with
respect to section 722, because there are going to be a great many
applications to it that are applicable only to one corporation, and it
seems to me that the sooner that corporation can find what the rule is
going to be with respect to the relief to be granted it, the better it
is and if you wait for a determination of the Board of Tax Appeals,
which I understand are often delayed, it seems to me the corporation
isn't going to know what rule is going to apply to it for quite a long

p of time.
If you could have it decided expeditiously, so that it could know

what rule is to be applied to it, it would be, it seems to me, in the
interest of good taxation.

Mr. Szomins. Well, Senator, I agree with every word that you say.
Let me just clarify my reply to what I understood to be your

question. I agree with everything that you said. I might say that we
have been advocating a special board or a special power in the Board
of Tax Appeals, from our earliest appearance in 1940-in August
1940.

We made that recommendation-either a special relief board oi'
a special power within the Board or reposed in the Board.

Iwas seeking only to answer your narrow question, as to whether
it should be limited to a division or whether the Board should have
the power to review.

Now, it's my understanding, as to the time element, that the Board
does not review the majority of its cases that are decided by its
divisions, and that even where it reviews them, in the majority of cases
it does not unnecessarily or unduly delay.

I think that, of all administrative bodies, we can count on
quicker and fairer treatment from the Board of Tax Appeals than
any other and I think, whether you limit it to a division or whether
you turn it over to the Board with perhaps the suggestion that it be
heard and decided bya special division, and stop there-don't say that
it is not reviewable by the Board; don't say that it is reviewable;
leave it to the Board's discretion, the plan is excellent.

I thought that was your question, and I was seeking to answer only
that narrow point, but in general I agree with your reasoning and
conclusions.

The CHAIRMAN. Have you any other point?
Mr. SEoms. After that serious discussion I hate to mention it,

but before the House there was a great deal of interest in a national
lottery.

9. A national lottery.-The Federal Tax Forum makes no recom-
mendation, but a number of the members individually suggest the
desirability of a national lottery as a means of raising very great
sums of revenue and syphoning off just the excess purchasing power
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that is likely to lead to inflation and is now going in part into racing,
numbers, and other forms of uncontrolled gambling.

Samson used the jawbone of an ass to wage a successful fight-
could we not use the gambling instinct to help in our fight for
existence?

The CHAIRMAN, All right, Mr. Seghers. Thank you very much for
your appearance.

Mr.' SEahERS, Thank you.
(The following list of recommendations and questionnaire were sub-

mitted by Mr. eghers:)

Recommendations made by the Federal Tax Forum at hearings on revenue revision
before congressional commnitlees and adopted to date (Aug. 1, 1942)

!Latt e principal specific recommendations only]

Subject of recontcidtion -Hearing report Addition or amendment

Year Doly Page Act or bill section

Relief board, with widc discretion but
limited powers,

Consolidated corporate income as well
asexeess-profits taxo return.

Abnormalities In deductions, base
Iwrlod adJm nts,

Inome ,attrllutahe to other years,
adjostments in taxable year.

Successor corporation of partnership or

411diVuels, right to us income

New corporatiots, right to use Income
credit.
1 rowtb" companies, Increased credit
under Income methods.

''Crowth corporation formnula," al-
lowanco to suecasor corx)rations.

Invested capital or income credit,
whicover results In the lower tax,
allowance of,

Invested capital, changes during taa.
hie year, treatment of.

Inveo td espitn, basis of assets,
inethodI or determining.

New corporations, higher Invested
capital, allowance of.

Treasury stock, treatment of, to be
covered by regulations.

Carlp,ovor f excess-proflts 'credit,
asll'rsenee of.

Extraoveo Industrim, special.relief....
Deduction for exlsnss of producing

taxable Income, retroactive applies
tion.

Bad debts deductions, elimination of
requirement of charge of and ascor-
taInment,

Double dalsliowances of deductions,
relief against. (Note: Partial relief
proposed In 1042 bill.)

"No tax benefit," recognition of, for
equitable treatment of recoveries of
bad debts, etc.

War profits, not to be taxed at higher
rates than incomes of other tax-
payers,

Refund claims, waivers to extend
rod o1 limitation.

Withholding tax on salaries, dividends,
Interest.

Amortitation, relief from improper
administration of pro%1sions with
respect to nonreimbursement.

Joint ....
Senate--
House...
Joint_ .
Senate. -... do .....

... ...

-.. do ,

. . .do .....

-...do ..

151 ........
24 and 28..196L .......
150 ........
2a .........
24 .........

1941-A ........

1942 ...........

1942 ........
1941-A...

1230 - ... 1 1941-A .........

25

37

245

732,

213 (d).

215.

f716 .() (H) (1),
721.

1941-A ........ 740,

1941-A ... 741.

1941-A........ 713 (f0,

1941 . do ..... 1229._.... 1942 ........... 210.
11940 ... do- ..- 149 ........ ........
1940 ... do ..... 24 ........ 1941-A....712 (a).

1940 .. do..... 35-36..... 1940........... 718.

.do ... I 38 ....... .... do I _ _. 718,

1940 ... do ..... 37 ......... 194t ........... 718() (6).

1940 [...do.... 37 ..... I................

1940 Joint.... 8t1 ........

11040 ...do .... 3 .......
1940 Senate.. 3 ........
1941 ... do. 122( .......

1941 ... do ..... 1231 ..

Joint....
Senate..

•..do .....
House..
Senate..

151 ........
38 .......
1229....
19wo . ..
36 _ ... .

1941,A ........

................... ............
ii 2! ...........
..... do ........

1942 ..........
.... do .........

Reg, seo,30, 718-726;
sqei.30, 720-721.

710 (o).

212 (a).
118.

119.

150.
114.

1940 Joint.... 150 ........ None .......... None.

1941 Senate.. 1231 ....... 1942 .......... 150.

1942 House... 1058 ............ do ......... 153.

Senate.. 1228 ......1941 and 1942
amend-

sants.
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FFInAL TAX FORUM,
New York City, JulV P39, 1042.

CONFIDENTIAL QUESTIONNAIRE

1)12 REVENUE BIL

1. Please express your views (in tile manner Ildicated II subparatitgraphs (k),
(1), and (m) below), on the following Integrated plan for the taxation of
corporate incomes (this Is the saine proposal as approved by the Forum in the
questionnaire of March 18, 1942, and pres,1ted to tie IHouse Ways and Moans
Committee April 2, 1942):
(a) No capital-stock tax.
(b) No declared value excess-profits tax.
(o) Aggregate normal tax and surtax (on incomes over $25,000) not to exceed

35 percent; 40 percent; ---------- percent.
(d) Excess-profits tax to be computed on balance of income, ltss credit (that

is, under the 1940 method).
(e) Whatever form of credit is used, it is not to exceed an amount equal to

20 percent-- -------- percent of Invested capital for the taxable year.
(f) The rate to be used in computing the credit under the invested capital

method to be not more than 15 percent- --- percent or less than
6 percent----------- percent, depending upon the average rate of
return earned by, lhe taxpayer on Its ivested capital during its base
period.

(W) "The amount of income to be taxed in each bracket (except the top
bracket) to be computed as a percentage of the total excess-profits
credit, rather than by liat dollar amounts, as under 1941 act."

(NOTv.-This item included for its historical interest-little chalice
now of departing from proposed form of a single, very high excess-
profits rate.)

(h) "Relief against destructively high taxes to be provided by giving a Relief
Board (or 1I. T. A.) wide latitude its to grounds for re!itf, but linita-
tions on right to appeal and extent of relief (similar to provisions,
of see. 722.)"

(NOT.-"For the record," as we now seem to have this.)
(i) "Relief to be afforded where value of assets needed in production (exclud-

ing intangibles) is substantially 1i excess of basis for inclusion In
Invested capital."

(NoiE.-"FWor the record." See see. 213 of time bill.)
(J) "Higher rates will be necessary to compensate for elhinontion of capital-

stock tax and related declared value excess-protits tax, a4 well as to raise
greatly increased revenue. Every effort should be mide to adjust burden
to ability to pay, so as not to destroy protluctive capacity of industry."

(NoTri-'For the record"-we have the 90 percent rato-we need
the equitable adjustment to ability to pay.)

(k) Please indicate here if you are in favor of the general principles exemplified
In the foregoing plan. Yes --------- ; no -----------

(1) If answer Is "No," please Indicate (by subparagraph letter) what prin-
ciples, If any, you do favor ....................................

plan:

2. Please Indicate your views as to some plan for effecting the purpose of
compulsory joint returns, and, If In favor, Indicate any details you favor, such
as (for exaniph'), exemption of tirst $5,000 of Income of cacth spouse from
requirement to he Included hr joint return (with proviso that aggregiite tax of
both should be not less than if two separate returns were filed) ,

3. Please indicate your views an to provisions in the bill (see. 120) relating
to fiscal years. Arguments against include: Retroactive effect, resulting In
unexpected nid uninticipated tax liability even in cases of fiscal years already
inded in 1942; handicap on the campaign for the use of the natural buslnes
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year" by all corporations. Arguments in favor are equity of taxing all 1942
Income at 1942 rates regardless of what fiscal year is adopted by a corporation
or other taxpayer. ?Another argument against, is that the method of allocating
tile liability will distort the results in ninny cases,) In your reply, please
indicate if the Forum should oppose tie new provision, or only oppose its
retroactive application to fiscal years which began in 1941 ...................

4. Are you In favor of the Forum making tile recommendation that the pro-
vision relating to bad debts (see. 119) ibe amended to provide that debts shall
be presumed to be worthless in the years of "ascertainment and charge-off," in
the absence of proof to tie contrary. If in favor, please indicate whether you
favor this recomiiendation as to business debts or as to all debts. (The latter
light In ninny cases work a hardship upon individual taxpayers, and partially
nullify tle relief Intended to be afforded by tile new provision) ----------------

5. Please Ilditate below ainy counents, criticisms, or suggestions in regard to
what Is included in or omitted from this questionnaire, In order that the repre-
sentatl'e of the Forum may be guid d thereby --------------------------------

The CIAMIMAN. Mr. Tanzer?

STATEMENT OF LAWRENCE ARNOLD TANZER, NEW YORK, N. Y.,
REPRESENTING THE COMMERCE AND INDUSTRY ASSOCIATION
OF NEW YORK, INC.

The CHAIRMAN. How longwill you take?
Mr. TANZER. I shall be asbrief as possible. I realize the difficulties

of the committee, but our association has given a good deal of time and
thought in an effort to indicate some general considerations.

The CRAIRMAN. Can you indicate hQw long it will take you to pre-
sent your views?

Mr. TANZER. I think I can present them to you ix 20 minutes.
The CHAIRMAN. We can't allow you 20 minutes, Mr. Tanzer. Go

ahead, and try to confine yourself to 10 minutes, because we are
going to have to put limitations on witnesses.

Mr. TANZER. I could stay over, if I could be heard the first thing
in the morning.

The CHAIRMAN. We can hear you now. You have a written state-
ment anyway, haven't you?

Mr. TANZEU. Yes, sir.
I appear as chairman of the committee on taxation and public

revenue of the Commerce and Industry Association of New York,
Inc., formerly known as the Merchants' Association of New -York,
the largest chamber of commerce in the city of New York, to lay
before you the views of that association, adopted by vote of its execu-
tive committee upon a report of our committee made after careful
consideration of the provisions of the revenue bill of 1942.

The merits of the proposed legislation have been obscured by cen-
tering public discussion on the difference between the amount to be
raised by the bill and the amount of additional revenue asked by
Secretary of the Treasury Morgenthau. The Secretary of the Treas-
ury has several times during the past year changed his requests and
estimates. In 1941, he favored financing the war effort, two-thirds
by taxation and one-third by borrowing, but this was soon found to
be impossible. In testifying before the Ways and Means Commit-
tee on March 3, 1942, he asked Congress for a tax bill to raise
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$8 610 000 000 additional revenue, which, after an allowance for inter,-
reiateA effects, he estimated would yield $7,610,000,000 net. No reason
was assigned why the amount to be raised should not be more or less
than that named by him.

The Ways and Means Committee submitted to the House of Repre-
sentatives a bill estimated to raise $6,139,900 000 additional revenue.
By amendments adopted on the floor of the House the yield was in-
creased $131,300,000 to $6,271,200,000.

These differences are in no sense determinative of the merits of
the bill. The maximum amount requested by the Secretary of the
Treasury would be utterly inadequate in relation to the requirements
of the war effort if more could be raised; and the amount proposed
to be raised by the bill as passed by the House is excessive if it can-
not be levied without impairing the production necessary to carry on
the war and the realization of future revenues needed for its con-
tinuance.

The expenditures of the Federal Government for the fiscal year
1943 were estimated as of April 24, 1942, at over $73,000,000,000.
The estimated revenues under existing laws are approximately 17,*-
000,000,000, resulting in a deficit of some $56,000,000,000. The pro-
posed additional taxes voted by the House, estimated to yield for a
£u Ill year $6,271,200,000 and for the remaining portion of the year
1943 approximately $4,157,300,000, would leave nearly $52,000,000,000
to be raised by borrowing. 'The gross Federal debt as of June 30

.942, was approximately $77,000,000,000 and by the addition o?
$52,000,000,000 would be increased to $129,000,000,000 by Julie 30,1943.
Even an increase in the yield of additional taxes by $2,500,000,000 ad-
ditional, up to the maximum amount asked for by the Secretary of
the Treasury, would be insignificant in comparison with the needs.

Manifestly the amount of tax to be raised for the war effort can-
iiot be limited by any arbitrary amount. Taxation must be increased
to the utmost amount that it is practicable to raise.

The only question for consideration, therefore, is how much can
be raised without impairing the war effort itself and drying up the
sources of future revenue. It is by this test that the proposals in the
pending bill must be weighed.
Our association is strongly in favor of financing the war through

taxation to the greatest possible extent. Our purpose in coming
here is to make constructive suggestions for taxation that is calculated
actually to raise the additional revenue required, as against taxation
which would defeat that object by destroying the sources of revenue.

The association has necessarily limited its consideration to what
seemed to it the most important features of the bill: In expressing
its disapproval of or its concurrence with particular provisions, it
does not wish to be understood as either approving or disapproving
other provisions which are not here discussed.

Indzvidual income taes-Eiemption.-We approve of the broad.
ending of the base of the tax by reduction of the personal exemptions
to $500 for a single person and $1,200 for a married person.

Rates.--The proposed surtax rates represent such drastic increases
as to raise the question whether adequate consideration has been given
to the principle that increased or additional taxes ought to be levied
in such a way as not .to defeat their own purpose by drying up the
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sources of revenue, impairing morale or working gross injustice. In
considering the tax increases proposed, the Congress should consider
their effect, not only on the power of taxpayers to purchase goods,
but also on their power to niect obligations or fixed charges such as
life insurance premiums, mortgage interest or payments on the pur-
chase price of homes, education of the family, and the expense of
sickness. The reduction of the amount available for living expenses,
resulting from the imposition of the new taxes, will also curtail the
amount of money available for charitable purposes and thus impair
the support of all charitable and philanthropic organizations, includ-
ing hospitals and educational institutions. The indirect effects of
excessive taxes on the morale of the people and on the public economy,
together with the effect on the taxpayers' ability to meet rents, the
possible impairment of real-estate values, and more particularly the
effect on futie incomes out of which future taxes must be collected,
should receive careful consideration.

We ask that in passing upon the rates of tax to be enacted your
committee give due consideration to these factors.

Relief provieions.-We suggest also that the Senate Finance Com-
mnittee consider making provision for suitable and reasonable credit
in computing net income, for existing liabilities and fixed charges of
taxpayers, for life insurance premiums, mortgage interest, and pay-
meats on homes, cost of illness, and other indebtedness.

Purchases of war bonds will be encouraged if a way can be found
to give favorable consideration to income expended for fixed obliga-
tions of this nature.

Corporation come and excess-profits taxis.-The Secretary of
the Ireasury, in his testimony before the Ways and Means Committee,
agreed that "a tax which dips too deeply into the incomes of low-
earning corporations may seriously affect their debt-paying capacity,
if not their very existence." We believe that the rates of corporation
income tax carried in the bill are so drastic as to threaten the ability
of corporations generally to meet their obligations and even to con-
tinue in business, and that the ultimate effect, not only on the business
of the country directly but also on the incomes of stockholders who
will be deprived of their income from interest and dividends, will be
to impair the production required for the winning of the war and to
reduce, rather than to increase, the revenues needed to pay the cost of
winning the war.

The present effective income tax rate of 31 percent for large corpora-
tions has probably gone beyond the point of diminishing returns so as
to put in jeopardy the income-tax revenues of the Government. We
urge, therefore, that the rate of corporation income tax be left un-
changed, or that in any event the combined rate of normal tax and
surtax be not raised above 35 percent.

We urge also that the excess-profits tax be turned fito a war-profits
tax to expire within a limited time after the end of the war and to be
so levied as to collect heavily from excess or war profits but not to
cripple industry or prevent corporations from continuing to function
in aid of war reductionn or from surviving after the war or from
producing earnings out of which future taxes must be collected.

In determining base period net income, we urge, as a matter of fair-
ness, that a corporation be allowed to take the average of any 8 out
of the 4 years in the base period.
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Con8solidated returns.-We heartily approve of the provision in the
bill permitting consolidated returns for income tax as well as for
excess-profits tax; but we can see no good reason for penalizing such
returns by an additional 2 percent income tax, and we request that the
penalty provision be omitted.

Post-war excess-profits tax credit.-The proposal of the Secretary
of the Treasury for allowance of a post-war excess- profits tax credit
for a portion of the excess-profis tax is, we believe, sound; but we
feel that the credit should be uniform to all taxpayers and not made
discriminatory by restrictions limiting its allowance to some taxpayers
and not to others-the amount of each taxpayer's excess-profits tax
subject to the credits should be treated as invested in war bonds, and
the taxpayer should receive therefor Government obligations nego-
tiable but not maturing nor bearing interest until after the war.

Excess-profits tax relief.-The imposition of excess-profits taxes
at high rates makes it increasingly important that care should be taken
in defining excess profits so that'normal profits shall not be taxed at
excess-profits tax rates and that there shall be appropriate relief
provisions to guard against avoidable injustices.

The increase in the exemption from $5,000 to $10,000 will afford some
relief to small corporations and should be retained.

The proposed reduction in the invested capital credit to 6 percent
on invested capital between $10,000,000 and $200,000,000 and to 5 per-
cent on invested capital, in excess of $200,000,000 seems to us unsound
and penalizing mere size, and we ask that a uniform rate of 8 percent
be restored.

In computing invested capital, the bill continues, with technical
modifications, the existing )ractice of including assets at the basis
determined for income-tax purposes. This appears to be unsound
as the income basis bears no fair relation to the invested capital. We
request an amendment to include assets in invested capital at cost.

The bill contains numerous amendments to the excess-profits tax
provisions, to correct errors and make adjustments found desirable
in the working of the law. These amendments are highly technical
and it seems unnecessary to discuss them in detail. ome of these
amendments, however, have the commendable purpose of granting
relief in cases where computation of the excess-profits tax on the basis
of the fixed formulae for determining the base-period net income or the
invested-capital credit would work injustice because of abnormal cir-
cumstances. They are apparently intended to grant some relief to
new corporations, which would suffer an iinfair disadvantage by
strict application of the statutory formulae. We approve these relief
provisions in principle and request that they receive further study
with a view to making sure that they fully effectuate the purpose 61
granting relief against inequities and hardships, more particularly in
the case of new corporations not having a large invested capital.

Capital-stock tax and declared-value excess-profits tax.-Our ass-
ciation supports the recommendation of the Secretary of the Treasury
for the repeal of these taxes. If, however, they are detained, the pro.
vision of the bill permitting annual declarations of capital-stock
value would afford necessary relief from the hardships which would
otherwise result from the highly speculative character of the tax.
We recommend enactment of the provision for annual declaration of
value, if the tax is retained.
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Collection at soure.-The scheme provided in the bill for collection
at the source from all payments of wa ges, bond interest, and dividends
at the rate of 5 percent during the calendar year 1943 and at the rate
of 10 percent beginning January 1, 1944, should not be confused with a
withholding tax. It is not a tax at all. The bill merely sets up ma-
chinery for collecting income tax in advance; till amounts withheld are
credited on income taxes payable and if in excess thereof are to be
refunded. With respect to 'bond interest and dividends, no dedic-
tions are allowed, but the withholding rate is applied to the gross
amount paid, unless the recipient files a certificate that his income will
not exceed his personal exemption and credit for dependents. With
respect to wages, however, the withholding is only on the amount in
excess of a "withholding deduction" based on each individual em-
ployee's personal status and exemptions.

Every person emlployed (excepting at agricultural labor or domestic
service or for casual labor not in tie course of the employers' trade
or business), including some persons otherwise regarded in law as
independent contractors, must fuirnish the employer with a statement
as to whether lie is single, married or living with wife or husband,
the head of a family ani his dependents. The Treasury will furnish
the employer with a table showing the amount of wages exempt from
withholding' for each of var11Oios sp~ecified paty periods (weekly,
11tunt, atn atnd so forth) conipuited onl the basis of the personal
exemption and dependency allowances for each different situation,
pits 10 percent. T1he emiployer mnust then, in the case of each employee,
coipillI e the aniount of his compensation, which includes all reniunera-
tion of any kind by way of wages, commissions, or otherwise, including
the cash value, of any housing, subsistence, or other compensation not
paid in cash. lie mulst in each ease apply to the amount of compeiisa-
tion so ascertained the amount of withholding deduction applicable
to the elp]oyee's situus as shown by tile em ployee's statement, iiidi-
cated by the'table f umnished by the' Treasury Department, or if the
coipt'nsation i,* paid for it period other than one of the pay-roll
periods specified it such table lie must complete the withholding de-
duiction hiimlsel f itpoii the basis of the a mount of the annual withholding
deduction shomn on the table divided by 365 and multiplied by the
iuiber of days in the period, He must then withhold 5 percent, or
10 I)erc(nt, as the case tay be, of time aniount by which the total con-
pensation for the period exceeds the withholding deduction. If the
emlt)loyee is married, the employer must also ascertain whether the
employee's spouse is likewise employed, because in such case the em-
ploye is entitled to only one-half te withholding deduction.

'l'he etal)Ioyer must furitish to each employee, with each payment ofwaaes, a written statement showing the period covered, wages paid,

in aniount of tax withheld, and must also furnish to each employee
annually, oi or before February 15, or on the termination of employ.
maat, a s1iilar statement covering the year or the period of employ-
ment. lie must make return to tle Treasury quarterly and pay the
amount of all taxes withheld.
The employer is liable for collection and payment of all taxes re-

quired to be withheld under penalties.
All payments withheld tire credited against the tax payable on the

return, and any amounts iii excess of the tax must be refunded. The
5 per ent withheld in 1943 is to be credited against income tax for 1943
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income payable in 1944, so that in 1943 each taxpayer will pay his 1942
income tax pIls so much of the 1943 tax as is withheld; and the 10
percent with eold in 1944 is to be credited on the 1944 income tax
payal)le in 1945, so that in 1944 the taxpayer will pay his 1943 income
tax (less the portion withheld in 1943) plus the portion of 1944 income
tax withheld at the source.

With a view to placing taxpayers who are not subject to withhold-
ing on a parity with those who are, with respect to tie provisions for
collection in advance, the provisions for payment of income tax ininstahilnnts are amended so as to require a taxpayer electing to pay

his income tax in installments to piay as the first installment 10 percent
of his surtax net inlcomle, plls one-tourth of the reniaiiider of his tax,
the balance being divided equally among the remaining three
installments.

The provision for the plan takes up 22 pages of the text of the bill,
to be supplemented by regulations, and its explanation consumes 10
closely printed pages of tile report of tile Ways and Means Commit-
tee. Mr. Randolph Paul, Tax Adviser to the Treasury, has testified
before this committee that this plan for collection at the source will
impose a tremendous additional administrative expeilse, that probably
8,000 to 10,000 additional Treasury employees will be needed and
that 2.5 million employers will be subject to its requirements.

From the administrative point of view, this scheme represents
perhaps tile most burdensome and impracticable plan that has ever
been seriously proposed by any responsible public official. The
burden and expense cast u)On every employer in ascertaining the
personal and totoestic facts regarding eacl of his employees and
keeping records and making returns, irrespective of responsibility
for erroneous collections or returns, would exceed anything hereto-
fore known, oven in our present colicianted tax system. In addition
to the tremendous burdens proposed to be cast upon employers and
other withholding agents, it is proposed to have tie taxing officials
of the Government assume the additional duty of dletermining and
paying refunds in every case where the amount withheld may exceed
the evelituoh 1laoillt of kn individual's income tax.

It seems inconceivable that at a time when till tle eiergies of
Government and idiviluals should be concentrated oil winning tile
war, a scheme should be seriously considered which would introduce
into tie tax collection machinery such burdens, complications, and
uncertainties-all without conteiplating the raising of a dollar of
additional revenue.

We urge that the proposed plan for collection at source be elimi-
nated from the bill.

Sales tcl.-The Secretary of the Treasury's principal argument in
support of tlie sclme for collection at the source is t hat it is an anti-
inflationary measure. We agree with him that there is grave danger
of inflation: Even after raising the additional taxes proposed in the
bill, borrowings of more than $50,000,000,000 will still be required
of which it is estimated that over $35,000,000,000 must be obtained
from commercial banks. The inflatlionary tendency of this is gen-
eraO1lly conceded.

The throat of inflation can be met only by courageous and drastic
.measirmes which will directly reach nd diminish purchasing power.
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That cannot be done by merely collecting a portion of the income
taxes 6 months or a year in advance; it can be done in part by siphon-
ingl off some of the purchasing power by additional taxation. Income
aid corporation taxes have reached the point of diminishing returns,
the additional revenue to finance the war effort must be obtained
from other sources. Recent increases in wages have developed an
increased purchasing power variously estimated at from 15 to 80 bil-
lion dollars. This increased purchasing power constitutes perhaps
the largest single inflationary factor. To curb it will be in the
interest of the wage earners themselves, since they will be the first
Md the most harmed by inflation. A sales tax will reach this pur-
chasing power directly At the point of its exercise, will provide much
needed additional revenue, and, to that extent, will diminish the need
for inflationary borrowing, thus attacking inflation on two fronts.

We recommend adoption of a general retail sales tax at a rate of
not moe than 5 percent, noideductible on income tax returns, and
without exemptions except purchases by the Federal, State, and local
govern menls for governmental 110.Reduction of vonescftwi eopendituires.-The inadequacy of even
the maxilnini amount that Oan be raised in taxation to finance the
war and the recognized threat of inflation emphasizes the need for
reducing as much as possible all nonessential governmental expendi.
mires at, this time. The latest report of tle Joint Committee on Re-
duction of Nonessential Federal E4xpenditures states that while re-
ductions have been effected up to the amount recommended by it in
Decemberr 1941 greater economies can and should be effected.
We urge that the burdens of nonessential governmental expenditure

be cut to the lowest possible minimum disregarding the urgency of
special interests, whether personal, local, social, political, or financial.

Capitd gains and losscs.-W e are opposed to the provisions of tle
bill increasing the maximum rate of tax on capital gains and disallow-
ing the deduiction from ordinary income of long-term capital losses
while Iaxing gain's.

The attempt to justify the increat as bringing the tax on capital
gains into Closer harmony with increases in rates oi other incomes
overlooks the findamen ial distintion between capital gains and
ordinary income. Capital gains are not. ilcoern at all in the same
sense as current income; they represent t lie accretions of capital from
which future intono is earned. High rates of tax on capital gains
have proved discouraging to tie realtioo of such gains; and con-
seqoentlis the sound policy has beel, adop)ted of taxing them at rates
low enough to encourage reahizations, tho income front which will
yield fresh revenue. The higher the ratos on income, therefore, the
iore important it becomes to stimulate the production of future in-
come by low rates on capital gains,

The present l)roposal would reverse this sound policy. We submit
that. in the interest ot omily of greater con111r(ial enterprise and
liquidity, but also in the interest of the revenuca themselves the Con-
gross, it it makes any change at all, should rather reduce the rate of
tax on capital gains to lerhal)s 10 Ile'cent, the rate proposed in the
Boland bill (H. R. 6358).

Any change which may be made in tie tax on capital gains should
not take effect until 1949. A change retroactively applicable to 1942
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would be unjust to taxpayers who have been encouraged to make sales
in reliance on the provisions of exist-hig law.

Liberalization. of the law in favor of taxpayers, and changes in
administration provisions.-The bill contains' nuli erois changes,
mostly proposed by the Secretary of the Treasury, intended to correct
inequities and remedy oversights, only a few of -hich can be dis-
cussed here. Insofar as they are aimed at correcting inequities in
the present law, we heartily approve of them.

Amortization of emergency facilities.-We particularly approve of
the proposed amendments extending the amortization privilege to
individuals and partnerships and making it applicable to facilities
completed or acquired after December 31, 1939.

Fiscal-year taxpayers.-We oppose as most unjust the proposal to
abandon retroactively the rule which has been in force continuously
since 1934 of making g anieudments ap)licatble only to fiscal yeats
commencing during the year in which the amendment is enacted.
The retroactive application to existing fiscal years of new provisionss
is calculated to upset business arrangements and practices and to
subject to unforeseen tax liabilities past earnings which may already
have been distributed as dividends.

Tax benefit rde.-We commend the proposal to enact into law the
rule heretofore applied by the United States Board of Tax Appeals,
that recoveries of bad debts and other deductions of prior years
shall be treated as taxable income only to the extent to which the de-
duction reduced the taxpayer's income tax liability, and we recoin-
mend that the provision be broadened so as to apply also to deduc-
tions taken in prior years for rent, interest, possible claims, and other
items which subsequently turned out not to be payable.

Alimony.-We approve the amendment making alimony payments
taxable to the wife and deductible by the husband.

Nontrade or nonbusiness deductions.-We approve the proposed
allowance of deductions for expenses in connection with the produc-
tion and collection of income and for the management, conservation,
or maintenance of property held for the production of income and
for depreciation on such property, and suggest that the provision be
broadened to include expense, incurred in connection with dealings of
any kind in relation to such property.

titnibatlons in liquidation.-We commend the proposal to treat
partial as well as complete distributions in liquidation as capital
gains or losses.

Income from sources without the United States.-We oppose the
proposed repeal of section 116 (a) of the Internal Revenue Code
which exempts from income tax the income of a nonresident citizen oi
the United States received for personal services rendered abroad.
Domestic corporations with foreign branches would be placed at an
unfair disadvantage as compared with foreign corporations if their
employees residing abroad are required to pay double income taxes
on their compensation-to the United States as well as to the country
of their residence.

Statute of limitations.-We approve of the proposed amendments
giving taxpayers the same period of time in which to file claims
for refund as the Government has to assess taxes, in cases where
the return is filed before the due date, and where the time for
assessment is extended by waiver.
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l, tate twfe-powis of appointment.-We oppose as entirely un-
justified the proposed amendment subjecting to estate tax the
estate of a person who had a general power of appointment which he
failed to exercise. In such a case, nothing passes from the donee of
the power upon his death, and there is no reasonable basis for taxing
his estate.

Limitcton of e"s/ot-tax dedut;os to property subject to clain.-
The proposed amendment disallowing deductions for claims to the
extent to which they exceed the value of property subject thereto is
grossly unjust and should be eliminated. Its injustice is made clear
by the illustration given in the report of the Ways and Means Com-
mittee, of an estate with $500,000 real property, $500,000 life insur-
ance, and $600,000 of debts, which under the amendment would be
allowed only to the extent of $500,000 on the ground that the $500,-
000 life insurance is not subject to the claims because not part of
the estate. But the only theory on which the life insurance can
properly be subjected to estate tax at all is that it is to he treated
as constructively a part of the estate, which if it were it would be
subject to the claims. Thus to treat it as part of the estate for the
purpose of imposing a maximum tax while at the same time hold-
ing that it is not part of the estate for the purpose of determining
the net estate, is obviously and flagrantly unjust.

In conclusion, let me say that we venture to submit these sul-
gestions looking toward greater equity in the imposition of ad i-

ional taxes because we believe that the success of the war effort
calls for the raising of the maximum amount of taxation which
can be effectively collected, and because we realize that the greater
(he need for revenue, the more need there is to see to it that the
additional revenue required is raised in a manner best calculated
to maintain production and morale and insure the continued produc-
tion of future revenue.

The CHAMMAN. Thank you very much, Mr. Tanzer.
Mr. TANzER. Thank you.
The CHAIRMAN. Mr. 'Leland Powers?

STATEMENT OF LELAND POWERS, BOSTON, MASS,, REPRESENTING
THE ASSOCIATED INDUSTRIES OF MASSACHUSETTS

Mir. POWERS. Mr. Chairman members of the committee, I represent
the Associated Industries of Massachusetts.

I have nothing that is in writing, and I intend to talk only in a
general way, as to certain principles which I hope you will have in
mind when you come to rewrite this tax bill.

I have read what took place in the way of debate over in the House.
You will find that some of the Members pray that you will amend

this bill, some hope you will, and all say that they expect you will.
They evidently feel that this bill is not a particularly good tax

bill-there is something the matter with it. Well, as a matter of fact
there is a good deal the matter with it. One Member unwittingly
expressed it perfectly-he said that the tax bill is full of dynamite.

lain sure tl)e dynamite to which he was referring was the dynamite
that will blow him up, hut the real danger in this tax bill is that it
will tend to destroy or limit production in this country.
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When we are at war there is just one prime requisite, and that is
production, and any tax bill that interferes with production is a
poor tax bill, unless you can't avoid it.

The difficulty with this bill primarily is that it makes noprovision
and takes no account of the fact that some day some years from now
this war is going to be over and we will have a period of recon-
struction and rehabilitation.

There is nothing in this bill which sets up any machinery to allow
tie corporate form of business to put itself back into peacetime pro-
duction.

If this bill goes as it is written it will definitely interfere with _pro-
duction during the next few years, because the rates-or certain of the
rates-in the bill are excessive, and unless some safeguards are put
in to permit the creation of reserves, when you come to the end of
this war tile Government is going to be faced with the necessity of
financing the corporations.

I am not here, as I said before, to make particular, specific sugges-
tions in a form that may be written out. You have heard certain mentoday who have given you some very sound either illustrations or
fig ures-notably Mr. Hawley, and Mr. Seghers-as to the operation
of the bill.

If you are going to take-and as you know under a tax bill, the
Government collects in cash-practically all of the revenue of a cor.
poration and permit it to do nothing in the way of depreciating, at
an adequate rate, its buildings, or its machinery, or permit it to pay
off its debts, or permit it to make inventory reserves, you are going
to reduce your war production, and you may kill the goose that lays
the golden eggs.

Somebody, I think, said, very fairly, a while ago, that the goose
was not yet dead but he was suffering from a case of pernicious
anemia.

Now, the goose is going to be a lot worse off unless you do something,
under this bill, looking to the post-war rehabilitation of your peace-
time economy.

While we are in a war economy anything that interferes with
production is bad.

This tax bill will. It does.
There are other things that are worse-I don't need to go into

those.
At the same time-and now, not when the war is over-you have

got to make some provision.
How, I don't know. You may do it-if you need more revenue at

the present moment-you may do it in the ?orm of a post-war credit
and nonnegotiable bonds that later can be negotiated; it may be done
by the use of lower rates. But at least something must be done.

One thing more I would like to have you bear in mind and that is
that the rain falls equally on the just and the unjust. This tax bill,
with the rates that are in it, is an extremely onerous bill for those
who have no priorities, for those who are engaged in peacetime
industries. They were thrown in by definition as if they were war
industries, making excess profits, which they haven't really made at
all, and the burden on then is particularly hard, and particularly so
with those who haven't reserves and who have debts.
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We have got to keep up our production of war materials. We have
also got to keep up our production of civilian materials.

If you can frame a tax bill which will take care of the post-war
situation you will have rendered a great service to this country.

We are not dealing with raising a specific amount of money to meet
a budget. You are spending some $73,000,000,000, and by this bill
you plan to raise about 24. In England they are raising 18 and
spending 21.

It doesn't make, at the moment, a great deal of difference whether
you raise 6 billion, 8 billion. 10 billion, or 15 billion: you are still miles
short of any balancing of the budget.

I do, however, in behalf of the Associated Industries of Massa-
chusetts, which as you probably know represents well over 90 percent
of the industrial production of that State, want to say a word or two
in favor of the sales tax.

Those who receive under $2,500 in income receive about 75 percent
of all the income of the country, and it has been fairly, I think,
estimated that that group has received about 90 percent of the increase
that has come as the result of the war.

They are virtually untouched by taxes today. I say that they should
pay taxes.

In this war, which is to preserve our freedom and to preserve our
lives, their interest is exactly the same as yours and-mine.

Property is going to pay, through high income taxes on corpora-
tions and on individuals, very substantial taxes, which would seem to
fairly represent all that property could contribute.

Human beings ought also to contribute, and a sales tax which
is some curb on inflation, while it will not raise a tremendous sum
of money-perhaps two or three billion dollars-is ove that I believe
every citizen ought to be glad to bear and one which, ought to be
imposed.

Eventually-why not now?
Thank you.
The CHAIRANS. Thank you very much.
(The following supplemental statement was submitted by Mr.

Powers:)

SUPPLEMENTAL STATEMENT BY LELAND POWEInS, BOSTON, ASS., IN BEHALF OF
AssovIA'r INDUSTRIES OF MASSACHuSTs

I present this brief in behalf of the Associated Industries of Massachusetts.
I have read in the Congressional Record the entire House debate on H. R.

7378, the Revenue Act of 1942. It is an interesting record, interesting not
merely for what it contains but for what is absent. The honesty, ability, and
understanding of Representatives like Doughton, Treadway, and Reed is patent,
but at the same time it would seem that a majority of the House have given no
consideration to the effect of the proposed bill on sources of revenue nor to
economic problems which will be presented after the war. They seem either
more concerned with the effect of the bill on their political fortunes or with
alleged unfairnesses of a petty nature, the correction of which would have no
substantial effect on the total revenue to be produced. They seem to have no
proper conception of the function of incorporated business or the economics of
wartime, but, to paraphrase an old German proverb, "They cannot see the forest
for the trees."

The Record Is also remarkable in disclosing on the part of the Treasury the
desire to impose a confiscatory rate of normal and surtax on corporations while,
at the same time, expressing extreme hostility to a sales tax at any rate, no
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niatter howi siiii. Such a positoll must be dictated not by tcoioillhI hit by
)(ulltilal considrti'itioills,

If I can be of any service at all it is to point out tie principles which, so far
as possible, should be observed In a wartime reverie act. We tre engaged ii a
war which has so far gone badly and which will probably last for a number of
years. We most win this war but, at the saie time, we should endeavor to
preserve for tile day wh'en the witr is over our system of lrivat e interprilse mid
set Ul safeguards against the expected depr'essiin incident to a ('('t)Version front
at war to a Iteacetlhne economy.

The one absolute essential in wartiae economy Is a iniiximtn of production,
first, of war material, and then of civilian goods. Anything which interferes
with production is evil and to be avolld if avoidance is liumainly possible.
There tire two forces operating to limit our production-restrictive labor laws
aind] unsound monetary legislation, which I slall mot discuss here. A third is
Ill-advised taxation,
The second requisite for the prosecution of a war Is the raising of maxhaum

revenues with a minimum Interference of proiluctlon, not merely lilts year but
durnig every year of the war. To exact mn xiniuni revenue the source must not
lie destroyed nor inpoverlshed.

Provision must lie mia(e so that when the war Is over Industry can convert
from war to el(a'tine production Wiih a minhium of UtiemployMent and with
tire prospect of being able to continue ia business it a profit. What we conceive
to lie fairness in tie treatment of taxpayers within a group should be achieved,
if iraeti('lble, but theoretical or actual ineqtualities in treatment are of small
imonient at the present time. Similarly, meticulous accuracy in tax returns may
bi desirable, but the gaining of this end does riot Juslify the subjection of tax-
payers to undue legal tind accounting expense nor to a vexatious wiiste of time.

As I see It the fundamental question presented Is this- flow can we framie a
tax law that will not interfere with production, that will produce throughout
tie war maxium revenue, and which will provide adequate safeguards against
serious post-war depression?

The right answer to this question ciainot lie reached without a thorougi
appreciation of business pi'h al.lls nur unless we understmid (1) lhe true
nature of corporallns, (2) ihe functions of the nianagement thereof, intid (3)
considerations Witt must govern their decisions.

(1) A corporation is simply a convenient form under which a relatively
large, number of Idividuals tray conduct a business through managers. It is
iot a true person or entity and I such In law only for llra'llcal reasons. It

Is simply a coliitt through which profits may be passed by the management
to thd owners. It Is not tire corporation which gains or suffers as the result
of war or taxes; It Is only tie stockholders. There Is no sound ecOllonic
argument for any taxation of the Income of corporaltions, hit there has been
such political expediency In levying these taxes that the dollar Income received
by the corporation has imposed ona it tile highest te o(if ix, and then, In tur,
the remille' Is again iaxed when recelvid by t'e owners.
(2) It Is the duty of niinigenient to olerate the ('iorlrtlion for the stock-

holders at a profit and to refraiti from taking mdue risks or to make u'ni-
miients which niay result tli financial enibarras lert.

(3) Espeelilly in time of war It is riot tie Ilerest of corporate executives
to inake undue profits, but they aire terribly concerned rit only about losses
hit possible 1ibuliation or bankruptcy. What they require fii order to iniea''ise
their producttit is confidence that their contracts will lie peiformed iiccorling
to (heir terms, that the prie of raw naterlals and Inventories will riot be
affected by monetary changes, that they can count on a relatively fixed itibor
cost while they are performing their contracts, that they will be In a position
io repay their loans or to refinance tie same oi i sound btisis when they come
tite, and tlt they may count Oii a tax burden whicl will riot be increased
tirnrlaig the fiscal year. Furtlermore, they must lok ahead and prepare for
post-war transition to at peacetinie economy,

I. R. 7378 combined with the fear of wige lcreases, certainty as to mone-
tiry stability, ard Public Law 028 itiake It imIossible for corporate executives
to have that confidence which Is required for them to expand, as they otherwise
would, war production,

Specifically, the proposed tax on corporations deters the Increase ill production
(1) by a combination of unduly high rates oi combined normal, and surtax, and
on so-called excess profits, (2) by changing the method of tax calculation by
figuring tile excess-profits tax first, thins treating It substantially as a normal
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tax, (3) by changing the basis of the tax oir fiscal year corporations, and (4) by
failure to provide in airy form absolutely essential safeguards against post-war
conversion to peacetime production.

It Is generally agreed that large profits arising from war work should be
recaptured by taxes, but so far as I can discover no serious attempt has been
made in drafting the tax bill to reach these profits by taxation of excess profits
and to exclude from the highest rates of tax the earnings of corporations engaged
ill the production of civil goods which are earning no arore than in pre-war years.

Generally speaking, it is the big corporations that are doing the war work,
and the small ones the civilian business. The lower normal and surtax rates
provided for small corporations mean nothing when balanced against a high
excess-profit rate calculated on their entire Income without a single alleviating
provision as to inventory loss, debt payment, or post-war depression. The
House bill, if not amended, will simply crucify this large group of corporations
whose existence now and after the war Is vital to our national welfare. In
peacetime they sire the economic bread and bitter of the Nation, and they must
be preserved. Some of our largest corporations with huge surluses accumulated
In prior years may be able to finance war expenditures without substantial
borrowing, but the small corporation in many cases is today frced with extinction
under the House bill through Inability to pay its debts or create reserves and
faces the prospect of post-war death. If something isn't done now to provide for
the post-war situation, the Government will have to attempt to finance practically
all business when the war is over, and for all intents and purposes private enter-
prise will be as dead as the "dodo."

Iii discussing what should be done to meet post-war conditions we should not
forget that no risitter how much revenue we raise by taxation it is going to be
only a sirrir1i fraction of our expenditures. When you are spending $73,000,000,000
nid proposing to collect about one-third of that sum, it does not make much

difference whether you get $2,000,000,000 more or less, but the extraction of that
added revenue at this tine from one group of tixpayers-ramely, the corpora-
ilons-nay result irs substantial loss iii revenues In future war years and the.
necessity of Government credit to private enterprise when the war Is over.

I am talking general principles rather than making technical specific recoin-
mendations. I don't know what may prove the best nreasures for post-war secur-
ity. At least the enactrrent of the House bill offers no hope to airy business. I
suspect that provision should be made either for inventory reserves or for the
taking of inventory losses over a number of years. Some provision must be
made permitting tile repayment of debt, both for what I may call the civilian
corporations and also for debts contracted by the producers of war material for
the purchase of Inventory and tie building of new plant for which there may be
no ise after tire war. If for tire sake of revenue there Is a feeling that tile
excess-profits rates should be verv high, then a substantial post-war credit Ill tie
form of bonds, nonnegotiable until tile war is over, seems a happy suggestion, I
understand It Is demonstrable that If the combed normal and surtax rate were
lowered to 40 percent with these taxes calculated first and air excess-profits tax
of 80 percent applied to the balance, as rnuch or more revenme would be raised
under tire act tis raider tir House bill.

A withholding tix, such as is prrnomsud ]n Sit- ill, Riry ie desiralle in theory
lut as drafted is not only totally hnpr irleable lut will subJnt ill employers

to enormous additional expense ouit of sill proportion to fhie ansonit involved
or to the tax beirelit ilhr liit' (iOver'nnliielt nIsay reeive during olre calendar year
rather thin drllrlng fle following cnhirdlr year. If substanrttil additional rev-
enue is vnnited now, everyone kriowfa that It can be sen-ired through a general
retail sales tax, and that tile only reason thit ill, as n iot been imposed Is
ire(anse of pltir-nrl feris and timidity. Personally, I think these fears are
entirely Ill founidrd, I believe that every Ivnrge earlier il tills country is willing
to py soniething in direct mix for tire preservation of life anid freedom. Over
three-fourths of onr total nratlorrl Ii-nse goes to wage earners receiving less
than $2,r)00 per yeir, riln of tie Inreaise in dollar inconse suite 1940. 90 percent
goes to this group, primit riy to luose engaged Iin War proicrton. Today they
are relatively urntoucheld by direct taxes. If thi protect n of business and
property Is worth some $18,0i0,000.00 ir year to tire ownrs. it would seem that
tire preservation of life aid htierty Is certainly worth ,$2,000,000,000 or $3,-
(00,000,000. The sales tax raises money now, is easy to collect, is paid out of
cash when you have It, and if not cluttered up with requirrernits Its to eonipll
rated returns, will not prove unduly vexatious to anyone.
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The foregoing are the recommendations of the Associated Industries of Massa-
chusetts as to principles which you should apply in dealing with the revenue
bill of 1942, Including, incldentally, criticism of those features of the House bill
which seem to us to be the principal deterrent to attaining maximum production,
to the stabilization of tax revenues, and to the creation of proper post war
economic safeguards.

Respeci fully submitted.
AssouIxiED INhUSTIAS OF MIASSACIIUSIeiIrS,

By LELANI) Powsas.
The CHAIRMAN. Mrs. Gilman?

STATEMENT or MRS. s. H. GILMAN, IRVINGTON, N. I., REPRESENT-
ING THE NEW JERSEY CONSUMERS COUNCIL

Mrs. GLMSfA.;. This statement will be rather brief
Gentlemen, I wish to thank you, in the name of my organization,

the New Jersey Consumers Council, for this opportunity to present
our views upon this most important tax measure. The council,
which here speaks for 150,000 people, is composed of many groups,
women's organizations, consumer and cooperative groups church
people fraternal groups, and trade unions in northern and central
New Lersey. We fall, like the majority of Americans. in the lower
income brackets. We feel, like the majority of Americans, that
this is our war. We expect sacrifices and we are making them. Our
sons, our brothers, and some of our husbands are in the armed forces.
We are at work producing the weapons of this war; and we are at
work teaching ourselves and our neighbors to save what we have,
salvaging rubber and metal, learning and teaching better nutrition,
acting as blood donors, canteen workers, Red Cross workers, air
raid wardens; in short, in our communities, we are doing the tasks
which must be done.

And gentlemen of the Senate Finance Committee, while we are
not tax experts, we have for months been discussing this tax bill,
because we know that this bill concerns us. The Secretary of the
Treasury has set a revenue goal for this tax measure, and the House
bill falls short of this goal-by approximately two and one-half bil-
lion dollars. It has been clear to us from the beginning that the
bill would fall short of the required goal, and we have been aware,
also, from the beginning of the discussions in Congress, that certain
influential newspapers and business groups have sponsored as a
panacea for all revenue shortages the imposition of a Federal sales
tax. We in New Jersey, had our experience with a sales tax, in
another, lesser emergency, and after we decided that the tax bore
most heavily precisely on those people for whose relief it was
supposed to provide, we rejected it. In this greater war emergency,
a Federal sales tax would have an even more pernicious effect.

Let me cite for you a few figures taken in large part from our own
Government sources. A family of two adults with an income of
$1,800 a year would pay, under current House proposals $80.40
in Federal income taxes for 1942. In addition, other Federal, State,
and municipal taxes would absorb more than 18 percent of that
family's income. That means out of $36 a week this family would
pay $8 weekly in taxes. The figure 18 percent is based on 1939
figures for total taxespaid by such a family exclusive of income tax.
It has undoubtedly increased but we will let it stand.
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Taking into consideration a 17-percent rise, according to con-
servative estimate, in living costs since the European war began, the
annual purchasing power of this familly would be reduced from
$1,800 to $1,150. In other words, about 36 percent of its income
would be absorbed by taxes and increased living costs. That is, be-
sides the proposed sales tax, of course. Every additional penny taken
from this family and even a part of the existing taxes would be taken
from the sum required for this family's pure ase of the necessities
of life. Or do you think, gentlemen, on a $1,150 a year income this
family would be able to live in luxury?

But I now wish to call to your attention another interesting fact.
Two-thirds of the families in the United States earn, not $1,800,
but less than $1,500 a year.

I want to insert here that I must challenge the statement of the
gentleman who spoke last who said that people who receive less than
$2,500 a year receive 75 percent of the income in the United States.
That is totally incorrect. According to the latest figures, people who
earn less than $500 a year will receive a reduction in income of
approximately $400,000,000 for the year 1942. Figures show that
increases in income are accruing only to those who already earn more
than $2,500 a year. And it is these $1,O0-a-year families, whom our
newspaper friends are so fearful of leaving out in the cold, untaxed,
that they advocate with daily but dignified insistence the passage of a
Federal sales tax. But are these families untaxed? They paid out.
according to 1939 figures, 17.3 percent of their income in taxes if they
earned $1,500 a year; if they earned less than $500 a year, end thce4
are such American families,'they paid 21.9 percent of their income in
taxes.

It has been stated by those in favor of a sales tax that such a rev-
enue measure would help check inflation. But would it? On the
contrary, a sales tax would automatically increase the cost of living.
There has been much loose talk of siphoning off excess purchasing
power. We ask, whose purchasing power? That of the two-thirds
of our American families who live on less than $1,500 a year and
who are special targets for the sales-tax champion anti-inflationists,
and who must confine all of their buying to the purchase of necessi.
ties? The setting of price ceilings, on cost-of-living items by 0. P. A.
must and will check inflationary tendencies in this sphere. And as
for the talk of consumers 'bidding against each other for a limited
amount of these necessities, there has thus far been no evidence of a
shortage of the essentials of life in this country. However, should
such a time come, should we reach the point where the necessities
of life become scarce, the answer to the problem will not be a sales
tax. The answer will be democratic rationing of those necessities.
Otherwise, we would be using a tax to prevent the majority of the
people from buying enough to eat, while a minority who still had
enough money left after payment of taxes, could buy as much as it
wanted of vital food, clothing, and shelter. Can you imagine what
effect such a situation would have upon the morale of this Nation?
Such occurrences took place during periods of extreme inflation in
certain European countries, with, as we all know, very tragic results.
In short, our basic objection to a Federal sales tax is that it would be
a tax on necessities for the majority of the American people; that
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the greatest part of this tax burden would be exacted from those least
able to pay it; that it would, therefore, endanger the health and the
morale of the Nation, and consequently its productive ability.

Let us now contrast the sacrifice which the passage of t Federal
sales tax would impose upon the American people, a sacrifice of vital
food, clothing, and shelter, with the sacrifice entailed by passage of
several other tax proposals which have thus far been rejected by
Members of Congress-the mandatory joint return, for instance,
which the Secretary of the Treasury has advocated. It is well known
that couples with large incomes often file separate returns in order
to lower their tax bills, and this evasion is particularly flagrant in the
counnnity-Jroperty States.

Senator CONNALLY. Why is it any worse there than anywhere else?
Most of them are poor States.

Mrs. GILMAN. In California where, I believe, the violations are
particularly flagrant, the property of both people can be separated
into two parts.

Senator CONNALLY. Do you live in California?
Mrs. GILMAN. I do not; but it is on record that it is so.
Has it ever been suggested that these couples would undergo cruel

privation if they had to file a joint return? No. I have read some-
thing about violation of women's rights; yet I know many women who
do not think the joint return is any violation of their hypothetical
rights. We are at an admitted crisis in our national existence. I ask
you, gentlemen of the Senate Finance Committee, to contrast the
sacri 6ce between taking food from a family earning less than $1,500
a year and the mandatory filing of a joint return by married couples.

'There are other items-among them, the taxation of State and'
municipal bonds and the limiting of income to $25,000 a year-which
have been disregarded, but whose validity has never really been chal-
longed. I have read, in a large metropolitan daily, an editorial admit-
ting that the exemption from taxation of State and municipal bonds
is theoretically unjust. But the admission of the correctness of a tax
principle does not prevent this same newspaper from opposing such
taxation in practice. The fact that some people have been investing
large sums in these bonds to avoid taxittion in a grave national enmer-
gency does not prevent this newspaper from congratulating Members
of Congress for maintaining this exemption. There are still other
revenue sources which remain untapped. Oil and mining interests
are permitted to deduct from their incomes each year 27.5 percent of
their gross receipts as depletion of resources credits. In some eases,
as the Secretary of the Treasury pointed out, these depletion credits
have more than equaled the original cost of the property, when three-
quarters of the natural resources still remained to be exploited. Can
the American people calmly accept a Federal sales tax while the privi-
lege of avoiding just taxation is gramted to owners of mines and oil
wells?

The whole problem of the taxation of excess profits has been be-
clouded by talk of dangei, to business incentive and efficiency. Is it
possible tiat Government and business leaders regard the retention of
excessive profits as more important than the maintenance of health
and decency in this Nation? I I I
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We believe, in order to achieve the reveme goal asked by the Stcre-
tary of the Treasury, that all excess profits should be taxed. There
are at present certain inequities in the taxation of corporations, due
to tie basis upon which excess l)rofits are computed. These inequities
should be corrected. We can see no logic in the system of rebates
offered to corporatilons. Are not normal profits sufi(ient in wartime?
Or do spokesmen for business wish to imply that the people they rep-
resent are so self seeking that they will Jose all ardor for the proper
prosecution of the war unless they are permitted to retain excessive
profits? We have no such low opinion of business.

As for rebates, we should like to ask if there has beni any discussion
of tax rebates to consumers and working people whose tax exemptions
have now been reduced to $500 a year for single persons and $1,200 a
year for married coul)les. Is there anv guarantee being made to
these people that their incomes will not fe drastically curtailed after
the war due to a fall in enl)lo ,mient and wa ges? Increased taxation
of gifts and inheritances would provide another source of greater tax
revenue. It is shocking to the American people to learn that Members
of Congress propose to raise inheritance exemptions and at th( same
time contemplate passage of a Federal sales tax.

We appeal to you, gentlemen of the Senate Finance Committee, to
regard seriously these sentiments of low-income consumers and work-
ing people, because they are the views of a majority of Americans.
We appeal to you not to take the path of least resistance, which is
the most dangerous path, ,xnd reject completely proposals for passage
of a Federal sales tax.

I have a few notes made following the hearing on the exemption
from taxation of municipal bonds, which I woul&-like to read.

A man who testified previously before this committee stated that
lie was producing war materials merely because he was patriotic;
otherwise lie would invest his ioney in' .muicipal bonds and spend
his time catfishixia in Louisiana. Appareitly be had something there.

I don't doubt that a number of people are'following his incliation.
As has been pointed out previously, bti-"Es profit by noxitaxable

securities.
Everyone seeins to emphasized the possible increased cost to iticipal

governments resulting from taxation of municipal bonds, but the fact
remains that these bonds provide an outlet for funds income fromwhich is tax-free, and at this time, in this emereuev, whxen we have
lowered income-tax exemptions to $500 for single. persons and $1,200
for married couples, the maintenance of this exemption is uijust.

No bonds should be so privileged. Let all bonds compete oi the
investment market with their avantages plainly apll)aret to pr'os:pective buyers.

Let the law of supply and demand operate freely.
The fact remains that tax-free income of axxy kixnd places a double

tax burden on other sources of revenue, and 'I am afraid that this
extra burden will be loaded on to the littb fellow at the end of the
line.

This reminds me of Charlie Chaplin's picture The Great Dictator:
Charlie is a private in the Germany Army during the last war.

The general gives an order: "Investigate that projectile which has
just fallen."



REVENUE ACT OF 1942

The officer next to the geeral repeats the order: "Investigate the
projectile which has just fallen."

The next officer orders the officer next to him: "Investigate the pro-
jectile which has just fallen."

This officer repeats the order: "Investigate the projectile which has
just fallen."

At the end of the line stands the little fellow Charlie, and he is left
holding the bag. He hasn't got anyone to pass the order on to.

Senator TAn',. You gave a lot ot figures on family income. What
is the source of those?

Mrs. GILMAN. The Temporary National Economic Committee re-
ports entitled, "Who Pays the Taxes?", and other reports published
by the Office of Price Administration.

Senator TAr. The 1942 figures you gave came from the Office of
Price Administration?

Mrs. GILMAN. Yes, sir.
The CHAIRMAN. Thank you very much.
Mr. Haggerty, we will hear you as we have the time., It is getting

a little late.

STATEMENT OF JOHN B. HAGGERTY, WASHINGTON, D, C., REPRE-
SENTING THE INTERNATIONAL ALLIED PRINTING TRADES
ASSOCIATION -

Mr.. HAGOERTY. My name is John B. Haggerty, chairman of the
International Allied Printing Trades Association.. Mr. Chairman, I realize there has been a great deal of time con-
sumed, and if it is agreeable to the committee, may I also submit my
prepared statement for the record?

The CHAIRMAN. That is quite all right. Are you advocating a tax
on billboards?

Mr. HAGGERTY. No, sir. We are misquoted there. We ire advo-
cating a levy of an excise or franchise tax on the net time sales of radio
networks and commercial broadcast stations which tax will add much
needed millions of dollars to the tax receipts.

The CHTAIMAN. We had a headache about billboards once before.
Mr. HAGEnRTY. I am not interested in that.
The CHAIRMAN. We will try not to get into that gailn.
Mr. HoEnTr. Mr. Chairman and members of the'Finance Commit-

tee. On behalf of 200,000 organized skilled tradesmei. members of the
International Typographical Union, the International Printing Press.
men and Assistants Union, the International PhotoegraversC Union,
the International Stereotypers and Electrotypers iam, and the
International Brotherhood of Bookbinders, we advocate the. levying
of an excise or franchise tax on the net time sales of radio networks
and commercial broadcast stations which tax will add much needed
millions of dollars to the tax receipts.

The' need for increased taxes i, so great that your coinuiittee, we
understand, as well as the House of Representatives have voted to
levy substantial and burdensome taxes on the incomes of workers
who try to maintain a wife and a home on a meager income of oven
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less than $30 per week, and, on single workers with weekly incomes
of even less than $15 per week.

There has been no protest on the part of the workers against the
levying of these taxes they are called upon to pay despite the evident
sacrifices the payment of'these taxes will entail on the part of those
least able to pay.

THOSE WITHI'ROVEN AJIILIJY TO PAY TO BE EXEMPT?

We do protest, however the imposition of such taxes if those with
proven ability to Pay, and, especially those who obtain unusual and
enormous yearly net profits t rough governmental grants are to be
privileged to escape paying their fair siare of the tax burden.

Under date of May 2'7, 1942, I received a letter from the Honorable
Randolph E. Paul, Assistant to the Secretary of the Treasury, stat-
ing-
The special tax to which vou refer ($12,500,000 excise tax on radio networks
and commercial broadcast stations) was incorporated in the 1941 revenue bill
by the Committee on Ways and Means on its own initiative. It was subsc-
quently eliminated by the Senate Finance Coninittee, which requested the
Treasury to make a careful study of this tax. The Treasury has been study-
lag the proposed special tax as was Indicated In the Secretary's letter to you
of March 5, 1942, but has not yet concluded its investigation.

We understand that in accordance with the request of your coi-
mittee a plan of taxation has been proposed which was prepared by
the Treasury Department and the Federal Communications Commis-
sion.

LAST YEAR TREASURY SUGGESTED TAX OF $10,00 ,0 o Oi -'11115 YEAR
$1,500,000-wiY?

We are familiar with the pin proposed and we do not understand
why, this year, when the need for increased taxes is greater than
ever, the Treasury Department would propose a tax which, in addi-
tion to other taxes oiradio networks and broadcast stations, they
estimate will yield a total of some $8,000,000, when, last year, the
Treasury proposed excise taxes which, ill themselves, would raise
in excess of $10,000,000 in additional taxes.

At this point, I might direct attention to your committee to the
fact that last year the Treasury presented a 12-1page brief supporting
its proposal to raise in excess of $10,000,000 in aldditoial taxes.

We presented a copy of this brief, as )art of our statement, before
the Ways and Means Commil te and it was printed in the unrevised
reports of the hearings.

However, without any notice to us, at the request of the Treasury
Department, this copy of the Treasury's 12-page brief was deleted
in the revised hearings on the unsupported allegation that the coll-
tents of the brief were confidential. (See hearings on Revenue
Revision of 1942, vol. 3, p. 2853.)

We want your conanittee to know that all of the figures and other
information contained in the brief are of a composite type and that
there is nothing confidential therein except that it is a- proposal of
the Treasury Department that such excise taxes be levied.
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TREASURY F10111iE CHALLENGED

With reference to the proposed plan of taxation before your coi-
mittee, we note the following:

Based upon forecasts for 1042, the estimated yield at the tax rates tentatively
agreed to by the Ways and Means Committee of the tax on the net the sales
applied to the remaining radio stations and networks is approximately eight
millions of dollars gross and a net yield of $1,500,000 since approximately
$6,500,000 would have been collected in the form of excess-profits taxes, anti
other corporation income taxes even though these special taxes on brottlcasting
were not imposed.

We assume that the meaning of this language is that the Treasury
this year, based upon the rate of corporation taxes tentatively agreed
upon, at that time, by the Ways and Means Committee, found that
the corporation taxes to be p aid by the radio broadcasting industry
would amount to $6,500.000 for the entire year.

It is possible, as we have been told by some members of the Ways
and Means Committee, that the levying of excise taxes on the radio.
broadcasting industry, as recommended by the Treasury, of some
$1,500,000 was too small to be bothered within.

BOASTS OF NET PROFITS OF 080 PERCENT

It is our understanding that taxes in view of the unusual demands
of the war expenditures on radio networks and broadcasting sta-
tions and everyone else this year are to be increased. If that is true,
then we challenge the accuracy of the figures presented by the Treas-
ury Department and the Federal Communications Commission.
Taxes paid by corporations are no secret, They are made public
to stockholders of these companies yearly In fact the Columbia
Broadcasting System advertised in 'one of the trade publications,
printing its first quarterly statement for 1942 as Compared with the
statement for the first quarter of 1941. In this ad, this company
boldly publicized the fact that after paying the proposed 40 percent
normal tax and other taxes and the proposed 94 percent excess-profits
tax, this company would still have yearly nct profits of 680 percent
on their invested capital, other than on the stock issued as stock
dividends.

We suggest to your committee that you definitely ascertain the ac-
curacy of the figures presented. We know that you will find that the
National Broadcasting Co., the Columbia Broadcasting System, and
the radio stations WOR and WHN alone, which radio stations and
networks secure less than 50 percent of the net yearly income of the
radio-broadcasting industry, paid into the Treasury last year some
$7,800,000 in taxes, or some 20 percent more than reportedly is to be
paid by the whole radio-broadcasting industry this year in corpora-
tion taxes voted by the House of Representatives, if th9 figures of
the Treasury are correct.

TREASURY lIEPOrMS RADIO PIOPERLY SUBJECT TO SPECIAL TAXATION

These companies, after the payment of all taxes last year were able
to pay dividends in the case of the National Broadcasting o. of some
four and a half millions of dollars; in the case of the Columbia
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Broadcasting System of some three and a half millions of dollars;
in the case of radio station WOR we understand, that this station
had a net income of more than half a million dollars, and, in the case
of station WHN we understand that this station had a net income
of more than $600,000.

We have cited these figures simply as illustrative of the fact that
the radio broadcasting industry has the ability to pay, as the Treas-
ury Department in its brief of last year, and, in its presentation this
year states:

The desirability of a special tax on radio broadcasting (distinct from a tax
on advertising) one medium of which Is radio-Is indicated by several con-
siderations. The principal operators In commercial broadcasting earn high rates
of return on relatively small investments. They possess unusual taxpaying
ability which, in view of the Government's present revenue requirements, can
properly be subjected to special taxation.

Incidentally, the language which I have just read would indicate
that the Ways and Means Committee in levying the excise tax on
radio networks and broadcast stations last year had a strong recom-
mendation from the Treasury Department to go on.

It is our understanding that radio station WIIN with a capital
and paid-in surplus of $11,000 had a net income for the last 2 years,
1940 and 1941, after ample allowance for depreciation and the pay-
ment of all taxes, in excess of $400,000; that the Columbia Broad-
casting System, with a capital, other than that represented by stock
dividends, of less than $500,000, had a iet income, after allowing
some $1,400,000 for depreciation, and after the payment of all taxes
of some $10 000,000; that radio station WOR, with a capital of
$275,000, and property used for broadcasting purposes valued at
some $250,000, after ample allowance for depreciation and the pay-
ment of all taxes, had a net income for the same period of more tlhan
$1,000,000.

Surely, with such unusual net yearly profits those who secure these
enormous profits should be calledT upon to pay their proper share of
our winning of the war. Especially, is this true when you realize
that these unusual and enormous yearly net profits are secured
through their holding of a Government license or f ranchise for which
the Government receives nothing.

AMERICAN FEDERATION OF LABOR COUNCIL MISLED

Considerable stress has been laid on the action of the executive
council of the A. F of L., in opposing this tax and their assertion
that such a tax was punitive. We want your committee to know
that this action on the part of the executive council was taken with-
out our being privileged to present facts and figures which they
should have had before them, and, had they possessed this informa-
tion, we are confident that they would have acted differently.

Speaking of punitive and discriminatory taxes, surely the millions
of tradesmen and small businessmen and women of our country, called
upon to pay-and to pay-and to make unusual and real sacrifices
in order to pay the taxes which the Congress has indicated will be
levied, will not call taxes which will leave the privileged few radio
networks and commercial radio stations with yearly net profits, as in
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the case of the network of some 700 percent, and, others with well over
100 percent, ol their investments, after the payment of all taxes,
either punitive or discriminatory.

STATIONS FORCE!) TO PAY 80-PERCENT COMMISSIONS AND DISCOUNTS TO
SECURE ADVERTISING

Stress is always laid upon the alleged injury, which the levying
of such taxes would inflict on the small radio-station owners. It will
interest your committee to know that the radio stations located in
cities of less than 30,000 population receive some 18 percent; those
stations located in cities of less than 75,000 population secure 30 per-
cent, and those stations locitted in the larger cities secure only 37 pXr-
cent of the advertising dollar which is paid to broadcast over these
stations.

Surely, there is plenty of room from which to collect excise or
franchise taxes from those who pay such unusual commissions, dis-
counts, and rebates in order to secure advertising from the advertising
agencies and radio networks.

The radio networks and commercial broadcast stations reported to
the Federal Communications Commission that as, of December 30,
1940, their property had a present worth value of $40,055,112.

TWENTY PERCENT NVT AFTER TAXES SUICOESTEi) llEASONABLE PROFIT

The brief presented by the Treasury last year reported a net in-
come, prior to the levying of the proposed excise taxes, of $33,296,708.
We suggest that your committee can and very properly should double
the taxes voted 'by the House of Representatives last year on the'-
recommendations of the Treasury Department, and, levy an excise
or franchise tax of not less than $25,000,000 yearly on the net time sales
of the highly profitable radio networks and commercial broadcast
stations.

After the payment of these taxes, some $25,000,000, according to
the findings of the Treasury, as shown in table 3, the radio broadcasting
industry woffld still have a net income of $8,296,608, or more than 2b
percent of their alleged investments.

We suggest that tose few radio stations which are operated by
educational, farm, religions, or labor organizations, on a nonprofit
basis be exempt from such exercise or franchise taxes, it being our be-
lief that the Treasury Department has found that these radio stations,
really serve public and community interests and are not motivated
by the small profits, if any, which they receive.. In view of the fact that some members of your committee are ap-
parently not conversant with the recommendations of the Treasury
Department of last year, we ask the privilege of inserting such proposal
as a part of our remarks.

Thank you.
The CHAIRMAN. Thank you very much.
There will be entered in the record a brief accompanied by a letter

from Mr. Randolph Paul, General Counsel of the Treasury, the brief
being submitted for the record by Mr. John B. Haggerty. The par-
ticular document which lie wishes to have of recor5 was referred to
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as a statement issued by the Treasury, and the acconpanying letter
from Mr. Paul makes clear the character of the menmran aum.

(The letter and brief referred to are as follows:)

TasAsusY DEPARTMENT,
Washington, August 13, 1912.

HoU. WALTER F. Omosam,
United State8 Senate, Wa8hington, D. 0.

My DEA SENATOR: Reference is made to the request of Mr. John B. Haggerty,
International A flied Printing Trades Association, that a Treasury memorandum
on the taxatio. of radio broadcasting be Included with his testimony before your
committee, The memorandum referred to Is an exploratory staff memorandum,
prepared at the research level for interoffice usQ on July 18, 1941, and does not
reflect Treasury policy. When the 1941 Revenue Act was under consideration,
one or two members of the Committee on Ways and Means requested information
on the taxation of radio broadcasting and a copy of this staff memorandum was
placed at their disposal. The document was not submitted to the Committee on
Ways and Means by the Treasury.

The memorandum is based In part on confidential data supplied by the Federal
Communications Commission. We are advised that the Federal Communications
Commission is agreeable to the release of these data at this time, and in view of
that fact, no objection is entered to the inclusion of the Treasury memorandum
with Mr. liaggerty's testimony.

It should be made clear that the memorandum does not contain Treasury ree-
ommendations and that the plan for the taxation of radio broadcasting contained
therein differs substantially from the plan prepared this year jointly by the staffs
of the Federal Conunications Commission and the Treasury Department.

You will recall that when the revenue bill of 1941 was passed by the House,
It contained a tax on the gross receipts of radio broadcasting stations and net-
works and that this tax was eliminated by the Senate Finance Committee and
was not in the bill as passed. The Senate Finance Committee, at the time it was
considering the matter in 1941, requested the Treasury to explore the possibilities

u)f such a tax, In accordance with that request a plan for the taxation of radio
broadcasting was prepared jointly by the staffs of the Treasury Department and
the Federal Communications Commission, This plan was submitted to the
Conmittee on Ways and Means without recommendation as to its adoption.

A statement of the plan prepared Jointly by the Federal Communications Comn-
mission and the Treasury DepaIrtment Is herewith sumnitied witholll r(ecom-
imendation as to its adoption.

Sincerely yours,
11ANOOLLI'I E. PAUL,

General Counsel.
Enclosure.

A I'LAN FOR TIMt TAXATION OF lio Bu. OoASTINO

The revenue bill of 1941, when it passed the lotuse, contained at tax oil the
gross receipts of radio broadcasting stildus 111141 networks. Tids lax was elimi-
nated by the Senate Flnnce Committee and was not in the act as passed, The
Senate Fiance Committee, at the time it was considering the matter, requested
the Treasury to explore the possibilities of such a tax. In accordance with that
request the following plan for the taxation of radio broadcasting was prepared
Jointly by the staffs of the Treasury Department and the Federal Comnmunica-
tions Commission.

(A) Radio broadcasting stations, both independent and network-owned, would
be subjected to the higher of two levies: (a) A graduated tax based upon the
transmission power of the radio station, or (b) a graduated tax based upon net
time sales, The first of these is a nominal tax in the nature of a registration
fee.

(B) Tha network operations of networks would be subjected to a tax on net
time sales,

1. Radio broadcastlng stations.-Independent and network-owned broadcast-
lug stations would compute their tax liability under each of two methods and
pay the higher amount.
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(a) Taw bascd on tr(tsianltsslot powe.-:in the case of radio stations operating
on unlimited time schedules, the tax on transmission power would be imposed
at the following rates:

Transmilssion power Tax Transmission power Tax

100 watts ........................... $100 70 watts ............................ $750
2150 watts ................................... 250 10,00 wotts ........................... I. 0
500 watts ............ ....................... 21)% 25,0W5 watts ............................. 00
1,000 watts .................................. i 0./0 0,000 watts ............................... 1.000
5,000 witIs .................................. 500

Part-time radio stations would be subject to rates equivalent to 60 percent of
those applicable to stations operating without tiny time restrictions,

(b) Tax based on net time salW.-The tax based upon net time sales would
be Imposed on each Independent and each networklowned station tit rates grad-
uated with the amount of net time sales in excess of a $100,000 exemption, as
follows:

Bracket Rate

P:ercentt
Firsl $10,00 of lax blo net time sonls ........... . ................ ..... ............. . 6
Next $350,000 of taxable not timo sales ................................................... 8
Bam ce of laxtai li net tints sales ............................................................... 10

"Net time sales" would be defined as gross time sales (excluding sales of talent)
less commissions and outpaymuents to other stations ind networks, plus the
published card rate value of all radio time given it exchange for services,
commodities, or other valuable consideration.

2. Network operation.-Networks, on their network operations, would be
taxed ot their net time sales at a flat rate of 8 percent, applied after an
exemption of $100,000. The defilnition of "net time sales" for network operations
would be the same Its for broadcasting stations.

(The following memorandum was presented for the record by
Mr. Haggerty:)
THE TAXATION OF RADIO BROADCASTING, 1

5
BFPAItED 3Y rimE TiEASuy DPARTNrENT,

DivisioN OF TAX REsEARcIr, Jumty 18, 1141

SUMMARY

1. The case for a special tax on the broadcasting industry is supported by
several considerations:

A. Broadcasters possess a profitable public franchise awarded to themn free of
charge.

B. The principal operators in commercial broadcasting earn high rates of
return on investment and possess unusual taxpaying ability.

C, Radio broadcasting requires regulation at public expense.
2. If it is desired to Impose a special tax on radio broadcasting, that purpose

could be achieved by subjecting broadcasting stations and networks to an excise
tax based on net time sales and imposed at classified rates. "Net time sales"
would be defined as time sales, after commissions and outpayments to other
stations and networks but including the published card rate value of all radio
time used or given in exchange for services, commodities, and other things of
value.

3. Stations with net time sales of less titan $100,000 could be exempt. In
1940 this would have exempted 540 of the 705 reporting stations. This group
included virtually all of the deficit stations. Its combined net Income amounted
to less than $780,000.'

1 Operating data by size clasmes of net sales, and Invested capital data were obtained from
the Federal Cnommunications Commission, and are unpublished.and confidential.
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4. To create a gross tax liability of approximately $10,000,000 the following
classified progressive rates would be required:

Percent
Broadcasting stations with time sales between $100,000 and $600,000 ----- 5Broadcasting stations with time sales between $590,000 and $1,000,000-...10

Broadcasting stations with time sales of $1,000,000 or more ------------ 15
Networks ---------------------------------------------------------------- 12

5. In 1940 these rates would have resulted In a gross tax liability of approxi-
mately $10,000,000, or slightly less than one-third of net income before Fdderal
income tax. The tax liability would have equaled 18.3 percent of net income for
stations will net time sales between $100,000 and $500,000 and 42 percent for those
with net time saies of over $1,000,000. For networks (excluding their station
operations) the tax would have equaled 48 percent of net income.

The net burden on the Industry and the net revenue to the Federal Government
would have been substantially less since the imposition of tile excise tax would
have reduced the tax base for purposes of the net Income tax and the excess-profits
tax,

6. After the imposition of these rates the broadcasting Industry would have been
left with a very high rate of return on investment even if it absorbed ill of the
tax, On the average, nil taxable stat ions would have been left with a net income
equal to 43.8 percent of invested capital. The, corresponding figure for networks
(all network operations but excluding station operations) would have been 33.3
percent,

7. Although the industry appears to be well able to pay a tax of this type from
its net income, it Is probable that in the space of 2 or 3 years at least part of
such a tax, if enacted, would be passed onto the advertisers and tilthately to
the consumers of tine advertised products.

TnF, TAXAON OF RADIO BROADCASTINo

The case for a special tax on radio broadcasting (distinct from a tax on adver-
tising, one medium for which Is radio) is supported by several considerations.

1, Radio broadcasters are the possessors of a public franchise awarded to them
free of charge, on the condition mat they operate in the public interest. Because
of the technical limitations of the broadcasting band, the number of commercial
broadcasters at any one time Is for all practical purposes limited. In consequence,
a franchise to operate a broadcasting station in partnclar areas carries with It a
measure of monopolistic privilege ad the opportunity for an extremely profitable
Investment. Through the exercise of that privilege anad the exploitation of that
opportunity, many broadcasters make substantial profits and virtually all broad-
casters derive less tangible benefits in the form of publicity and good will.

2. The principal operators in commercial broadcabLiag earn high rates of return
on relatively small Investments. They possess unusual taxpaying ability which,
in view of Goverannt's present revenue requirements, could properly be sub-
jected to special taxation.

8. tadlo broadcasthig reqtuires public regulation. Such rtgulation is provitled
at public expitense, with great benefit to tihe idustry but without any special costs
to that industry,

THE RAiO BROADCASTING INDUSTRY

Radio broadcasting is now a $150,000,000 business and Is continually growing.
Total broadcast revenue increased from $108,000,000 in 1937 to $111,000,000 in
1938, $124,000,000 In 1939, and $147,000,000 in 1040 (table 1). These figures
exclude a small number of nonreportlng stations, with an aggregate broadcast
revenue of less than $200,G00.

In 1940 the Industry consisted of 765 broadcast stations, 3 major networks, and
5 rc.glonal networks. The 8 networks managed and operated 31 of the 705 sta-
tions. In 1941 the number of broadcasting stations has increased substantially
as a result of the Federal Communications Commission's policy of increasing
the number of licensees operating in limited local areas and those operating on
high frequencies.

Radio broadcasting has become an important advertising medium. Expendi-
tures for ra4)o advertising are estimated to have increased from $00,000,000 in
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1930 to $200,000,000' in 1940. Today radio broadcasting is second in importance
only to newsliapers nq a medium Qf advertising (table 2).

T.\m 1.--Oneral hicotme statement showing the rcslt of broadcast operations
by the networks and stations, 1937-40

.. . . . .. 1937 1*38 103

Nanhei of slalons ............... .. 62 ,ri'lino mlt i

Network Iortion Of WOk l.,ll 8 0l,
,Lhss -............... . 812, 531 , 455.510 V, 402, M4(A'I limll sales by st at kmn, .. 8'0,055, 691 81. 023, N49 Ul,158, 390{

T al ln e f talo .... ......... 7,11 4,8. 231 1 1, 34 49 10,7 ,0210Lmq wjnlam ;liso s ... ..... . i 6,982,ow 0,8720 17, 405, 41-1

Total revenue froill sl, .1 Ilnc 00,805,271 100,892,259 112,002,812Salo and placing of talent,'. 7. ... "8 7,t4, 081,344 6, 794, 66
Other ravenlio......... . . . ,820.015 4, 384 775 4, 524, 68

Total broadcast revenue e ... / 0 , W0,14
Total broadcast exiienses .............. , 7, 006, 391

Broadcast Inome ............. .20, 313, 723

111,3W, 378
92,003, 54
18, 854, 704

10401

76S3

109,020,27
104, 823, 787
X2,82,018

113, 804, 7691
7, 24,1 i
5.930,M2

123,881,864 147,14}, 717
100,043,020 113, 850,009

20,837,044 33, 28,708

i Excludes $2,040,742 duille led in report s.
Source: Federal Communications C'ounlss h: lleleso No. 41487-1 (lDlgest 011 allalysis of oVldenAe

presented lin the Hearing o1 Coinmlslon Orh,'r No. 27) for 11)37 and 1038: lease No, 12435 (Financial and
employee data reslkcvllng 3 lma. jor nowork.F and 705 staondrd brondeast stA1ollns0) or 1910; Rolease No.
510618 for f4o.

The principal source of Incole for commercial broadcasting stations 1111(
networks is tie sale of time. In the case of the stations, sales of time
amounted to $110,000,000 in 1940. Commissions to regularly established agen.
eles, representatives, and brokers required $10,000,000, leaving a balance Income
from tie sale of station titae of $100,000,000.

The total sale of time by networks amounted to $74,000,000, $29,000,000 of
which was In turn paid to other networks and stations for time purchased,
$11,000,000 went Into commissions. Net sale of time by networks amounted
to $84,000,000, The total for stations and networks was $184,000,000.

Tile industry derived an additional $13,000,000 from Incidental broadcasting
activities, including the sale of talent. Reported broadcast expenses amounted
to $114,000,000, leaving a net Income before Federal income tax of $38,000,000,
distributed as follows:

Networks -------------------------------------------------------- $8,512,000
Network managed and operated stations --------------------- 5, 661,089
Other stations --------------------------------------------------- 19, 128, 60

Grand total ------------------------------------------------ 88,296, 708
A large proportion of ti0 not Icome of the broadcasting industry Is received

by a relatively small number of operntors, In 1040 the eight networks account
for $8,500,000; the eight stations with time sales of $1,000,000 or more accounted
for $4,600,000; 42 stati6nas with time sales of between one.half million dollars
anti $1,00,00 accounted for $9,800,000. These 50 stations and eight networks
received two.thirds of the net income of the broadcasting Industry.

2 Estimated radio advertising expenditures exceed the reported receipts of the radio
broadcasting industry because they Include an allowance for talent supplied by the
advertiser or his agents.
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TArtE 2.-Estilsited odverVlIp19 expeditlures In flre medft, 1928--40

I i millions or dollars]

Year Ncwspaptrs Magaizines Radia Outdoor Far otlpapers

1028 ........................ $760 $210 $20 $85 $35 $1,115
102 -............ ............ 800 240 40 80 35 1, 195
1030 ......................... 700 210 60 a 3t b OM
131 .................... -...... 620 170 80 ht 20 940
1932 ....................... 490 120 80 35 13 70
1933 . ..- - - -............. 400 10 05 30 10 1r.5
1934 ................- ......... UK) 145 .90 30 14 ;%)
1936. -........... ....... - - 530 150 105 35 10 153
1930 ......................... 80 170 120 46 20 935
1037 ............... ........ e 0 10 145 50 20 1,000
1938 .......................... 20 145 145 50 17 875
192 ......... ................ 25 150 170 ,50 17 910
1940 .......................... M5 1eM 200 50 15 970

STotals lave been rounded to nearest t5,000,000,

Stric: L. 1). It. Weld, MCCAnn-Frikson, Inc., In 1'rlntr's Itk, Mar. l(|O, and Apr. 4, 1941.

POSIBLE MLFETIODS OF TAXATION

A. Aptount of power +sed

George Hen ry ['0311e, of the Federal ('ommunllieations Commission, proposed to,
tItx radio broadcasting stations oil the basis of tile nlIount of power used. He
suggested rates ranging from $1 t watt oin stations using 1,000 watts or less to
$3 a* watt for stations using more tha1 10,000 watts.

Power utilized is an unsatisfactory basis for taxing broadcasting stations. The.
tllnolltt of power utilized by a station las no definite relation to the profitableness
of that station or to tiny other measure of the value of tile public franchise. Many
very profitable stations operate on little lower, aitd some of the powerful stations.
show little profit. The atisount of power required to operate a station is deter-
lnt d by the density of the population Ill the area where the station operates iII

relatlon to the total radio audience sought, III the metropolitan areas large.
audiences can be reached with little power. In rural areas much power is required
to send signals far enough afield to encompass even a relatively small radio audi-
ence. The amount of power utilized Is determined also by geographic and at-
ni6spheric conditions. The amount necessary to send a radio signal to a given.
point in a mountainous area Is considerably greater titan that required IlI level
country.

A tax based on power would result In an erratile tax load distribution. It would
be practicable only if applied at substantially lower rates than those proposed by
Mr. ['aync.'

Moreover, a tax based on power could not be applied in the case of the networks,
since the service of networks, conducted at great profit, does not rIquire the use
of electric power.

B. Gro9s receipts

A tax Imposed oin the basis of gross receipts of broadcasting stations and net-
works would create Inequities without necessarily conforming to the value of the
public franchise enjoyed by broadcasters, Tihe gross proceeds of broadcasting
stations include sales of talent ntd other services, in addition to tile sale of radio
time. The inclusion of the proceeds from the sale of talent in the tax base would
create Inequities between broadcasters who supply talent and those wilo supply
time alone and utilize the talent provided by the advertiser. Moreover, broad-
casters could readily circunvent the Inclusion of talent in the tax base by altering-
tiler arrangement with advertisers.

Another.defiency of gross receipts as a tax base Is tHat it includes receipts
which are InI turn distributed to other stations and networks for tile purchase of
time. This is principally the case with the networks.

It Is debatable whether the basis of a tax designed to approximate the value,
of the public franchise should properly Include such Items as the stile of talent
and other services. Strictly, the public franchise extends only to the sale of Ile

The rate proposed by Mr. Payno would impose a tax of $150,000 on each of the 87 stations.
now operating wVill1 50,000 satts.
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and not to the sale of services, It could be maintained, on the other band, that
the sale of talent is a byproduct of the privilege of selling time and therefore
is part of the privilege to operate a station.

C. Net Wtwome

Those engaged in broadcasting might be subjected to an additional income tax.
Such a tax has apparent merit in that it is based on the ultimate product of the
public franchise, namely, broadcasting profits. It is deficient in that inefficiently
operated stations would be exempt from tax liability, despite the fact that they
enjoyed a franchise which in the hands of others would be profitable. A tax based
on net income would also exempt those stations which are operated less for profit
than for other purposes. Publishers of newspapers and proprietors of office
buildings, for instance, may derive substantial value from broadcasting in the
form of publicity and goodwill, even if their operations are conducted at a loss,
Moreover, broadcasting stations are frequently operated in conjunction with other
businesses, with the result that the allocation of the proper share of profits to the
broadcasting activities would create administrative difficulties.

D. Net time sales

The broadcasting industry might be taxed on the basis of net tune sales: The
amount of time sales by stations and networks, after commissions withheld by
agents and after adjustments for outpayments to other networks and stations.
Net time sales exclude the proceeds of the sale of talent and other services. It
is a logical basis for a broadcasting tax because the sale of thne Is a direct measure
of the public privilege to operate a broadcasting station.

A tax based on net time sales would create some problems with reference to
radio time given without charge or traded for another servee

4 
This situation

would arise primarily In the case of stations owned or operated In conjunction with
other business activities. It would arise, for instance, where a department store
permits the operation of a broadcasting station In its building in exchange for an
amount of time on the air. While some stations already report the value of
such time, others do not, and many would be encouraged to discontinue the In-
clusion of traded time in the value of time sales. This avenue of tax avoldance-
could be prevented by defining the tax bose us net lime sales, including the
published card rate value of all radio time used or given in exchange for services,
commodities, or other things of value.

A large portion of the broadcasting business and broadcasting profits accrues
to a relatively small number of operators. Many broadcasters earn little profits
and frequently operate at a loss. Little would be gained by the imposition
of a tax on this group. The 540 broadcasting stations with time sales of less
than $100,000, In the aggregate, had only $24,000,000 net time sales and approxi-
mately $700,000 net income (table 8).

A comparison of .1940 net time sales with net income before Federal income
tax for broadcasters In the different net time sales groups is presented in table
4. For those with net time sales below $100,000, net income represented 8 per-
cent of time sales; for those with sales between $100,000 and $150,000, 221
percent. The rate increases steadily as sales increase, reaching 37.3 percent
for stations in the $1,000,000 sales class.

A POSSIBLE PLAN

If it Is desired to impose a special tax on radio broadcasting, that purpose
could be achieved by subjecting broadcasting stations and net works to an
excise tax based on net time sales and Imposed at classified rates. Net time
sales would be defined to include the published card rate value of all radio
time used or given in exchange for services, commodities, and other things of
value.

Operators with net tie sales of less than $100,000 could be exempt. In 1040
this would have exempted 540 of the 765 reporting stations. These 540 stations
include most of those operating at a loss. Their combined net income for 1940
antounted to less than $730,000 or 2 percent of the net income of the entire
Industry. The exemption of stations with relatively small time sales would
also obviate the need for defining nontaxable stations. It would automatically
exempt, for instance, the educational, religious, and other special purpose sta-
tions which ocasionally sell time for commercial purposes.

In 1937, $345.0041 worth eo time was usei In this manner; now estimated to be $500.000.
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The excise tax might be imposed at classified progressive rates as follows:
Percent

Broadcasting stations with time sales less than $100,000 each ............ 0
Broadcasting stations with time sales between $100,000 and $500,000 ---- 5
Broadcasting stations with time sales between $500,000 and $1,000,000 ---- 10
Broadcasting stations with time sales of $1,000,000 or more --------------- 15
Networks --------------------------------------------------- ----------- -12

In 1040 the imposition of these rates would have resulted In a gross tax
liability of approximately $10,000,000 or slightly less than one-third of net income
before Federal Income tax, The percent of net Income represented by the
above rate schedule would have ranged on the average from 18.8 percent for
stations with net time sales between $100,000 and $500,000 to 40.2 percent for
those with net time sales of over $1,000,000. In the case of the networks, the
resultant tax would have equaled 48 percent of net Income. It should be kept
in mind, however, that this has reference to net income derived from network
operations as distinct from station operations.

TAaLS 3.-onblleL broadcast servIce-income atalement of 8 netivorks and 765
standard broadeatlng stationl-1940

Major nd
regional

networks

Broadcast
s1 tions with
time sles In

access of
$100,000 each

J iroadeast
stations with

time ales
;lees than

gt00,000 each

All reporting
broadest

stations and
netwet*a

1. Number of units ............................ 8 226 "0 778

Income
2. Salo of time to networks .........................$20,605 , 0 ...........................
3. Sale of tino to others .............e...................... 08, 702, 880
4. Total Wolofthine .,02...............0...... ,I,,260 85,308,098 $24,321,431 $161 82,787
6. Deduct: Commissions and outpnylssents

(none payable by stations on network
time) .................. . . .) 11,146,484 0, 2019,401 003,133 20,859,018

6. Ilalonce, net time sales retaned .......... 34,047,770 70,008095 23,818,298 138,9%4,769
7. Add: incidental rovennes ............... . 60M,0918 0.48,807 1,206303 19,8e,948
S. Total broadcast revenues .............. 39, M, 04 02,0 7,3 2 20,6024,661 147,144,717

S. Total broadcast expenses, Including all
items of direct and Indirect expenses but
not including Federa] income tax ........ 31,042,634 8,011,478 24,200,897 1 3, 80, 009

Broadcast errice Income
10. Net income before Federal Income tax ...... 8,512,060 24,05,004 728,764 $0,29,708

B Before commissions and after outpayments,

Source: Federal Communication Commission, unpublished asid confidential.

TAac 4.--Yet ocotow (before Federal hinome tao) a8 a percent of net time
sales, 1940

Nolcsa Net lon.

Net time sles classes Net time before Fed. m , Nttmber
vales eral Incone a et of t it

time sales

Percent
Les than $100,000 . .............................. $24,321,431 $728,764 3.0 540
$100,000o $oo1 000..::.................................. 5.,708,126 1,260,629 22.1 48
8150,008t0 00 ...................................... ,946,820 1,52,484 20.3 37
$200,000 to $280,000 ......................................., 4,739,747 1,208,78 27.4 23
$20,O $000 ...................................... 20,701,362 8,009,322 29.0 67
$WOO00,o 100000 26,651,476 9,836,703 35.0 42
8 n,060,000 o ver .............................. 12,301,40 4,87708 37.8 5
Networks .............................................. 34,047,778 8,612,060 2.0 8

Total .............................................. 134,407,002 13,200,700 24.8 778

Source: Federal Communications Commission unpublished oud ronfideutial.

'For corresponding percentages by more detailed time eale classes see table 5.
7098-42-vol. 1- 47
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The net-burden on the industry and tire net revenue to tile Federal Govern-
meat would have bee substantially less since rite Imposition of the excise
tax would have reduced the tax base for purposes of the net income tax and
the excess-profits tax.

Even after the limposllion of the above tax rates the broadcasting industry
would have been left with a very high rate of return on Investment. This is
apparent front tie following:

'ltx tI'M h/lity ! rel/otion to in 1*c.tcd t;cpite!,' on the basis of 1040 doe

Statlorts with Statlotto With Networks
tinssatsor tins sales n twor Grandtotal

less. than exess of .... ra..tota
$lt~ttlttecb lterations)

Excisetax liability ............................. .............. $6,367,6541 $i,085,733 $10,463,389
Net Incomo before Federal Income tax ....... $728,764 :24,055, 81 $8,512,080 $33,202,708
Net hicomo after excise tax .................... $728.764 17,188, 228 $4,420, 327 522,843,319
Invested capitl ............ $20,992,52 $40,38,752 $13,27,831 74,6M,35
Net income after excise tOx s percent of In-512, $

vested eapltal, percent ...................... 1 3.471 43,.82 1 33.34 30.60

I Invested cai ital includes the cost or tangible I)ronerty less tite depreciation taken, ilus intangible broad
east inves tnent pis reasonable workig capital reqir~lieris.

Source: Federal Communlcations Commnssion: n unbllshcd and confidential,

Although the Industry would appear to be well able to pay from Its net
income ai excise of the magnitude considered, It is not likely that it would
do ,so. It is primable that In the space of 2 or 3 years a part of such a tax
if entacited, would be passed on to the advertiser.

The principal broadcasters who conduct a large part of the business and
eal i large part of tile profits operate in tile densely populated areas under
coniditl)ibs apprnhiiihg iioitopoly. Tins would suggest that they already charge
opilinni rates for tie sale of the, resulting itt t maxilitn return to tile in-
Crstry. This circtnstance, together with the fact that the rates now charged
tor the sale of tinie are thrse dictated by the competitive rates of newspaper
advertising, suggests that any tax imposed on the broadcasting Industry would
not affect prices and wouhl lie absorbed by the industry out of profits. Other
considerations, however, suggest a different conclusion. The broadcasting in-
dustry is still In Its developmental stages. Those charged with its management
have neither the Information nor as yet have hiad sufficient time to fully
exploit their monopolistie positions. There are senie Indications that the in-
dustry had adopted a waiting attitude pending further development and a
stalilzatlon of tile Government's regulatory policy. This suggests that the
impositlon of a relatively heavy tax might prompt broadcasting.,management
to exploit more fully tie potentialities of the industry, In this.process at least
it igirt of an excise tax would be shifted to advertisers and ultimately to the
(osmiiers of the advertised products.

(The following letter was ordered incorporated in the record at this
1)oint :

AivoRn & Atxonts,
ll'shirton, D, C., Artirst 17, 1911.lion. IY.\T~rm F. Gncow,x:,

Ctnturl~t t, ('rtrtsritta' er o n Da rce,

United Statext SenratIe, Wruss+igto, D. C.
DEAR AR. C AIRMAN : The National Association of Broadcasters respectfully

Invites tle attention of your comiinittee to the testimony and memoranda sub-
llitted to your committee during its hearings ont tire revenue bill of 1941 (hearings,

ip. 720, 740, 741, 1476) and to the Committee oi Ways and Means this year (hear-
tags, pp, 3218-3309), in opposition to tire suggestion, which Mr. John B. Iaggerty
lues irgain made, that a special tax be imposed upon the radio Industry.

Tire association also desires, as a matter of record, to summarize briefly tile
conclusive replies to Mr, iaggerty's statements:

(1) The Treasury bras not recommended and is not recommending (jointly with
the Federal Cotmunieations Coninmlsshn or otherwise) the adoption of a special
tax ,poll the m'aleio Industry. (See letter of Randolph E, Paul, General Counsel,
Treasury Department, to Hon, Walter F. George, dated August 13, 1942--earings
before the Commnittee otn Finance, p. 721).

720
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(2) The proposed tax is not supported by labor generally. Mr. W. C. Hushing,
of the legislative committee of the American Federation of Labor: Mrs. Emily
Holt, of the American Federation of Radio Artists; and Mr. Lawson Wimberly, of
the International Brotherhood of Electrical Workers, are among the witnesses
who appeared on behalf of labor before the Senate Committee on Finance andthe
Committee on Ways and Means in opposition to the proposition.

(8) The proposed tax would seriously jeopardize the extraordinary and com-
mendable contribution to the Nation's war effort which radio Is now making.

(4) There Is no Justification for the Imposition of a discriminatory tax of this
nature upon any Industry, and most certainly not an industry engaged In the
dissemination of facts and Information.

We trust that your committee will again reject any proposal to Impose a special
tax upon the radio Industry ; and we are confident that your committee will afford
the industry and others interested an adequate opportunity to be heard in the
event that any plan (such as the plan prepared jointly by the Federal Communi-
cations Commission and the Treasury Department and which was submitted with-
out recommendation as to its adoption in the letter from Mr. Paul, dated August
13, 1942, above referred to) Is under consideration by your corninittee.

Respectfully,
NAnioNAL AssocrArIoN OF BROAlWASTmRs,

By EL.SwOETH C, ALvoso,
Counsel.

(The following communication was ordered inserted in the record:)

MEMORANDUM BY MILARn REECE, BRuxswicx, GA., ire CONNECTION WITH THE
PaoposED RTENuE BILL FOR 1942 Now ParENDirN BEFORE TiHE UNITuED STATES
CO oIrss

1. INTRODUCTORY ItEMARKS

All citizens of our country realize that money will have to be provided to
maintain and carry to a successful confusion tile stupendous war It which the
Nation is engaged.

All of us realize that existing taxes will have to be raised and new taxes ill
have to be Imposed, and that the number of taxpayers will be increased.

The tax structure has grown so complicated that it not only Is a question of
paying the multitude of taxes that have to be paid. On the part of taxpayers
there is Involved the burden and expense of keeping records and filing reports
and even individuals with modest Incomes find it necessary to employ at annual
intervals certified public accountants to review and correct these records and to
make out their returns.

On the part of the Government, every amendment to or enlargement of an
existing law which creates a larger number of taxpayers, and every new law
imposing a new tax, make it necessary for more men to be employed to handle,
Investigate, and verify the returns, collect the tax, assert claims for under-
payments and pass upon claims for refunds. The Increased governmental ex-
pense constitutes an additional tax upon the taxpayers. Not only so but other
expenses and burdens are involved to the Government. For Instance, added
burdens are placed upon the mails and the Government Printing Office.

The time has been reached In the crisis through which the Nation is passing
when man-hours should be conserved, and all materials and supplies and all
transportation capacity that may be saved should be saved.

It may be doubted if any of us, even including the men who hold the most
responsible administrative positions in our war effort, appreciate fully tie extent
to which private production for private consumption has dwindled or will
dwindle. Both private and public production for governmental use lais Increased
to a startling exten and will continue to Increase.

With the Government and governmental agencies consuming such a large per-
centage of the total production of the country, and employing directly or indirectly
such a large proportion of those gainfully employed, we are fast reaching the point
where the Government not only is the tax gatherer but, in effect, incomparably the
largest taxpayer. This means, when properly analyzed, that a large percentage
of the national revenue for 1942 and later years will not represent revenue to the
Government In the troe sense, but actually will represent nothing more than a
recapture by the Government of a comparatively small part of the enormous
expenditures the Government is having to make. Expressed in another way, this
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means that the Government will reclaim only a percentage of the dollars that
might have been saved if our economic order were based upon a high rather
than a low dollar value.

Another thing that has to be borne in mind is the severe readjustments the war
effort already has caused among many lines of private business. Perhaps the
most striking of these occur in the automobile and related industries. Many auto-
mobile dealers, filling-station operators, distributors of accessories, and others
who have been accustomed to pay income taxes either will have none to pay or
the amount will be much less, considering the higher rates,

With these considerations in mind, it is submitted that in framing our first
wartime revenue measure the following purposes should be preeminent:

1, To increase the revenue by as large a total amount as may be possible without
crippling the war effort and without reducing any more than is absolutely neces-
sary the ability of private enterprise to pay the taxes imposed and still keep going.
In this connection it has to be remembered that very much larger revenue will
be needed In future years than in the past, even after a successful conclusion of
the war. No greater mistake could be made than for the 1942 revenue law to
extract from taxpayers the last possible dollar that might be extracted In 1942
and 1948.

2. To frame the revenue measure so as to make it (a) as simple as possible,
and (b) to reduce the cost of its operation in man-hours, materials, and services,
both to taxpayers and Government, as much as possible.

It. INCREASE AND ENLARON FNT OF INCOME TAX

Unquestionably the income tax will have to be increased In rates upon those
liable to the tax under existing law.

Unquestionably it also is true that personal exemptions may have to be
lowered and a large number of new taxpayers brought within the operation
of the law, unless some other form of taxation should be adopted under
which small earners would have to contribute to the fair extent of their
ability.

If exemptliot are to be lowered it seems necessary also to provide some
system of withholding the tax at the source, This is true primarily to insure
the collection of the tax from those earners who have not been accustomed
to make returns in previous years and many of whom no doubt are improvident
and would fall to make provision for payment during 1948 of the tax imposed
for 1942.

Secondarily, this would result in the collection of the 1942 tax or a portion
thereof during that year. Titis latter result has its advantages as well as
Its disadvantages. Under tite basic conception of the Income tax it is not
sound fiscal policy to antilipate by one year the collection of revenue to be
derived therefrom. It would impose an undue hardship on persons who have
to pay In 1942 tax on their taxable income of 1941 also to have to pay during
the same year an additional year's tax or a substantial part thereof. And it
must be borne in mind that many taxpayers are not sharing in war pros.
parity, directly or Indirectly, and will have smaller incomes during 1942 than
in 1941 and previous years.

To require all taxpayers or the new taxpayers to make payments during
1042 deducted at the source against the reguar Income tax, and in 1943 to
file regular income-tax returns for 1942 showing amounts previously paid, is
unthinkable to me, Thts would involve an immense cost in man-hours and
money. The Government would have to employ men or women to review,
check, and correct these returns and to verify credits claimed for payments
deducted at the source. This would involve much more work than reviewing
and checking the ordinary return of an individual taxpayer. No doubt many
instances would occur where the taxpayer would be entitled to refunds of
from 1 penny up. And the meticulous way In which the Government handles
money franpatlons would require such refunds to be made, unless the law
itself should fix a minimum over- or under-payment for which no adjustment
would be made.

Some substitute plan should be found. The following Is suggested for consid.
ration:

1, Let a pay-roll tax be Imposed as an income tax and in lieu of the regular
iveonie tax and provide that it be collected and paid by the employer just as social-
secerity taxes are collected from employees and paid. Let It constitute the entire
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income tax for which the employee will be liable. Ignore exemptions in a fixed
amount per year. Take care of the matter of exemptions in the rates fixed.
2. A person who made returns and paid tax for the years 1940 and 1941 should

be exempt from the operation of this phase of the law, and not only permitted
but required to make a regular return.

3. Fix the amount of tax at a percentage of the full amount of wages or salary
paid, This should be done to make the calculations as easy as possible, and thus
lighten the work of the one who prepares the reports as well as the Government
agents who check them.

4. The suggested tax should not apply above a fixed maxinmun weekly wage
and its equivalent monthly wage. Payments should be by the quarter and the
average for the quarter should control. Where the first quarter of a given year
placed a taxpayer within the operation of the law and a subsequent quarter
showed earnings above the maximum fixed, one of two provisions would have to
be made, namely, either .(a) that the taxpayer should continue to pay the pay-roll
tax during the rest of the tax year, or (b) he would be required to report the fol-
lowing year on the regular basis, taking credit for the pay-roll tax deducted. If
(a) applied the rate should be increased upon tir amount earned above the
maximum average.

5. It would not be necessary, perhaps not proper, to make this pay-roll tax the
exact or even approximate equivalent of the regular income tax imposed. At
least a quasi precedent for different treatment exists in the present law where
a person whose gross income is not more than $3,000 may make a return on a
basis of gross income Instead of net at his option. But, of course, it is not a full
iirecedent as a taxpayer falling within the additional pay-roll tax would not be
permitted an option.

6. A pay-roll tax payer having other income would have to be required to taike
a regular return, claiming credit for pay-roll deductions,

III. sLFS 'TAX

It sens to meo it would be decidedly better to have a well-thought-out sales
tax thnn to undertake to enlarge the income tax to the extent now proposed,
or to adopt the pay-roll tax suggested in II above.

If income-tax exemptions should be kept its they are now, It seems this should
niower any real basis for criticism of a sales tax against the necessaries of life.
Those who are not income-tax payers would have no Just complaint If the sales
tax would be tia' only tax directly affecting them.

Here again the natter of the machinery of collecting the tax should be made
is simple and its Inexpensive as possible. The following thoughts are submitted
in coitnetlon with a sales tax:

I. It should be imposed only op goodIs and commodities sold for distribution
and consumptio by the general public--commodities sometimes called "consumer
goods."

2. The retiler should not have the burden and obligation of collecting the
tax and paying it over to the Government. This burden and obligation should
lie placed upon the manufacturer or importer of consumer goods when making
smles to a jobber, retailer, or anyone else. If restricted to manufacturers and
importers the machinery required for the collection of the tax wonld be much
less elaborate. A small army of Government employees would be required to
check, atid enforce collection of, a sales tax imposed against the public to be
collected and piud the Government by retailers. Even then a considerable
portion of the tax never would be collected, or the cost of collecting it would
he more than its value.

Not only would the Government have to deal with a much smaller number of
taxpayers but upon the whole with a more responsible class.

Tie nuisance of using metal "tokens," common in States having a sales tax,
wonid be avoided.

3. 'he very basis of the tax suggested would avoid one criticism that fre-
quently is made of such a tax. So long as products of the farm are in their
original state they would not be covered by the tax. But if fruits and vegetables
were canned or otherwise processed, sales of such commodities would be taxed.

4. Other exemptions should lie few. Commodities already carrying heavy
specific taxes, such as gasoline, clgarets, liquors, etc., should be exempt. As a
Inatter of expediency as well as public policy, newspapers and magazines should
b e exempt, and perhaps books as well, but the things going into their making,
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a1s piicr ald priiiter's inik, should carry the tax. Perhaps th iiore ssen-
tlal drugs should be exempt.

5. Since the tax would operate only against consumer goods, of course only
one tax would be imposed, regardless of the number of manufacturing processes
that might be employed before a given article would reach the ultimate con-
sumer. For distance, I have no idea how many manufacturing processes are
employed before the cotton that goes into a shirt finally becomes a shirt. It
would be only after this cotton was in the form of a shirt and the shirt was
sold by the manufacturer that a tax would be paid.

6. Difficulties and complications would arise of course. You know much
betie than I how Impossible it is to frame a tax act where difficulties and
conip lle tions (1o not arise. As an Illustration, a manufacturer might sell flour
to a jobber or retailer. The Jobber or retailer in turn might sell it to a baker.
The baker would inake It into bread stand sell the bread either to retailers or
to consumer,. No doubt other instances of the sort would develop. Special
treatment would have to be provided for each such case. In case of the baker
my thought would be tit( tax should be collected in the ordinary way, and
his products should lIe exempt. In other words, he should not be treated as
a manufacturer.

7. If Ihe tax should be imposed and collected as suggested it necessarily
would have to be at a higher rate than If imposed upon sales by the retailer
and collected by him. This necessarily Is true because the manufacturer's
pi(n's are lower and cost of transportation always is involved between manu.
fecturer and retailer. And so If a 2 percent tax on retail sales would be right,
to produce the snime amount of revenue this would have to be raised, probably
tip 3 percent, against manufacturers.

IV. SICKNESS EXEMPTIONS

Even since the first income-tax law was passed I have felt that a reasonable
exemption should be allowed, certainly to those with modest incomes, for the
expenses incurred by reason of sickness or invalidism of the taxpayer or his
dependents. In letters written you this year my views on this subject have
been stated quite fully. They will not be repeated here, further than to say
this:

With the lowering of personal exemptions already mane elective, and with
consideration being given to the suggestion to lower such exemptions still fur.
tier, It becomes a matter to which Congress should give careful consideration.
So long as the personal exemption for a married man stood at $2,500 the group
of earners most concerned was not particularly affected, for those entitled to
greatest consideration are married men whose incomes are not in excess of
$2,500 or $8,000.

But with the exemption for married men already cut to $1,500, and with the
practical certainty that It will be cut to some lower amount under the 1942 act,
certainly some relief should be given.

With the higher cost of living that prevails and the higher taxes that will
be Imposed, the relief certainly should be extended to those whose net income
is not more than $2,500 and it would not be unreasonable to extend it even
as high as $3,000.

Where the taxpayer may have insurance covering hospitalization and other
expenses of sickness, it would be proper to require him to credit the amount
of insurance collected against the exemption.

v. CONCLUSION

To summarize what has been said, my own views are:
1, Income-tax rates should be increased, particularly on individuals. While

the rates agreed upon by the Ways and Means Committee of the House of a
normal tax of 6 percent and a surtax commencing at 12 percent and advancing
rapidly are severe and drastic, in my opinion they are not too high in the real
emergency now existing.

2. A snips tax on consumer goods to be collected by manufacturers and hm-
porlers and by them paid to the Government is preferable to reducing personal
exemptions under existing law, and thus broadening the number of taxpayers.
The tax should apply upon the sale of all consumer goods manufactured or
processed, with the exception only of such goods already carrying heavy excise
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taxes, newspapers 011(d magazines (and perhaps books), and essential drugs,
This tax would fall upon rich and poor alike,

3, Unless a aules tax should be passed it is realized that personal exemptions
will have to be lowered so as to bring many small earners within the operation
of the law. Special handling should be given this class of taxpayers so as to
have the tax imposed collected at the source. The tax would constitute a pay-
roll deduction and should stand in lieu of the regular Income tax. It should
be paid as social-security taxes are paid.

4. Further than this I think It 'vould be unfair to taxpayers generally to re-
quire collection at the source. Not only would this involve an inconceivable
amount of man-hours and expense to employers, but it necessarily would en-
large severely employees of the Internal Revenue Service. In addition to these
consideration It would throw upon taxpayers affected payment of more than
1 year's taxes within the year, The tax burden already is heavy and this In
and of itself would work a great hardship on many taxpayers.

5. If existing personal exemptions should be reduced an additional exemption
of niot less than $500 per year should be made for expenses of sickness or In-
valldisat incurred by a married taxpayer whose net income, without such de-
duction, would not exceed $2,500 per year, and if personal exemptions should
not be reduced, then such an exemption should be allowed to a married taxpayer
whose net income without that exemption is not more than $2,000 per year.
Such exemptions should lie reduced by the amount received by the taxpayer from
lsurance coverage.

Respectfully submitted.
MILLARD IIKnX.

MAY 28, 1942.

The CHAIRMAN. Mr. Walters?

STATEMENT OF AUGUST WALTERS, NEW YORK, N. Y.

Mr. WALTERS, Would you grant me permission to appear tomorrow
morning? I think you are too tired to listen to me tonight. It is so,
important.

The CHAMMAN. We have more witnesses tomorrow than we have
had today. If you will take your chance and go to the foot of the
class tomorrow.

Mr. WALTrs, At the foot of the class tomorrow?
The CHAIRMAN. Yes.
Mr. WALTERS. I thought you would put me at the head of the class.
The CHAIRMAN. We can't do that, because we have a large number

of men coming in tomorrow. If you want to file a brief you are priv-ileed to put it into the record.
r. WALTE1s. I will tell you: I can prove to you that with the

finance plan which I will respectfully submit I can save the Nation
$1005000000,000.

Senator CONNALLY. How much?
Mr. WALTERS. $100,000,000,000, at a cost of $2,000.000,000.
The CHAIRMAN. Two billions?
Mr. WALTERS. Yes, sir. It will cost you only $2,000,000,000 to

finance $100 000,000,000 worth of bills.
Senator doNNALLY. Let's hear him now.
Mr. WALERS. Is that interesting?
The CHAPMAN., Yes.
Senator CONNALLY. Got up here, closer.
The CHAIRMAN. We want to see how it works.
Mr. WALTERS. We the people own $12,000 000,000 of paper and silver

currency which is deposited in the banks o1 the Nation. The bankers
have the free use of this money. We the people furnish the bankers
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with $12,000,000,000 worth of capital which costs them nothing. They
invest this money in stocks and bonds and pocket the profits which
they derive from this capital.

Now, I say, if the bankers have the privilege to use the people's money
and our national credit direct, why should not the Government have
the same privilege.

Am I right?
All right. Now, let me illustrate the passage of one check. A

contractor has received a check for $2,000, made out by the Treasury
Department, payable at a Federal Reserve bank. The contractor goes
to the bank ana says to the teller, "Let me have cash," The teller
hands him $2,000 in cash out of the people's deposits.

The minute this Treasury check has been turned in and the money
paid out the banker says: "The Government owes me $2,000."

He demands a bond and he gets it.
Now, the contractor goes as far as the door of the bank, and lie

says to himself: "Why should I carry $2.000 in my pocket?"
He turns around, lie redeposits the money lie just received from the

teller, and receives n bank book and a check book, but the bond remains.
The Government of the United States has gone $2,000 into debt.
One banker told me, "When Mr. Walters has the bankbook and the

checkbook lie will draw out that money some other time.:'
True enough. No matter when that money is drawn, the money used

at that time is the people's money and the banker has not lost 1 cent.
Now let me tell you how this can be done, under the plan which I

call the national participation bank plan, because all the people par-
ticipate in financing the governmental budget: The contractor gets
a check made out by the Treasury Department for $2,000. He goes to
the bank and lie says, "Let me have cash." He gets the cash, or turns
it in again and receives a bankbook and a checkbook, but in view of
the fact that the banker has rendered a national service by cashing
this check, lie is entitled to be paid for this service and I suggested
in my treatise to pay the banker a 2-percent service charge for cashing
or crediting this check.

The banker makes an honest profit of $40 oii this single transaction;
instead of going $2,000 into debt we paid $40 to pay a bill of $2,000.

If we multiply this and pay $100,000,000,000 worth of bills the
service charges to the bankers would be $2,000,000,000.

Senator 'T.rr. What does the banker do with the check that lie gets
from the bank?

Mr. WALTmins. Now, this is a Treasury check. The banker returns
the check to the Treasury Department where le receives credit for
$2,000.

Now, the free use of money has enabled us to pay $100,000,000,000
worth of bills at the cost of $2,000,000 000; is that right?

Senator TAFrT. If the bank has the $2,000 credit of the Government,
they can take the $2,000 and buy a bond with it, with just the
same result.

Mr. WArnS. Pardon me, Mr. Senator; we don't need to buy any
more bonds under this plan.

We can finance the entire war cost and the entire Budget under' this
system.

For instance, it would be like this-
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The CHAIMAN. Well, off the record.
(Discussion off the record.)
Mr. WALTE1tS. We go into debt at the present time.
Senator TAn-. If you give the bank credit you are going into debt,

too.

Mr. W.%LT m s. There is a great difference-between paying interest
on a war debt and giving a man credit on the book.

Senator TArr. You save money by not paying any interest on
the debt?

Mr. WALTERS. That is only one item I save the Nation. It would
be like this: Supposing I have a hundred thousand dollars at home.
I made tip my mind to leave the country for 3 or 4 years. One of
you gentleman has a safe, and I say to you, "Would you be so kind as
to keep my money while I am gone?" I make no restrictions.

I say, "Give me a receipt and when I come back you hand me back
the money."

A few days later you meet somebody who says to you: "I could
use a hundred thousand dollars. I have a wonderful investment,"
and you think of the money which I left with you.

You say, "Well, all right. I will investigate this matter."
You find lie has really a wonderful security, and you loan him

my money.
Now, that may go on for 2 or 3 years. You make twelve to eighteen

thousand dollars of profit, simply due to the fact that I entrusted
you with my money.

I am not asking you any interest; I simply want my money back.
Consequently, all your expenses-maybe household expenses-you

pay with the money you make out of my money, and it costs you"
nothing to run your'household.

It that true? Would that be true under those circumstances?
Would that be true?

That would be a profit in your pocket which would cost you
nothing.

The CHAIMAN,. Suppose the man didn't pay you back the hundred
thousand?

Mr. W ALTERS. That is a different story.
The CHAIRMAN. I know it is a different story.
Mr. WALTEIIS. The banks at the present time are in exactly the

same position.
All we ask of the bank is not to lose our money, but we give them

the privilege to use it.
Senator CONNALLY. Let me ask you, how would the Government

save any money on that $2,000, if the banker took it over to the
Treasury and got credit there? That would mean that the Treasury
would have to pay him the $2.000 whenever he wanted it.

Mr. WALTERS. True enough.
Senator CONNALL , How would there be any saving there?
Mr. WA rEns. We could control credits, and we don't pay any

interest.
Senator CONNALLY. Well, I know. You said it had other advan-

tages.air. WALTERS. That would amount to five or six billion dollars

in the future.
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Senator CONNALLY. How would you save ninety-eight million out
of a hundred by going over there and giving him credit out of the
Treasury? because the credit is worth nothing unless you expected
to be paid for it.

Mr. WALTERS. You can control it just the same. If these credits
woull pile up you tax everything out of existence the same as you
want to tax everything out of existence right now.

Suppose I illustrate this with the Post Office Department. In
view of the fact that the capital costs Uncle Sam nothing, the free
use of the money costs Uncle Sam nothing, if we paid the expenses
of the post office, like ink, paper, wages, and all that, with the free
use of the money all income from the post office would be a clear
profit to Uncle Sam, and that is at the present time approximately
$1,000,000,000.

Supposing we use that same system with every revenue department
in the United States Government-instead of creating debts, every
revenue department would create a profit for Uncle Sam, and for
that reason you can limit Federal taxation to $10,000,000,000 a year.

rhat $10,600,000,000 a year would be clear profit to Uncle Sam.
Now, what do we have to pay out of the $10,000,000,000? The

fit st item to pay vould be the banker's service charge of $2,000,000,000.
That would leave $8,000,000,000 in the Treasury of the United

Slates.
The next item would be to pay the people interest on their money,

because the people have given Uncle Sam the privilege to use their
volley, and we Could pay the people 4 percent interest, which would

be $2,000,000,000, if tlie'deposits of the people in the savings bank
"o011( be $50,000,000,000.

Well, all right. Ve have $2,000,000,000 to the bankers, $2,000,-
003,000 to the people.

That would leave u: $6,000,000.000 of actual money in the Treasury
instead of going $100,000,000,000 into debt.

You still have $6,000,000,000 left. You could finance the Red
Cross; you could finance every calamity that would hit the people,
lie fire's, earthquakes, floods, shipwrecks.

Supposing that would cost another billion dollars-you have
$5,000,0000 left in the Treasury, and that could be used to start
payments on the national debt.

Now, gentle n. just consider this plan seriously. It is absolutely
safe and sound. It is nothing else but the privilege which the bank-
vrs enjoy today.

The mA iwmAN. Thank you very much, Mr. Walters.
Senator CONNALLY. A very ingeMious plan.
Mr. W.uiTFns. One of the' biggest bankers in New York told me

the sane thing. He said, "I hope you make it a success with the
Senate."

Why not consider it. You could start out with one department,
I lonor'able Senat or,

The CrAIIMAN. Yes sir We are pleased to have your views. We
will recess until 10 o'clock tomorrow.

(Whereupon at 5: 23 p. m.. the hearing was recessed, to reconvene
at 10 a. in., Tuesday, August 41, 1942.)
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TUESDAY, AUGUST 4, 1942

UNITED STATES SENATE,
Co1MrIrEE oN FINANCE,

lWaehington, D. C.
The committee met at 10 a. u. puranunt to adjournment, in Room

312, Senate Office Building Senator Walter F. George (chairman)
presiding.

The CHAIRMAN. The committee will come to order, please.
Senator Brown, there are two witnesses that you wanted to havo

heard. Do they wish to be called now?
Senator BnowN. I think Senator Van Nuys would like it if they

would be heard now; that is, Mr. Coleriek and Mr. MeKinney.
Senator VAtN Ntjys. They'will be here in about 5 minutes.
The CHAIMAN. We will call them within a few minutes.
Senator CONNALLY. Mr. Chairman, yesterday, Governor Hobby

failed to appear. It will not take over 2 or 8 minutes for him to pre-
sent his statement. Would 3ou hear him now, or would you rather
have him later in the day?

The CHAIRMAN. If it'is agreeable, Senator, we will hear Governor
1-lobby. I just had a note that lie was here this morning.

Senator CONNALLY. That is perfectly agreeable.
The CHAIRMAN. Come around, Governor Hobby. We would be

very glad to hear from you.

STATEMENT OF FORMER GOVERNOR OF TEXAS, HON. W, P. HOBBY,
PUBLISHER OF THE HOUSTON POST

Mr. HonY. My name is W. P. Hobby, Houston, Tex., publisher of
the Houston Post.

Mr. Chairman and gentlemen of the committee, I assure you what
I say will not be long; it will have the soul of brevity.

I have read with gratification press reports that Senator Walter F.
George, your chairman, strongly urges inclusion of a provision in the
1942 revenue bill which will make it possible for businesses and indi-
viduals to pay something on their debts under heavy taxes which must
be levied to fnance the war.

I note with gratification, too, that the Treasury is reported to be
writing a formula by which debt retirement may be carried on in an
orderly manner under necessarily heavy wartime taxation.

These hopeful developments liave greatly encouraged businessmen
in rexas, many of whom face ruin or extreme hardships, and in whose
behaIf I appeared before the Ways and Means Committee of the House
to urge inclusion in the tax bill of a debt-relief provision. The House
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committee received these suggestions ini a friendly and understanding
spirit and failed to act on them, I am informed, solely because tine
was lacking at the end of its deliberations, and it was felt the Senate
would give this matter further attent ion without delaying final enact
ment of revenue legislation.

It is not my purpose to burden you now with technical or lengthy
arguments.

Briefly, there are thousands of businesses in this country which have
no war contracts and no expectation of getting war contracts. In
most cases these businesses have lost revenue or will lose revenue
through imposition of wartime economic controls over prices, produc-
tion, and distribution of goods. As the war continues, they can
anticipate only increasing difficulty and growing losses.

These are small corporations with limited resources. Prior to im-
position of heavy income taxes, they borrowed money for expansion
of their businesses, for payment on the purchase of business, for im.
provements or betterments, renewal of machinery, and similar
purposes.

These debts were incurred under the reasonable expectation of
repaying them from earnings. When the money was borrowed, no
one knew would be plunged into war which would make necessary
the greatest spending and taxation program in our history.

When many of these businesses borrowed money, 15 percent of their
earnings went to the Federal Government for income taxes. Under
the 1942 revenue bill as passed by the House, normal income tax and
surtaxes take 45 percent of earnings and excess-profits taxes up to
90 percent.

It is obvious that under these rates, despite the most careful and
prudent management, nothing will be left in many cases for )aying
debts incurred in good faith and which under normal conditions could
have been amortized from earnings without difficulty.

I explained before the House committee that with many of these
businesses it is a matter of life or death. I pointed out thiat owners
and operators of these businesses were not seeking favors or conces-
sions but only the right to survive.

This, in a sentence, is our request:
Leave us something with which to pay our debts and operating exlexass and

let the Government take the rest of our earnings to finance the war.

Merely as a suggestion, I said this to the House committee:
If you will allow in the new revenue law a credit for money actually paid on

debts incurred prior to Jammary 1, 1940, by thoqe businesses not enjoying war
contracts, the credit not to exceed 5 percent of the total debt in any 1 year, and
to apply on that portion of income subject to surtaxes and/or excess-profits tax,
I think you will have a formula which will not hurt the Treasury but really
help It In the long run and ait the same thie prevent a sentence of death being
passed on thousands of businesses In this country.

My idea that the debt deduction should be allowed only out of sur.
taxes and excess profits is based upon the fact that businesses incurring
indebtedness might have expected a reasonable increase in the normal
tax, but the exorbitant percentage that surtaxes and excess-profits taxes
call for could not have been anticipated, and therefore justifies a credit
allowance.

Since my appearance before the House committee, testimony before
your committee has revealed that even flourishing way industries
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whose Government orders are doubled and tripled in a week are find-
ing it difficult to finance borrowing for necessary plant expansions.

If these businesses find themselves in trouble, you may well imagine
how nuich greater are the difllculties of non-war businesses with
heavy pre-war indebtedness.

The first objective of the American economy must be, of course, to
win the war. To achieve that the American economy must, in my
opinion, remain a going concern, capable of paying taxes, providing
work for people wbo also can pay taxes and buy Government bonds.
As I interpret official statements and pronouncements, every business
is expected and urged by the President to pay off during this war
as much indebtedness as possible so the business may be financially
strong when the war is over.

Tihe debt relief provision for which small business pleads is in
line with this objective. It will enable business to survive. It will
keel) men and women working so they can help pay for the war. It
will establish an arrangement for the duration of the war which
will enable both business and financial agencies to know the condi-
tions under which they must operate. And it will create a sound
and workable pattern for American wartime economic life which can
stand on its own feet during the entire conflict without change.

The problem is one that must be met sooner or later. Meet it now
in time to prevent small business from being forced to the wall and
that war problem is out of the way. If you meet it now you will
save the businesses which must have this relief. If delayed, these
taxpayers will be lost to the Treasury.

The CHAIRMAN. Any questions, gentlemen?
Senator DANAHER. I would like to know, Governor, why you say

the credit should not exceed 5 percent of the total debt in any one
year?

How did you happen to hit on that particular percentage?
Mr. HOBBY. I just considered that most businesses could amortize

their debts on a 20-year plan and if that were the case, 5 percent a
year would enable them to carry on that amortization.
I I am not student enough to know that that is the best plan, but
it was just my plan, and that is the way I have hit upon it.

Senator DANAHlER. You do not try to relate it to the tax rate at all?
Mr. Honnr. Not at all. It was just what I thought was a reason-

able deduction and one that would fit in the line of amortizations
frequently made for 20-year payments, and if that 5 percent was
deducted, it would be so small that it would be less felt by the Treas.
ury than if it were a larger amount.

Senator DANAHER. Would you give about the equal amount of
credit to an individual or a business which was not in debt?

Mr. HOnnY. Well, I do not think one that is not in debt is in any
trouble, except this, I think, if my theory is correct and my idea is
correct about it, what I am talkifig about affects the whole business
structure, the credit system of the country. To keep business going
is as important to the man or concern that does not owe money as it
is even to the man who does.

The CHAMMAN. Your idea is he can apply a similar amortization?
Mr. HOBBY. Yes.
The CHAIRMAN. The American taxpayer who is in debt is able to

maintain his credit standing.
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Mr. HOBBY. Exactly, and the man who does not owe money is not
hurt by that.

The CHAMMAN. I fail to see that it creates any tremendous inequity
myself, although there should be ways in which we might preserve
the equity between taxpayers.

Senator CONNALLY. Just one question.
Mr. HOBBY. Yes.
Senator CONNALLY. Governor Hobby, I understand you to say

that you publish a newspaper.
Mr. HOBBY. Yes.
Senator CONNALLY. Am I correctly informed when I am advised

that the newspapers have lost on account of priorities and war regu-
lations, a great deal of their advertising and other income?

Mr. HOBBY. Newspapers, Senator onnally, have been hit hard in
the loss of their revenue, because the automobile and tire advertising
alone, I expect, will run 20 percent of the average linage of a news-
paper in our city, and in all cities.

It puts those advertisings out, and there is every reason to believe
that ethers will go out. The last we heard, we were going to lose
these beer advertisers, and there will be others-there will be other
lines.

Senator CONNALLY. Niitional advertising has generally fallen off in
local papers_

Mr. HoBY. Very much; very greatly.
Senator CONNALLY. All right, that is all.
Senator TA.r_. Governor Hobby, don't you think the limitation

would have to be on the percentage of net income or gross income
rather than debt?

Mr. Hon-r. I have noticed that suggestion. It may accomplish the
same purpose, Senator.

Senator TAr'. It seems to me, ordinarily, people pay their debts
more in accordance with their ability to earn money than they do
anything else. I should think that aiy banker as long as he is being
paid something, in some proportion of what the company is able to
pay, could not object very well to spreading the amortization.

Mr. HOBBY. I think that that would very likely accomplish the
same purpose that I have in mind.

Senator BYRD. Governor, I understand you propose to make this
deduction only for existing indebtedness, indebtedness that has oc-
curred to this date.

Mr. HoBY. That is correct.
Senator BYRD. What about any future indebtedness that may he

necessary for the expansion of business or for any other purposes?
Mr. HOBBY. I think that would be fine.
Senator BYRD, But your present proposal is applied to existing

indebtedness?
Mr. -ToBnY. Yes; I think it would be a very wise thing, I think

it would stimulate business in the country for improvement purposes.
plant improvement, building, or anything else. The development
would help business in a general way, it would stimulate trade.

Senator BYniD. Of course, you woild have to safeguard that, because
some companies may borrow money for the purposes of reducing their
taxation in the future. I think there is a great deal of logic in your
argument with respect to the existing indebtedness, and some logic
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with respect to the future, because the taxation will be so great that
perhaps these companies would not have the money for expansion
which they may require.

Mr. HoBY. I think it may come to the time when you gentlemen
would consider it wise to do that on future borrowings.

Of course, what I am talking about I think is the most pressing
need. 0f course. you do not have as much opportunity for improve-
ment of your plan; and facilities now because it is hard to get what
you need.

Senator BYRD. Have you given any consideration to the quick asset
that a company may have? Suppose a company has a large cash
reserve and also owes a debt but does not apply that cash to the debt?

Should not that be considered in this deduction equivalent to 5
percent of the indebtedness in the taxation?

Mr. BolnBy. Well, Senator, I do not know about that. I imagine
most of them have paid as much as they could and would have very
little cash reserve. If they had the cash they paid most of the cash
on the debts.

Senator IBYRD. I think many) prudent companies are trying to ac-
cumdate a cash reserve by reason of the uncertainties.

I only bring that out, because while I think there is a great deal
in your theory, a good many details must be worked out.

Mr. HoBBY. I think that is correct.
The CHAMMAN. Thank you very much, Governor.
Mr. Honna'. Thank you, Senator, and all of the Senators.
The CIIAIRNIAN. The first witness scheduled this morning is Mr.

McGovern, of the American Chaniher of Commerce of Cuba.

STATEMENT OF MAURICE T. McGOVERN, HABANA, CUBA, REPRE-
SENTING THE AMERICAN CHAMBER OF COMMERCE OF CUBA

The CiMwhAN. Maybe wve might shorten your testimony here on
this point with this statement: I think it is recognized that the
complete elimination of section 116 (a) was not really intended, that
it was not the primary pil' pose in the case of the bona fide, nonresi-
dent American citizen who established a home and maintains his estab.
I ishmiient and is taking on corresponding obligations of the home in
any foreign country, but there is some need for treatment of this
seVction. so that the technicians, American ci izens who are merely tem-
porarily away from home could le properly reached and properly
dealt w ith for taxation purposes.

I make that statement to you in the beginning in the hope it might
relieve some of the burden from you. We would be glad to hear from
you oin the problem that you wish' to present this morning.

Mr. McGovpnx. Thank you. Mr. Chairman.
My name is Maurice r. McGovern. I am a citizen of the United

States and a resident of Habana, Cuba. I have been in business im-
porting into and selling American l)roducts in Cuba for the past 25
yea rs.

I shall not attempt to stick to my text. Mr. Chairman, because the
points which you mentioned are the points which we were going to
request for bo a fide residents of foreign countries, Americancitizens
interested in commerce, but may I point out a few things that I think
would be interesting?

U0l3 --- I2- -vol, 1-48
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The CHAIRMAN. Yes. I am sure the committee would be glad to
have you do so.

Mr. McGovERN. Perhaps some few statistics on foreign-born resi-
dents in Latin America might be helpful. This data is, of necessity,
approximate. There are approximately 230,000 Germans and ap-
proximately 1,330,000 Italians in Latin America.

Senator VANDENBEBRO. What do you mean by "Latin America"?
Do you mean the entire area in the Western Hemisphere covered by
Latin American countries?

Mr. McGoVERN. Yes; in all of the continent of South America the
West Indies, and Central America.

Senator TAFT. And Mexico?
Mr. McGovERN. And Mexico; yes.
There are about 230,000 Japanese in Latin America, 150,000 French,

and 200,000 British.
Senator VANDENBE0. What is the total population?
Mr. McGovnN. The total population is about 127,000,000, 1 be-

lieve. Of these there are 1,800,000 enemy nationals. There are only
about 56,000 American citizens, men, women, and children, resident
in Latin America, and of these there arc perhaps 25,000 men like
myself who spend most of their lives abroad in the foreign commerce
of the United States.

They deal in a foreign currency, in a foreign language, and against
foreign competitors under foreign laws, and they must all pay foreign
taxes. They cannot vote, they do not participate in social security.
They do not enjoy public-works programs, agricultural aid, or they
are not entitled to unemployment relief, but they do ask that in the
unequal fight they must carry on in foreign commerce, that no further
handicap will be placed on them.

Citizens of England, Spain, Sweden, France, Canada and Mexico
payr no income tax to their home countries while residents abroad.
It is considered common practice for Germany and Japan to subsidize
their foreign commerce and many of their nationals individually
abroad. No foreigner could come to the United States and pay all
the American taxes, conduct a business in the United States and then
pay a substantial tax on his income to a foreign country and expect to
continue competing in the United States.

Senator VANDENnER. I would not think so.
Mr. McGovERN. And the converse is true with respect to the resident

Americans abroad.
Income tax on American salaried employees working abroad would

handicap them unfairly. While their salaries may, in some cases, be
somewhat higher than for similar positions in the United States,
their expenses frequently more than offset these increases in salaries.
They pay higher prices for all American things which they and theirfamiliesbuy.

This increase is from 10 to 100 percent on automobiles, radios, re-
frigerators, shoes, stockings, suits, and American food.

Their local products are generally more expensive: electricity, gaso-
line, house rent, medical fees, hospital dues.

We pay 17 cents a gallon tax on gasoline in Cuba; we pay 84 cents a
gallon for the gasoline. The education of their children in their local
countries presents expenses far in excess of similar education in the

I
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United States, and when their children "return to the United States for
preparatory school or college the total expenses per child per year are
enormous. This proposed elimination of section 116 (a) will deprive
many of these children of education in the United States and it will
thereby deprive some of them of citizenship.

In foreign countries where there are no income taxes other taxes are
usually excessive, and where there are income taxes recently inaugu-
rated, those income taxes are usually small, but the other taxes are the
important part of the country's revenues and an important part of the
taxpayer's expense.

We believe that the public policy of the United States should en-
courage and not penalize this pioneer work, and that no steps should
be taken as a part of our public policy to handicap our foreign com.
merce.

Americans abroad take risks regarding health. Even American
insurance companies writing insurance abroad on Americans resident
abroad, generally charge a higher premium for similar occupations
than within the territory of the United States.

The civilian American resident in the United States is today enjoy.
ing full-time work and high wages in an atmosphere of controlled
living cost, which permits him to pay appropriate income taxes.

The American in commerce, resident abroad, is today unable to get
merchandise with which to carry on his established business in any
volume which enables him to profit. He is making many sacrifices in
increased living and business expense, whether in private business or
working on a salary, to maintain the network of his markets open for
the day when his communications are reestablished and against the
day when he shall have the keenest of competition from world sup-
pliers in the markets which lie has cultivated.

I have been devoting my entire time for the past 30 years to foreign
commerce, the last 25 of which I have lived abroad.

Frankly, the American foreign-commorce men abroad of 40 years
ago, if viewed in cross section, left much to be desired. American
firms trying to get men to go abroad had to employ semiadventurers;
nobody else would consider work of that kind.

This condition continued until 1926, when section 116 (a), I. R. C.,
was introduced. Tim effect of this exemption was twofold: It offered
some financial relief, but the most important was the effect on morale.
The introduction of section 116 (a) served notice on the world, on the
Americans abroad, and on the young Americans at home, that the
United States had cast off its commercial isolation; that it was going
to trade on the six continents and over the seven oceans; that our
Government looked with favor on its men in foreign commerce.

Young Americans became pioneers again. Young college men and
women prepared themselves; they went around the world and lived
on the other side. They built commerce and friendship for America,
and they carried progress, education, and enlightenment to the coun-
tries where they resided, In short, they benefited the Americans who
remained at home and the natives of the country to which they went.

The American consulates and embassies soon found willing hands
with whom to cooperate in carrying out their missions.

Resident Americans who knew the language, the country, and
the people,'mn who'could do things easily, things which the mis.
sions themselves, could not in any way accomplish.
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Our chamber of commerce ho)es that, in your study of this matter,
you will find a way clear to assist these men in living abroad and
in educating their children in the United States, which is a very
expensive proposition,

ile (IHAIRMAN. Very well, sir. We thank you very much.
Are there any questions?
Senator '.rr. Mr. McGovern, in reference to the deduction of

foreign income txes, do most of the Latin-American countries have
no 1)ersonal income taxes?

Mr. MCGOvERN. Well, I do not know. There are 21 countries and
they change their laws very rapidly. In Cuba our income tax on
earned income, which is now in the nature of a withholding tax,
was installed on January 1 of this year.

Senator TAMr. What is it?
Mr. McGovEwN. It starts at 1 percent and goes to 9 percent. I

cannot give you the detailed figures. It is involved, like all of these
things.

Senator TAM. Your point is even if you do not pay foreign income
taxes but can be credited on the American tax, there are other taxes,
indirect taxes, that you do have to pay in one way or another.

Mr. McGovEnN. Yes, sir. We pay a tax of 17 cents a gallon on
gasoline. On an automobile which comes in there the duties aid
sales taxes amount to 33 percent; on radio, 75 percent-on the New
York cost basis I am speaking of-and on a refrigerator the,. are
41 percent.

And it is similar on many other things. lhese are regular prices
here, they are not wartime'prices that I am speaking of. and these
are normal taxes which we pay on American products of that kind.

Senator DAvis. M'. McGovern, how many citizens of the United
States are in Latin America?

Mr. McGOVERN. According to the best estimate I could get, it was
about 56,000 men, women, and children.

Senator CONN ALLY. Let me ask yTou a question: Su) ose an Amer-
ican residing in Mexico wAs in the employ of an oil company, we
will say-I do not suppose there are any now, but there wve-a
branch of a subsidiary which incorporated in Mexico, would you,
under this provision, exclude all the salary that lie would draw from
that oil company?

Mr. McGovERN. If lie was a resident in Mexico, raising his family
in Mexico, maintaining his house in Mexico-

Senator CONNAL.Y. The bill has nothing to do with that. There
is nothing in the bill about raising a family. Just leave the family
out.

He, is residing in Mexico, getting $10,000 a year from the Husteca
Oil Co,; under this amnendmelnt he would not pay any United States
taxes?

Mr. McGOvERN. I believe not.
Senator CONNALLY. Well, you say you believe not. You drew it and

submitted it. I would like to know,
Mr. McGovERN. It is our intention to exclude all definite residents

broad, to ask for their exclusion.
Senator CONNALLY. That is all.
Senator TAr. What is your status on other income? Do you pay

it personal income tax on other income derived in the United States,
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or do you pay the same that an alien would pay, an Englishman
residing in the United States?

Mr. McGovEnN. No; we make an American income-tax return on
all of our income earned in the United States, and we have to include
any unearned income which we may receive from foreign countries.

Senator Tmrt. From foreign countries?
Mr. McGovEN. Yes if it is unearned income.
Senator TArr. You just take out of that your salary? That is per-

mitted to be deducted?
Mr. McGovuN. Yes.
Senator GUFFEY, Mr. McGovern, one question. You say the per-

sonnel of the American in foreign trade has improved and is now
very good. Is that correct all through South America?

Mr. McGovERN. That is correct all over the world, insofar as my
experience goes, especially in South America because in 1926 young
muen with college training, engineers, professional men, dentists,
lawyers, accountants, have taken up foreign work.

Senator GUFFEY. I agree with you that prior to that time there was
a lot of room for improvement.

Mr. MCGOVERN. I think so.
The CHAIRmim. All right.
Mr. Nave, of the American Chamber of Commerce of Rio de Janeiro.

STATEMENT OF CYRIL W. NAVE, RIO DE JANEIRO, BRAZIL, REPRE-
SENTING THE AMERICAN CHAMBER OF COMMERCE FOR
BRAZIL

Mr. NAVE. Mr. Chairman and gentlemen, I an C 'ril W. Nave, an
American citizen and resident in Rio de Janeiro. I did not come here
purposely to present this report, rather I was here on urgent business
and was asked by my chamber of comnnerce to make this presen , ait ion,
which I am very happy to do.

In view of the statement which the chairman has just made, I shall
not read this statement. However, if Ilhe Chair would permit, I
would like to draw from my personal expri(nce to emplsize the
underlying thought in my memorandum.

The CHAIRMAN. You may do so.
Mr. NAVE. I went to Brazil in 1921. I have been there 21 years.
During my first 5 years in Brazil I traveled from the south-fromn

the cattle country in the south-to the Amazon River in the north.
I think I was in every accessible port in the country. I visited most
of the important hinterland cities. During those 5 years, after having
left the cities of Rio and Sao Paulo, I very seldom met any of my
fellow countrymen.

Nevertheless, in almost every other port I would meet the Britisher
with his insurance agency, his shipping agency, maybe his general
merchandise, his club, andperhaps his school.

I would meet the German with his shipping organization, his drug
business, his hardware business. Similarly, the Italians and, to some
extent, the French. Back in those days our American firms were
largely staffed by nationals of'Europe or of Great Britain.

Since 1926 we have seen a very satisfying change. There has been a
steady influx of intelligent, vigorous young Americans. Today, when
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I make those same trips I will find Americans in Porto Alegre on thie
south, and I will find them in Belem in the north, bringing out the
nut and oil you will find them on the Amazon River. I think nothing
should be done which will tend to discourage the young man coming
abroad, where lie will be outnumbered by the British, by the Germans,
by the nationals of every other important trading mission. We simply
urge that nothing be (lone which will tend to discourage the younger
man from carrying on the fight which they have very sitcessfully
waged during the last 15 years.

The CHAInMAN. Any questions, gentlemen?
Senator TAFT. If this isamended by saying "bona fide residence,"

what makes a man a resident? How long should he stay there to be
exempt?

Mr. NAVE. Personally, I think he should reside there at least 1 year.
Senator TAr. I suppose a good many of those men come back to

the United States; they go back and forth.
Mr. NAVE. Yes; perhaps after a tour of duty of some 3 years, maybe

4 years. In my first instance, I was almost 5 years away.
Senator CONNALLY. Are you in an individual business, or do you

work for a company?
Mr. NAVE. I work for a corporation in the distribution of kerosene

and gasoline.
Senator CONNALLY. What oil company?
Mr. NAVE. The Atlantic Refining Co., Philadelphia, Pa.
The CHAIRMAN. The present law is that a continuous residence of 6

months in a foreign country entitles one to this credit on earned
income.

Mr. NAvE,. That is right. I think that is insufficient.
The CHAIRMAN. But it must be a bona fide actual residence abroad

in a foreign country. You have no objection to that, of course.
Mr. NAVE. Mr. Chairman, I am not sure I understand the last part

of your question.
The CHAIRMAN. I say the whole thing turns upon the bona fides of

the residence abroad.
Mr. NAvE. That is right.
The CHAIRMAN. You have no objection to that?
Mr. NAVE. None whatever.
The CHAIRMAN. Men who are out of the country temporarily, even

for 6 months, where it is a temporary residence where they 'do not
propose to make it permanent, they stand on a different basis, I guess.

Mr. NAVE. I think they should. I thinly, they jeopardize the right
of the young men who go abroad to make their future abroad.

The CHAIRMAN. I agree with you. All right, thank you.
(Mr. Nave submitted the following memoraildum:)

Mvsoa\x>Ur PuirEr.NTED By V. W. NAVE., OF lO Di.: JANPJIRO. ON BI:.rI' Er
Am'Ic': ViCr,.irnrE or CnuIru"RtE lT ?rA;.Tr

1. We sincerely believe that abolition of the present exermition wou d hurt n
prenihin on foreign managers and employees of Amerlen branch loosr', arid
other American buslness4 activities In foreign countries to the detriment of
Amerlean interests.

2. Soine Anmericans resident in Brazil are employed by Brazilian organilzations
and the same argument would apply In their cafges, aid taxing th Brazilian
earnings of these Amerieans would tend to result in their positions being taken
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by nationals of other countries, whose governments do not assess income tax
en their nationals residing and earning their livelihood abroad.
3. American firms with substantial American personnel abroad will be placed

a( a severe financial disadvantage as compared to competing firms of foreign
nationalities.

4. There are various local taxes which are not In the nature of an Income tax
and therefore would not be deductible from the United States( tax if imposed.
One of our American members, who Is engaged in business in his Individual
nane and represents a number of American manufacturers has submitted to us
a statement showing that in 1941 he was required to pay a municipal business
tax, Federal district industries and professional tax, a special, tax because he
deals with electrical materials, Industrial and professional taxes in the State
of Sao Paulo, a special publicity license tax in Sao Paulo, Internal revenue taxes
in Porto Alegre ard Recife, a tax on his business signs, as well as a number of
other miscellaneous taxes which amounted to nearly $1,000 In 1941. These do
riot include a 11/t percent sales tax nor a 4 percent social security tax on all
salaries, nor double Brazilian Income tax as a merchant and as an individual,
respectively. Add to all this the proposed heavy United States income tax and
it is doubtful if he will be able to remain in business. The above do not include
the documentary stamp tax on all transactions nor the syndicate tax. Certainly
anyone of another nationality will be in a far better position to replace im1
from a tax viewpoint.

5. Americans resident abroad reap little or no benefit from the taxation imposed
upon them in Brazil. The Rio qolorry is typical of those of most communities,
who, in addition to meeting the various taxes imposed by the Brazilian Govern-
ment, must maintain their own schools and hospital facilities if their children
are to be instructed In the English tongue and according to American standards.

During the last few years a relatively small American colony In Rio completely
financed the erection of the local grade and higl-school building at a cost of
some $40,000. The teaching staff is composed largely of American teachers from
the United States and instruction is based entirely on American standards.

The American and British colonies Jointly maintain a hospital in Rio together
with an adequate medical ard nursing staff in order to afford our community
adequate hospitalization facilities.

Tie point to be stresseQ in this connection Is that, whereas at home these
items are absorbed In the State and municipal tat bills, our American colony
here must pay corresponding State and municipal taxes for the benefit of 1lr
Brazilians, and in addition to said taxes they must provide additional facilities
at their private expense to the end that their children may be brought up under
Anierican standards. If Uncle Sam still imposed another tax the Americans
resident in Brazil will be paying the Brazilian tax share, the burden of taxation
in the United States and still find that lie must provide school and hospital
facilities In addition thereto.

0. There is also the question of additional expenses to which Americans resi-
dent abroad are subject which does not apply to those resident in the United
States, An American with a large family is compelled to save over a period of
2 to 3 years in order to nmke it possible for hin aird his family to travel to the
United States and spend a few months there. In the case of a family of'four
children tie round-trip passage amounts to over $5,000, arid this, of course, does
riot include hotel and other expenses in the United States. Marny Americans
are placing their children in summer camps In the States inasmuch as they can-
riot afford to bring therm here during their school vacations, These items of
traveling expenslis or summer camp expenses are iteras which would not appear
In the budgets of these families except for the fact that they are residents abroad.

7. We have in Rio an organization knowir as the Institrteo Brazil-Esitados
Unidos, financed to a large extent by the colony, which is engaged in promoting
cultural relations between the United States and Brazil.

We also have an American Society of Rio de Jnneiro, entirely supported by
tire American colony, the principal activities of which are the support of"
indigent American citizens, aiding stranded Americans to arrange passage honre,
and In general meeting the responsibilities which our colony feels should be
done by an organization of this kind,
8. There Is also the problem of foreign exchange which complicates thi

proposed tax amid which creates an additional burden. For example, if an
American receives compensation in dollars his funds are converted at present
ntt tire rate of about 10$400 per dollar. If, however, he wishes to purchase.
dollars for' purchases other than Importation of merchandise lie Is required to
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buy dollars tit the rite of 20$200 per dollar plus a 5-percent retuitianne tax
or a total difference of nearly 10 percent on such remittances. It is doubtfill
If such a remittance tax would be deductible under United States Income tax
regulations. Further, on account of the exchange restrictions which exist in
Brazil, there Is no precedent to know whether It would be possible to buy
American dollars for tax purposes.

9. The most Important reason why our Government should 11ot impose h1icoue
tax on bona fde nonresident nationals can be based on evidence brought out II
the following concrete example.

Our chief public utility organization In Brazil I& ('anadian Iis key lilsi.
tons are filled by Canadians, Englishmen, and Americans, and at present the,
management contemplates the addition of three engineers on theih staff. If
American engineers are faced with paying United States income tax, iN it not
obvious that these posts will go to the nationals of Canada, England. or some
other country? In brief, no country to our knowledge Imposes m income tax
on the income of these nonresident nationals earned abroad. If lhe United
States really desires to encourage better relations with Latin-Anterican coua-
tries it can hardly accomplish that aim by burdening American citizens there
employed with a tax which the nationals of other countr-ies need not pay.
Should Uncle Sam be the first to take the prejudicial stand tending to curtail
further Infiltration of Americans in these conries or prIejudilce ti interests
of those already there?

10. If this exemption is eliminated American organizations abroad employing
Americans, Brazilians, and other nationals will be faced with a complete disrup-
tion of present salary schedules, built up over a period of years on the basis of
capabilities, length of service, etc., in that Americans will stiffer a substaitial
cut In their income whereas other nationals will not be affected; this will result
in discrimination against Americans, who will receive considerably less not income
than their associates.

11, Americans here are quite in agreement with the amending of section 116 (a)
so as to exempt only bona Ride nonresidents, We are aware that some Amerlcans
have abused the 6 months and a day provision of the present law. Recently an
American executive stated that by prolonging his sojourn a few more weeks than
was necessary he would avoid payment of income tax well In excess of the total
salary of many bona fide nonresident Americans in our colony. Our frank opinion.
is that the Federal Treasury can receive a great deal nore by way of inome tax
from this group of Americans than by Imposing the tax upon bona fide nonresident
Americans.

Trhe CHAIRMAN. Mr. Mkcrath of the American Chambe of C(om-
merce, of Argentina,

STATEMENT OF 1AMES E. McGRATH, BUENOS AIRES, ARGENTINA,
REPRESENTING THE CHAMBER OF COMMERCE OF THE UNITED
STATES OF AMERICA IN THE ARGENTINE REPUBLIC

Mr. MCGRATH. Mr. Chairman and gentlemen of the committee, like
my predecessors I was very much encouraged to hear the chairman's
opening remarks.

My name is James E. McGrath. I am an American citizen born in
Boston. In the last 32 years I have spent about 29 in Latin America-
8 years in the Canal Zone under the United States Government and
practically 21 years in Argentina. T have also traveled in some of the
other Latn American countries,

For more than 20 years I have been employed by an American
branch bank in Buenos Aires. My work includes the editing of a
monthly bulletin on economic conditions, placing American exporters
in touch with Argentine importers) and vice versa, and market analy.ies
of various kinds.

My feeling is that the principal value each one of us can give to the
testimony today is to bring in the local point of view, because naturally
each country has its own problems.
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I am married and have four children, the oldest of whom is now 17.
I recently brought him. to the States, to put him in school where he

could prepare for eventual entry into an American college.
The Chamber of Commerce o the United States of America in the

Argentine Republic took advantage of my being here to ask that I
represent them before your committee. They have prepared a brief,of which you have copies2 and which I request to have included in
this hearing as an appendix to my oral testimony. To save the com-
mittee's time, I shall only read a few extracts from this brief, but
I should like to comment upon some phases of it.

It is necessarily similar to other briefs submitted, because the general
conclusions of American businessmen resident abroad naturally coin-
cide. Therefore, I shall try to limit myself to the Argentine picture,
with which I am familiar, after subscribing to the remarks of the
speakers who preceded me.

We Americans in Argentina do not question the necessity of in-
creased taxation by the United States Government. We merely wish
to discuss the matter as it affects United States foreign trade running
into annual totals of billions of dollars. We are convinced that the
small total of additional revenues that might be obtained from the
proposed tax, if exchange restrictions in foreign countries do not pre-
vent us from remitting, as is sometimes the case, is entirely out of pro-
portion to the damage which will certainly be done to our carefully
built up volume of foreign trade.

We believe that the tax would be an unbearable burden for the Amer-
ican personnel permanently residing abroad, which can be properly
trained only by years of effort and at the expense of a heavy turn-over
resulting from inadaptability, sickness, or dissatisfied and homesick
wives.

Such inadaptability is not readily admitted by head offices which
have invested time, salaries, and traveling expenses in men who are
given many chances to produce before they are earmarked as duds and
sent home'for any one of several reasons. In other words, the over-
head is much greater in that particular phase of foreign trade than
it is domestic business.

Of the five principal factors entering into foreign trade, price,
credit terms, delivery date, quality, and service, Americans, in Argen-
tina at least, emphasize quality and service and believe it is more
important for head office men to start a foreign career with a thor-
ough knowledge of the product than of the foreign language, which
can be acquired later.

The corollary to this theory is that in Argentina the proportion of
hend office mol to local employees is very low. Out of 550 employees
in our own organization, we rarely have as many as 20 Americans.
One very large automobile company has but one bead office man among
its hundreds of employees, and that is the general tendency.

Buenos Aires is probably the world's keenest battle ground for for.
eign trade. Argentine progress is based uvon the truest kind of
wealth-raw materials for foodstuffs and clothing, man's primary
needs.

The great volume of such raw materials exported in normal times
provide-s the wherewithal to purchase a wide variety of expensive
imported goods, and foreign exporters dance attendance upon this
market. Of the 131/.2 million residents of Argentina. nearly 90 per-
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cent are of Spanish or Italian origin. TiIe population is about 97
percent white, the remainder being mostly Indians. There tire ap-
proximately 230,000 of Germanic origin or descent; similar numbers
of Russians, Poles and other Central European pel)ls.

May I mention that 1 am including those of European ancestry as
well as those who have been born iii the foreign countries. T e
are some 40,000 British or Anglo-Argentines, and only 4,000 Atneri-
cans, including women and children.

It is not necessary to remind this committee of the mny hanldicaps
under which American businessmen in Argentina have labored in
the past 20 years, including customs, sanitary, and exebnge restric-
tions emanating from both Washington and Buenos Aires,

Nevertheless, this handful of Americans are now No. 1 boys in
Argentine foreign trade.

Lei me call your attention to a very few )aragralts iin the cinm-
ber's brief. One reads:

The cost oif 11,i)g abroad for tihe avrae busilnsS.'nit Is almost lnvriably
higher than that of giving at home, chiefly because of the necessity of atdjust-
ment to radically different evvironment, because of higher co-st of elucition--
both locally and when children return to the States to school-a tt because of
high transportation eosts to and from the Uniled States. Even if income
laxes Plid to foreign govermnelnts tre deductible froi such ilxes due 1o the
United States Government, relief afforded is relatively small, considering that
a much higher Iprorortion of total taxation, at least hi Latin-America, is
represented by vitrilotts ildirct taxes ihan is true il the Utited States.

To substantiate that statement Mr Chairman, I have before me
the April bulletin of the Central Bank of the Argentine Republic
which shows in the year 1941, which is similar, in general, to pre-
violts years, out of a total revenue of 958,446,000 pesos, that income
taxes amounted to 143:236,000 pesos, or roughly 15 percent.

On the other hand, there are various other laxes. The customs
ditties, which are unusually low, because exchange restrictions made
it very hard to import last year, were 218,607,000 pesos or 22.8 per-
ccitt its against 15 percent for income taxes.

Excise taxes upon liquors of various kinds, beer, wine, tobacco, and
cosmetics, and a number of other articles, all consuniers' goods,
amounted to 262,171,000 pesos, or 27.3 )ercent.

Most Latin American countries have stamp toxes, which call for
stamps upon almost any sort of document, from checks to real-estate
transfers. They amounted to 66,421,000 pesos, or 7 percent.

The sales tax producedd 45,648,000 pesos, or 4.8 percent.
Licenses together with inheritance taxes-they are not broken down

here-)rodticed 42,388,000 pesos, or 4.6 percent.
Wit i the exception of the inheritance tax, all of those that I have

mentioned-and I have purposely excluded the real estate tax-
ttiount to a great deal more, as you can see than the income tax.

The income tax in Argentina starts with 3 percent for eml)loyees
and 5 percent on any kind of unearned income. There is a surtax
starting at 10,000 pesos, roughly $2,300 per year, or /2 percent, which
graduaTly imiei-a-es to 7 percent at 250,000 pesos, or roughly $100,000,
so that the total tax could reach 12 percent.

I would say that the majority of Americans down there pay around
5 to 6 percent; but, as I have tried to point out, that is only a small
part of the total taxation.
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We have mentioned automobiles. Some 13 years ago, before the
world-wide debacle of 1929, when the Argentine peso was at par, which
was at that time roughly 421/2 cents American money, an automobile
importer calculated roughly that, to make a profit, he should sell an
American car for four times the amount in pesos that it cost here' in
dollars.

A Ford, for instance, selling at $600 in Detroit would sell for about
2,500 pesos in Argentina. Today the Argentine )eso is worth
sightly over 23 cents. Or, putting it in anotrier way, $100 American
money which was worth 235 pesos in 1929 today is worth 425 pesos
in the free market.

So that today, with increased duties, increased freight, and adverse
exchange, not to mention the fact that automobiles were very hard to
get before the American restrictions were placed in effect because of
the Argentine import restrictions, tlie automobile importer calculates
that he should get 11 or 12 pesos for each $1 value of an American
automobile as (ompared with 4 pesos some 13 years ago.

That is one of ninny indications of the greatly increased cost of
living.

Another paragraph in the chamber's brief remarks:
Because of tils higher cost of living, and also because living abroad entails

personal sacrflces of ninny other sorts, the American employee requests, and must
receive, if lie Is to be retained, a higher net salary than he would be paid at homne.
In most countries in South America people of influence, teolile in the ruling class,
,ire formed of very small groups, usually of wealthy individuals. If Americans
are going to maintain effectively their positions in such groups and be of any
value as salesmen and representatives of their country, lhey mnust spend greater
sums of nion1y In housing, entertaining, and the obligations of a more active and
%arled social life than would have been the case if they were living in the United
States. It i.s lifflenult to isolate such additomi ests in hotne vatcrtalinient
and charge them to an (expense account, so that such ('ntertailnilng forais parit of
living expenses.

In Argentina, unfortunately there is no very reliable index of the
cost of living, but the Central Bank keeps very careful records of
commodity prices.

Any statistician knows that there is quite a lag between the rise in
wholesale prices and the rise in retail prices, but the figures which I
am going to give I think will indicate to any layman that there must
have been some great increase in the cost of living in Argentina in
recent years.

Usina 1926 as a base of 100, in March of this year the general level
of whoesale commodity prices in Buenos Aires was 179, and it would
have been niuch higher were it not for the fact that meanwhile the
principal Argentine products had dropped in value to 80.1, whereas
all other nonagricultural products, including mostly imported goods,
had risen to 206.1.

I should like to add this personal note. Having worked ini a bank
in Buenos Aires for more than 20 years. I have a reasonably good
idea of the financial situation of the average American abroad. He
comes back from his triennial or quadrennial vacation-this is my
fourth vacation in 21 years--usually broke and often in debt, ready
to start again.

As his children grow up, lie tries to save enough to send them up
here to school, where he loses touch with them for several years, not
for a few months as you do when your boys go to college, in order that,
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if born abroad, they may become accus)litled enough to the 111ite
States to choose Americain citizenship. They are usually c:ititled to
dual citizenship under the laws of foreign countries as veiI as our
own until they are 21 years of age. If he must pay a United States
income tax, your average American abroad will either come back to
the States or find himself unable to give his children tin American
education, meaning that the second generation whici should e even
more helpful in foreign trade, will become nationals of t lie tiutry
where they live.

Now, may I read these very few paragraphs of the clntitber's brief
The proposed annulment of the exemption "would make it (-%in more difficult

than it is now to get representative and capable Americans to go abroad, unless
their firns were to make up for this taxation through salary aitdJusinlients
which would automatically increase the cost of doing business ant put Atierl.
can trade at a big disadvantage. American firms which found that tiiy c tltdi
not compete on such a basis would then be obliged to econCii~zC by hiring na-
tiontls of other countries for administrative posts and also to give reprisenta-
tion of American lines to such nationals, reverting to the condition whIeh
existed before American business entrenched itself In foreign markeit-.

It goes without saying that it suits the United States Governien--.and espe-
cially so in times of stress-to have American businessmen available thretad to
supply them with trade and other information which would nt I'm ,tlimi vise
available to Government representatives.

We feel that this is not a personal matter, nor in any way an mttmip on lite
part of individuals to escape personally warranted taxation. The problem seenis
to be whether the relatively insignificant additional revenue directly resulting
from this tax would not be outweighed by the great damage to American tusinslets
Interests, front the standpoints of the value of having Amirlean employees
resident abroad and of creating an additional obstacle for Amiriran firms to
meet export competition,

Daring the past 25 years the United States has never fallet itelow third place
In Argentine foreign trade, has usually been In s mond pIlace and, at present,
Is in first place. This Is being accomplished by a mere 4.00 American citizens
restihat in Argentina, including women and children, n gains t hnmmoisirably Inrger
groups of citizens of competing nations, We bellrve that this outstanding sue-
cess should not be dangerously handicapped by elihinating the prcsiot exemption
only to obtain an insignificant increase In revenue,

This refers entirely as have the remarks of the previous speakers, to
bonn fide residents in foreign countries

Thank you,
The CraUxMAN. Any questions?
Senator CONNALLY. to you work for a subsidiary of some company

here in the United States?
Mr. MCGRATH. I work for the brawch of The First National Bank of

Boston.
The CHAXRAN. We thank you very much, Mr. McGrath.
(Mr. McGrath submitted the following memorandum:)

MNIORANDUrM oF tan,[tjnn or CoMNDitF OF TilE UNITED RTATFs or AmFICA IN THR

ARENTIN 0llrpt' iitt, tuIiTEf BS UBATTE E. M(ORATI

I
Tha Chamber of Commerce of the United Slates of America In the Argentine

Republic is convinced that the annulment of exemption from Income tax on
income earned abroad for bona fide nonresldont Americans would not be in the
best interests of the United States.
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It believes ti It It( hasli and Slrollgest argument against this new taxation
is tile adver-, effect which It wotid have upon American foreign trade although
it recognizes tiat thei effect upon tie individual should also be borne in mind,
since that In turn would have a very serious Influence upo lls willingness to
live abroad In the promotion of trade.

The development of American business abroad owes much to specially trained
American personnel, partieularly so where quality rather than price has been
the selling factor. Nonresident citizens of competing countries are not subject
to income tax in their home countries (some (f them are even subsidized in their
trade). Such taxation would make It even more difficult than it is now to get
representative and.capable Americans to go abroad, unless their firms were to
make up for this taxation through salary adjustments, which would automati-
cally increase the cost of doing business and put American trade at a big dis-
advantage. American firms which found that they could not compete on such a
basis would then be obliged to economize by hiring nationals of other countries
for administrative posts and also to give representation of American lines to
such nationals, reverting to the condition which existed before American business
entrenched itself in foreign markets.

It goes without saying that it suits the United States Government-and
especially so in times of stress-to have American businessmen available abroad
to supply them with trade and other information which would not be otherwise
available to Government representatives.

From the individual standpoint, the chief considerations seem to be the fol-
lowing:

1. The cost of living abroad for the average businessman is almost invariably
higher than that of living at home, chiefly because of the necessity of adjustment
to radically different environment, because of higher costs of education-both
locally and when children return to the States to school--and because of high
transportation costs to and from the United States. Even if income taxes paid
to foreign governments are deductible from such taxes due to the United States
Government, relief afforded Is relatively small, considering that a much higher
proportion of total taxation, at least in Latin America, is represented by various
indirect taxes than is true In the United States.
2. Because of this higher cost of living, and also because living abroad entails

personal sacrifices of many other sorts, the American employee requests, and
must receive, if lie is to be retained, a higher net salary thnn h

l
e would be paid

at home.

IT

Practically all Americans living abroad may be considered as ambassadors and
salesmen, ambassadors for the American way of life and salesmen of American
goods, They carry with them American traditions and use American conveniences
as a rule. For such conveniences they must pay higher freight and duties on
articles of American nmnufaciure, and it cosisQ them a great deal more to be good
salesmet and representatives of American policies than It would cost the same
individuals if they were living In ti Unlted States. As foreigners representing
American business, United States cities are virtually compelled to maintain
higher living standards, and as ambasnsadors of the good-neighbor policy contacts
with local people of influence are necessarily more costly. In most countries of
South America, people of Influence il the ruling class are formed of very small
groups, usually of wealthy Individuals. If Americans are going to maintain
effectively their positions In such groups and be of any value as salesmen and
representatives of. their country, they nnmt spend greater sumis of money In
housing, entertaining, antd the obligations of a ni tre active and varied social life
than would have been the case if they were living in the United States. It Is
difficult to isolate such additional costs In home entertainingg and charge them to
an expense account, so that Such enterlifliing forms part of living expenses.

Health conditions are generally not as good for persons living in foreign
countries as they are in the States. To safeguard one's health, and for hospital
and medical services, one Is generally called upon to spend much larger sums
than if lie were living at home.

Consequently, after having to spend a greater part of his salary than would
be the case If lie were living in the States, a United States citizen living
abroad does not have much left over.
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An American living abroad is called upon to make ninny sacrifices. He
loses contacts with friefids and business acquaintances, so-that when he re-
turns It is difficult for hin to renew format, connections, and lie is forced
to get along, In great part, on what he has been able to save while In foreign
service. If he is fortunate enough to continue In business abroad until le
reaches retirement age, with what he has saved lie Is obliged to go to the expense
of setting up his home In the States and usually to suffer a loss on what
furnishings or housing facilities he has had in the foreign country when, at-
itoipting to dispo."e of then.

'Il

We feel that this Is not a personal matter, nor ili any way an attempt oil
the part of Individuals to escape personally warranted taxation. The problem
seems to be whether the relatively Insignificant additional revenue directly
resulting front this tax would not be outweighed by the great damage to Aiueri-
can business Interests, fomn the standpoints of the value of having American
employees resident abroad and of creating an additional obstacle for American
firms to meet export competition.

Annunlling the exemption would have one of two effects. Either the coin-
hontes able to afford It would bear the additional expense through augmented
salaries, or much of the American personnel would prefer to return to the
United States If this tax were applied and salary adjustments were not made.
If salaries had to be augmented, the question would then probably be whether
the size of the American staff should not be reduced as It would ie much
cheaper to employ additional local help rather than to pay the usual higher
American personnel salary, plus additional United States Income taxes. During
the past 25 years the United States has never fallen below third place il
Argentine foreign trade, has usually been In .second place and at present Is in
first place. This Is being accomplished by a, nere 4,000 American cities
resident in Argentina, Including women and children, against imnieasurahly
larger groups of citizens of competing nations. r WV' believe that this outstand-
ing success should not he dangerously handicapped by eliminating thp present
exemption only to obtain an Insignificant inere ase lit revenue.

The CHAnRMAN. Mr. Sollenberger.

STATEMENT OF W. S, SOLLENBERGER, REPRESENTING THE
AMERICAN CHAMBER OF COMMERCE OF MEXICO

Mr. SOLLNEIuEHE. Mr. Chairman, and gentlemen of the committee,
my name is Walter S. Sollenberger. I have been employed by* Ameri-
can interests in Mexico for th, past 20 years. I have been a resident
there during that time.

On behalf of the American Chamber of Comunerce of Mexico, [have
filed with the clerk the memorandum which was prepared by the
American Chamber of Commerce of Mexico. I shall not read it.

Senator GuFFEY. Will you speak a little louder, please.
The CrAIRMAN. Yes; speak loud enough so.all of these gentlemen

can hear you.
Senator GuirEY. It seems that the American Chamber of Com-

merce men in Latin-American companies have lost their voice.
Mr. SOLZNI EROER. I 0111 not going to read this memorandum. I

have presented it.
I am going to make a few remarks in connection with the subject,

possibly in amplification, to a slight extent of the memorandum.
The American Chamber of Commerce of Mexico feels that the most

vital point involved in this proposed change in legislation is the pos-
sible effect on the'iniplementing of the. forpigm-trade policy of .the
United States.
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The United States Government is now committed to a policy of
trade expansion. That is best implemented and put into effect by the
men in the field.

We feel that in Mexico American business has a rather high-class.
representation, and they have been, we feel, greatly helpful to your
accredited diplomatic representatives in Mexico, and we feel that
nothing should be done ii the way of removing the tax exemption
from bona fide American residents of Mexico which would possibly
decrease the flow of representatives of American interests there.

Senator Bnowx. Mr. Sollenberger, may I interrupt you?
Mr. SOLLENEROER. Yes, sir.
Senator BRow.N. You appear ryAi te last witness on this subject.Mr. So xaGF. lf ....

Senator Bnow . ou certainly clearfi, ,mind if you would
tell me what To resent exemptions are, and IDt he Treasury pro-
poses in the b What changesitproposes to make. l

Mr. SoLE$IIERoER. The exemption rider section 11Ia) at present
exempts alt income earned by Anerica4' residents a)r d. It does
not exempt income dwlk'edjfroxn ur c zwith ,the Unitt States.

Senate BRowN., That is'ubstantldy the tAte as the nendment
proposed by your.rassociatibpf..

Mr. OLLENBEROER. Yes, §f the resesit tinit the word g is not
"Amer 1[ans residing, abri$f; it -is "Aptrican bonreside ' in the
UnitedStates with a 6-m ti iiotlence 'detfi/the Unite. States"
as the ' overning factor fdr thqex'pt|ob.

Senll or B ow . W l t d you pr oi o do ?

Mr.tLLENIIER4J.R. Be~prdoii I;
Senar BRowNSJWhatIis ifrIropbl 4 o tlo in the ill ?
Mr. LmLoEN .O T clhanf-rit'o "bpa fld 4esiden abroad,"'

changing 'nt froml1'th nonresidiopttn the U~ite4 tates" t the actual
residents road, proven to th' oat ctio, the tax horities of
the United mates.

My predediors here b 'fre yhl"ive stressed th act that there
i generally so higher compensation or remujthtion abroad to
representatives of *ierican firms than for lik:% Work in the United
States? but they are '&f correct, ins as Mexico is concerned
iii saying there are taxes,"&' taw'nome tax. We have an income
tax in Mexico that graduates from 1.3 to 7.6 percent. The average
probably is between 4 and 5 percent for the average American resident
here.

In addition to the other taxes, indirect taxes which are just as nu-
merous in Mexico as they are in Brazil or Cuba, or in the Argentine,
there should also be taken into account the high cost of living abroad;
the fact that the American businessman abroad is in effect, an un-
official representative of the United States before the people .of the
country in which he is a guest, and consequently as such must main-
tain, if lie is going to be able to fill his position properly and properly
represent his interest, a considerably higher standard of living than
would be necessary than if lie were ivorknig here.

The legislation that was passed in 1926, has been very helpful in
increasing the rep)resenitation abroad. We feel at this'time, when
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the question is not to sell goods but to get goods to sell. ad(1 whl
practically every business in Latin America, American business in
Latin Aierica is faced, if not with cessation of profit for the war
period, possibly even with the certainty of a direct loss, and during
which time the American firms having rel)resentation there are plal-
ning, from the far-sighted standpoint, on continuing their representat-
tion, that no legislation withdrawing this portion of the privilege,
which Americans abroad enjoy should be enacted at this time.

That, I think, is about all I have to say, sir.
[lhe CHAIRMAN. Thank you very much,
Senator CONNALLY. May I ask you a question?
Mr. SOLLENBnER, Yes.
Senator CONNALLY. What company are you employed by?
Mr. SOLI.ENEROE. The Husteca Petroleum Co.
Senator CONNALLY. Are they still doing business there ?
Mr. SoiLZ NnERoi. They still have an offlee there.
Senator CONNALLY. But not doing business?
Mr. SOLLENnFROm. No.
Senator CONNALLY. You are still on the pay roll?
Mr. SOILn.NERnOFIR. I am stilhon the pay roll.
Senator GvFnr. You still hope to be back in business?
Mr. SoLuaNnmloF.n. We still hope we may.
The CHAIRMAN. Thank you, Mr. Sollenberger.
(The memorandum submitted by Mr. So ienberger is as follows:)

MEMORANDUM BY W. S. S Ot.ENInnaGER ON BEtAI.F OF TiE AMERICAN Un1ANIB i OF
CoMMEIwE or MtaXICO

IRe proposed deletion of section 22, jaragroph (b) 8 and section 116 (a) of
the Internal Itevenue Code of the United States of that part providing for
exclusion from gross income of "Earned Income from, sources without the
United States."

GENERAL

It is the considered opinion of this ehunber tlit the above proposeti action
would be a great mistake since the reasons which prompted the original inclusion
of this clause In the act sill prevail.

NEK NSITY OF IttflftST TYPE OF RIEPIESENTATION ABROAD

This chamber feels that it is essenitlal that the United States maintain itn tlhe
foreign field the highest type of Individual in conmerce, ministry, nti the pro-
fessions, as these representatives symbolize to a large extent, to the people of
the countries In which they reside, the people of our Nation and ripon theta depends
to a considerable degree the success of our foreign trade. Shouti the clansi,
which forms the stbject of this imaorandiuni be abolished at this tune, it is felt
that the firms employing these representatives would not find thetaselves in a
financial position, because of decreased foreign htsincss doe to war conditions, to
Increase the compenation of these representatives in nn tnonit sufficient to
offset that portion of tie additional tfx necessary to in1'ure the count iinmed employ.
meant in the foreign field of the type of representatives that are most desirable.
The United States Qoverinient is conmaitted to a policy of doing Its utmost to
increase our trade with other nations and to furtherance of the good-neighbor
policy through forging closer cotamercial and Industrial relations. The proper
type of American representation abrond IS one of the Most potent fartorq in Impl.e
meeting that policy,
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UFE IN THE FORMON FMLD

American citizens resident abroad forego many benefits, privileges, and civil
rights enjoyed by taxpayers resident in tire United States. Among these may be
mentioned the facilities afforded by our museums, libraries, national parks, etc.
These nonresidents are subjected particularly iin parts of the world where less
progress has been made, to ninny risks to health and life not experienced by
citizens residing within the United States. The risks of contracting diseases,
particularly tropical, to which our nationals are especially susceptible, indigenous
to certain countries, are great and the prevenlIon and treatment of these diseases
are expensive.

EXTiRAORDINARY EXPENSE OF LIFE IN 'lirE FOREIGN ShEvICE

(a) Edrrcation of children.-It is a patriotic duty of Americans resident abroad,
if financially able to do so, to hend their children during their formative years
for schooling in the United States. Tins is a legal obligation, If the children
are not to lose their rights lo citizenship, in the case of progeny having either
a foreign father or mother (ch. II, sec. 201, Nationality Act of 1040). This
schooling involves a niaterial and extraordinary outlay on the part of the parents,
for tuition, living expenses, and traveling expenses of the children to tie United
States and return. Even though the nonresident Anerivan children are not sent
back to the United States for all or inert of their education, an extraordinary
expense Is incurred for tuition for these children, when they attend schools in
the foreign countries whereas If resident in tire United States, the facilities of
the public granmiar fnd high schools as well as the State universities are avail-
able without tbis expense.

(b) Medical attertion.--Sanitary conditions in many countries are far below
the standards of the United Slates and such diseases, relatively unmlportant at
home, as ninrina, typhus, and typhoid are prevalenlt in many places. Tire river.
age American resident abroad is very susceptible to these diseases as lie does not
have the same immunity enjoyed by the natives of those coantrles where these
diseases have been prevalent for many generations. These hazards not only
involve risks of serious and permanent loss of health and possible death, but
also unusual expense for medical attention.

(o) Hone contacts-If Americans resident abroad are to maintain their Ameri.
can Ideals and in fact remain Americans In the broad sense of the word, It is
necessary that they and their chilren have nit least periodic contacts with people
and Institutions within the United States. This Involves extraordinary expense
of traveling and living wille awnay from their provisional homes.

d) Living stasrdards.-Arnerlcan residents abroad, to a certain extent, are
obliged to maintain living standards approaching those prevailing in the United
States. These living standards should be commensurate with those of repre-
sentatives of normally competing nations such as Germany, Japan, Italy, France,
and Great Britain, whose nationals are not required to pay Income taxes to their
respective governments. The maiitewmance of such living standards Involves
considerable more expense In the foreign field than at home.

CONCLUSION

We are proud to be in a position to state that Americans residing in Mexico are
highly patriotic and are heartily supporting tire policies of the Government of
the United States and its war effort. They are contributing, in many self-
sacrificing ways, to the war effort, among which may be mentioned ited Cross
work, assistance to the accredited representatives of their Government in Mexico,
and the purchase of war bonds. It Is hoped that it will be understood that this
plea for careful consideration of this matter will not be considered as based
on selfish interests as it is our considered opinion that the part of the Internal
Revenue Code to which this memorandum refers should be retained in the best
long-range Interests of our country.

It is further felt, If this is not done, that the high type of representation which
our country (hoes now and should enjoy abroad will be impaired to tie detriment
of our fritnror prestige.

76003--.42-vol. 1- 49
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There are approximately 1,000 resident heads of American families in Mexico
and it is doubtful it the increased net revenue from the relatively small number
estimated to be less than 1,000, who would be liable to tax woull be worth while
considering the disadvantages mentioned above.

WASIZINoToN, D. C., August 41, 19142.

The CIIAIaMAN. A telegram from Mr. Harry Wright to me will
be inserted in the record at this point.

(The telegram referred to is as follows:)
M xIco CITY, MEXICO,

July 21, 1912.
Hon. WALTrm F. GFoRea,

United States Senate, Washington, D. C.
Am informed proposed Income tax law will tax earned income on Americans,

earning salaries in foreign countries not included In previous law and no
other nation on earth taxes this Item. Will be very Injurious to American trade
and representation abroad because competitors can do business cheaper without
this overhead; we are told that some governments even subsidize their foreign
commercial representatives. We will have a poorer type of representative of
American firms as cost of living here far in excess of there. For instance,
I Just paid 11 cents American money for a San Antonio Express which cost a
nickel there; Crisco costs 26; bacon, 56; ham, 90 cents; dried fruit, 32 cents
per pound; Del Monte peaches, 90 cents can, Americans living here have no
public schools. A man with five children would have to pay at least $45 a
month for schools; 50 percent more for hospitals.

He is away from family and loved ones for years at the time. He pays
full bexican taxes, He loses touch and connections with things there. A
man on $100 to $200 per month salary would have half the expense living there.
We bring down young American experts in various lines because they do not
have to pay this tax. We cannot increase their pay sufficient and compete
with competitors who don't pay this tax and employ large number of European
refugees. Our company will buy from American firms this year n.acre than
$1,500,000, consisting in principle of welding material, copper, iron electrodes,
fire brick, alloys, machinery, and miscellaneous supplies. I am no tax dodger,
nor do I appeal for any tax dodger. I have paid my taxes annually in large
sums for me. Estimate I will pay this year at over $200,000 and that associates
In our company will increase this to $600,000, all earnings made in Mexico.

Our plants have more than $1,500,000 of machinery installed, 98 percent
purchased in United States. Have lived at 47 Londres Street since November
28, 1922, with no house In the States. I have lived in Mexico 42 years and
at times not visiting therd for period of over 2 years. I have given over 20
years to golf and country 'clubs which has done much to help relations and get
our Mexican friends to know us better. I help in all American charities and
celebrations here and contribute liberally. All I get out of this is the pride
I have in being an American.

Former Ambassador Josephus Daniels will confirm that there are a fine lot
of Americans here to do their part always and who are not tax dodgers. Think
present Ambassador will confirm but nas been here too short time to know us
as Intimately. I will retire from business August 1, so this only affects my
salary for 7 months. I am interested in your Americans here, American com-
merce, and proper American representations In all foreign countries.

Please give this careful consideration, I take liberty of appealing because
have been a resident of Macon, Ga,, and all that State; have come to Mexico
more than 40 years ago and your well-known intet'ests in American foreign
commerce.

HARIY WRIGHT.

The CHAI MAN. We have some communications from Nelson A.
Rockefeller, Coordinator of the Inter-American Affairs, and others,
which will be filed with the committee.

Mr. MeClintock.
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STATEMENT OF E. I. McCLINTOCK, PRESIDENT OF THE SYDNEY
ROSS C0., AND STERLING PRODUCTS INTERNATIONAL, INC.

The CHAIRMAN. You wish to speak about section 116 (a)?
Mr. MCCLINTOCK. Yes, sir.
My name is E. I. McClintock. I am president of the Sydney Ross

Co. and Sterling Products International, Inc., which companies are
engaged exclusively in the export business.

We have a business in Latin America in volume between seven and
eight million dollars a year. We have 92 Americans in the field and
employ a total number in Latin America of approximately 2,500
people.

Section 134 of the H. R. 7378 as passed by the House of Repre-
sentatives eliminates subsection (a) of section 116, relating to earned
income from sources without the United States.

The exemption was inserted in the Rvenue Act of 1926 for the
express purpose of encouraging foreign trade. The United States
has not been an aggressive export country. Our economy had been
geared to domestic markets. The export field had been looked upon
as a mere dumping ground for surplus production by most American
industries. The former great export countries have been shut out
of the markets which are still open to Unitt d States exporters.

In spite of the serious difficulties of supplies and shipping, the
United States is fast becoming export conscious, a fact that willhave
far reaching influence on our post-war economy. It is evident that
our Government is anxious to do everything to develop and expand
foreign markets.

In order to create and develop markets in foreign countries, it is
necessary to send out the pick of a company's personnel. There are
needed aggressive men of rounded experience, men of tact and per-
sonality, men whose judgment can be relied on to handle problems
that arise day by day thousands of miles distant from the home
office. Naturally, men of this type are scarce and they demand cor-
respondingly high compensation. The physical comforts and cli-
mat'ic conitions in most foreign countries are certainly not what they
are here. A man and his family do not have the comforts and ad-
vantages that residents in the United States enjoy. Educational
and cultural facilities are by no means equal to the United States
so that children must be sent to the United States to complete their
education in high schools or colleges. It is necessary for a success-
ful export man to maintain a high standard of living in order to
command the necessary respect.

He must belong to clubs, entertain on a larger scale than would
be necessary here, make contributions to various local charities, all
of this in order to maintain the necessary prestige. The higher com-
pensation paid does not by any means take care of the proportion-
ately higher personal expense demanded by these needs for main-
taining "face'; nor are these personal expenses chargeable as busi-
ness expenses, or deductible from income. While it is true even
normally that living expenses consume a proportionately greater
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share of the income of men living abroad, a universal increase in cost
of living makes it even more true now-with every allowance for the
higher salaries paid to foreign personnel by American export com-

.taeles-
If the elimination of the tax exemption becomes law, it will result

in many of the key men deserting foreign fields and returning to
the United States.

Senator CONNALLY. Would not you just raise their salary? You
are living here; you run the business; you get the profits-would not
you raise their salaries?

Mr. MCCLINTOCK. Senator Connally, at this rate, in the present
year, it would be very difficult, with the fiscal year ending in an
earlier period.

Senator CONNALLY. I understand if the Treasury part of the House
bill does go into effect you will next year raise their salaries for
them ?

Mr. McCUNTOCK. Next year we will raise their salaries, but that
will not take care of this year.

Senator CONNALLY. I understand that. It will take care of them
next year with increases in salaries?

Mr. MCCLINTOCK. Yes, sir; the companies engaged in foreign trade
cannot make up by additional compensation for the tax that would be
payable. It takes many years and large expenditures to create a mar-
ket abroad. The margin of profit in export-because of higher ex-
penses all along the line and the low purchasing power (making high
prices impossible) -is lower than in domestic business. Now ex-
penses of doing business have increased tremendously without a coin-
pensating rise in sales prices. For instance, insurance on shipments
to South America runs as high as 20 percent of the value, as against a
normal rate of three-fourth percent. The general result would be that
foreign personnel would be lost and many companies would be forced
to curtail, if not shut down completely, their business abroad.

It must be remembered that this exemption refers only to income
actually earned abroad. In effect, this exemption is a subsidy to export
trade. The loss in revenue in continuing the exemption would be
extremely small in relation to the benefits that are obtained by the
United States from the development of the export market, particu-
larly at this time when the absence of Axis competition gives an ex-
ceptional opportunity to American industry. Other nations who have
controlled export markets in the past give this tax exemption to their
nationals abroad and, furthermore, have subsidized this trade in
several other ways. With the exception of this individual exemption
from taxation, the United States has given no material assistance what-
soever to the development of foreign markets. It would certainly be
unwise to withdraw this support now.

The CHAIRMAN. We thank you, sir.
Mr. Richardson?
(Discussion off the record.)
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STATEMENT OF GEORGE F. RICHARDSON, NEW YORK, N. Y., REPRE-
SENTING STARR GROUP OF COMPANIES

The CHAIRMAN. Will you make your statement, Mr. Richardson?
Mr. RICHARDSON. Mr. Chairman and members of the committee,

my name is George F. Richardson. I reside in New York City. I
came to this country from Shanghai less than 2 years ago where I
had been residing for about 14 years with my wife and son.

I feel a little bit alone because I am only representing small busi-
ness here today. Our organizations, although incorporated under
American charters, were incorporated and started abroad and not
in the United States. I have no prepared statement to submit but I
shall, a little later, submit a chart which I trust will graphically depict
some of the points that have already been made, ana which I wish to
confirm.

I feel in a way that it would help if I could outline the kind of a
situation which prevails, which has not so far been covered and which
will not be covered by the proposed amendment thus far suggested
to replace section 134.

I understand, from statements made on behalf of the Treasury,
that it is felt that some tax dodgers have been hiding behind the
skirts of bona fide nonresidents. The act says "bona fide nonresi-
dents" and it is only a matter of enforcing the act in order to catch
any such people. It is possible that some may have merely gone
abroad for the purpose of working on a special Government contract,
or something of that sort, and if they have gone for a specific purpose
like that, even should they he absent for one, two, or three years, it
does not constitute an abdication of their residence in the United
States, and therefore the present law is quite adequate to cover them'
and it is not necessary, it seems to me, to attempt to kill off American
trade in order to catch the few that might be caught in the same way
that any other tax dodger could be caught by enforcing the law as it
now stands.

In order to make clear the distinction between my position and those
who have gone before, whose remarks I heartily endorse, I would like
to state how the businesses I represent grew up, and to state that
they are not the only businesses that have grown up under American
corporate charters on foreign soil.

I went out to China in the latter port of 1926. I met there Mr.
C. V. Starr, and I found that lie had come to China in the latter part of
1919. lHe was then a single man of 27 years of age. He had just been
honorably discharged from the Army after the last war and had gone
to the Orient to seek his fortune, because he did not have any.

He first stopped in Japan and worked as a stenographer for some
firm there, I think ah American company. After about 6 months, he
wont to Shanghai and landed there with 300 yen in his pocket. He
wanted to be a lawyer. Ie had studied for the bar in California and
had passed the examination, been admitted, but, unfortunately, his
eyesight did not permit him to do sufficient reading.

He had had a little experience as an insurance agent, and when he
got to Shanghai it lookedto him as if there was an opportunity for an
American insurance business to enter China.
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The financial stability of the American insurance business was
something to tie to in a land which was as full of revolutions as China

as at that time, and he started an insurance agency on the corer of
Nanking and Szechuan Roads in Shanghai in one little room on the
second floor.

That was in December 1919. Gradually the company extended, iuil-
til it bad offices in Canton, Hong Kong, Tientsin and various other
parts of China. It then overflowed into the Phifippine Islands and
into French Indochina, then into the Straits Settlements, then into
the Dutch East Indies and Siam.

In the meantime a fleet of American insurance companies had en-
trusted their oriental agencies to this group, and it seemed advisable
that an accounting office should be established in New York City on
behalf of our companies where the head offices of the companies who
were our principals and who were not controlled by us in any way,
could have a centralization of their accounts.

This was done by the establishment of a New York office under a
New York charter, which does no business in the United States.

However, after one of our men from Shanghai had come back here
to look after this office for a period of time, he felt there were oppor-
tunities in Latin America. lHe went to Habana and established an
office there. Subsequently, we have agencies or businesses in various
parts of Latin America, including Columbia, Venezuela, Argentina,
and various other places in South America and the Caribbean region.

It was very fortmat& that this happened, because the war came
along and our head office in Shanghai was, perforce, closed down by
the Japanese occupation, as were our offices in Hong Kong, Manila,
and other places there.

Some of our American staff were caught there in the occupation and
are there today. We hope that two of our men are now on their way
home, one coning from Hong Kong and one coming from Shanghai,
who is the editor of the Shanghai Evening Post and Mercury, the
only American daily there. Others are there and others were here
on furlough or on business at the time when the war broke out.

Their homes were in Shanghai or Manila, and now they do not
know where to hang their hats. Some are in Habana, one is in Lon.
don, and some really do not know where their homes are.

This is not a new situation. Our Philippine business was managed
for some time by a full-time man whose home was in the Manila Hotel.
Ile had to travel a good deal. He had to pay the Philippine income
tax, resident or not; on any income that he got there.

Now, there is-no reason that I can see why a bona fide nonresident
should be subject, whether a citizen of the United States or anybody
else, to extraterritorial taxation by tlhe United States.

If this were a case where the competitors of the United States citi-
zen abroad were having to pay the same tax, we would have no valid
reason for objecting to this, because all we ask is equality of oppor-
tunity. iWe, who have lived in China under the open-door policy know
that it is the settled policy of the United States Government to main-
tain in China an equality of opportunity for trade.

I believe that is the settled policy of 'the United States Government
for all foreign trade. It seems difficult then to reconcile ourselves to
a policy whereby the United States Government will endeavor to
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handle ) its representatives in foreign trade as compared with not
only the citizens of the foreign countries where these United States
citizens reside, but also as compared with the citizens of Great Britain,
of Frian ce, or of the Axis countries and others who come in there from
th(i' own lands and are able to compete on the basis of a lower tax
and consequently a higher amount of money to live on from the same
sa lary.

I can understand how it might be that if the Government is going
to send people abroad, or if corporations who have defense contracts
are going to send Americans abroad on salaries and then these Amer-
icans are called upon to pay taxes. I can understand how those Amer-
icans are not in danger of losing'their jobs because the Government
will not discharge them in order to employ competing foreign job
seekers who can work for anywhere from I to 2 to 3 or 4 or 5 months'
salary less per year and do the same work as the United States
citizens can.

Senator DAN.HER, Mr. Richardson, may I interrupt you please?
Mr. RICHARDSON. Certainly.
Senator DANAHEII. Are you satisfied that the law is adequate in its

deli)eation of a test of hone fide nonresident?
Mr. RIcIrAnRsoN. Yes.
Senator DAxNArzsa, No question of that arises at the present time?
Mr. RIcHAasoN. In my opinion, none whatsoever.
Senator DANATIER. I wonder why you injected the question of a

defense industry sending a representative abroad?
Mr. RlCHixDnsoN. I thought possibly that it might be in the minds

of some, from so1e of the questions that were asked this morning, that
if the Goverawent people abroad were going to have to pay taxes-
there was no reason why the person not in the employ of the Govern-
ment or a (ioverninent-controlled contractor, should not have to pay
the income tax.

But they have to meet competition in which they cannot be pro-
tected by the Government in any way. I believe' it was Senator Con-
nally who asked the question of one of the preceding witnesses with
respect to what his company would do if the tax was imposed. Well,
he said it would be difficult to raise their salaries this year, but they
could raise them next year.

Well, I worked for corporations for quite a number of years and
I know they cannot afford it, they cannot afford to be philanthropical
if they hope to compete in the foreign field. If they raise those
salaries, they will not be able to compete and if they do niot raise those
salaries, what will eventually happen is that they will employ foreign-
ers, just as was done in Shanghai when I went there. The National
City Bank in Shanghai, the branch was managed by British people,
not United States citizens, I was a little surprised but I was
informed that that was tlie policy in most of their branches in China.

At that time, there was no exemption for United States citizens
from income tax. That was installed in 1926. Of recent years, the
managers out there have been American citizens.

Senator DANAJni. What types of insurance did you write?
Mr. RicnanDsoN.- All types, sir.
Senator DANAHI:n. Is it not in the interest of the company to make

allowances by way of expenses if the cost of living increases?
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Mr. RI IARDSON. The company has to compete with the other con-
panies'in the field there. Those other companies in the field have
to make no such allowances. All we ask is a chance to compete with
them.

The CHAIRMA-N. All right, show us the map.
Mr. RICiIAm)SON. I would like to illustrate graphically what I mean.

This is a chart which will show the difference in the income that
remains to the United States nonresident after he had paid the taxes
that he has to pay to the United States and the taxes that he has to
pay to the foreign country, wherever lie happens to be, and lie has to
pay those taxes whether lie is a resident of that country or not.

Now, I have drawn this chart [indicating chart No. 1] on the basis
of a $7,000 income. That is not very high and not very low in the scale
of the House committee report. I iim going to pass this around, with
the chairman's permission.
The CHAIRMAN. You can just hold it up.
Mr. RICI.AiDSON. On the basis of $7,000 a year for a man with two

dependents, lie would have, therefore, not to pay as high income tax
to the United S(ates as a single man.

The red column represents what the United States citizen would
have left after paying his taxes on the average to Latin-American
countries.

I have taken into account the foreign tax credit. The foreign tax
credit, as you gentlemen know, is limited to the foreign income-tax
credit. The income tax is a newcomer in the tax field. The United
States and British Empire are much further ahead in it than other
countries are. As a result, you gentlemen heard the kind of taxes
that had to be paid in Latin America by cople who live there.

We had the same thing in China. We had to pay 40 percent on our
American automobiles. We had to pay high taxes on gasoline and
all that sort of thing. It does not make any difference whether you
reside there or not. If you are there you pay the tax.
Take all the taxes that the Latin-American resident, who is not a

United States citizen, has to pay, and deduct them from an income of
$7 000. HIe would not have to pay the United States income tax.

based on the 1942 proposed rate; this represents the difference [indi-
cating]. It represents a difference of 2 months' salary; it represents
a difference of 16 percent.

The foreign competitor for the American's job will have that
advantage over the United States citizen abroad who is working there.
Now, that is a percentage which varies.

I will say at the outset that the figures on which this is based were
taken partly from the 1942 House report, and partly from Tax Sys-
tems, the eighth and ninth editions, which give the collections from
the various South American countries of taxes, and divides those
collections into the various kinds of taxes. These charts average these
countries, so that the result will not be accurate for any one country.
But the result will be much greater if the accurate figures are taken.

This discrepancy, the discrimination, will be much greater if the
accurate figures are taken, and I am satisfied, if the committee will
call upon the Treasury Department to compile statistics for any one
country, or all the countries combined, they would find the discrepancy
is greater than I have depicted here.
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I would like to show you the reasons for this difference. The reason
for this difference is due to the difference in the tax, and here [indi-
cating chart No. 2] is a graphic depiction of the difference in the tax
which the United States citizen would have to pay as compared with
the tax which his foreign competitor would have to pay.

In this connection I wish to remind the committee that taxation
without representation was at one time a slogan which caused the
Thirteen Colonies to expatriate themselves from England. This is
not merely taxation without representation, it is not even just double
taxation without representation; look at the difference in those taxes.
That is on the basis of $7,000 a year, a man with two dependents, a wife
and two dependents.

That is an average.
Now, if the Treasury would care to check the figures on the latest tax

for any South American country, or for all the South American coun-
tries, and average them, I venture to say they will find that the dis-
crepancy is greater than is indicated there.

That is why it is a discrimination against the United States citizen.
If he works for his Government it may be that his Government will
not fail to stick by him, but if ile works for private companies that
have to compete in a foreign field, where there are competing companies
of other nationalities which do not have to meet the extra expense of
paying their employees enough to be able to pay the tax of the size
proposed for 1942-

The CHAIRMAN. I think we get your point. Is there anything else
you wish to submit?

Mr. RICHADSON. I will be glad to submit the tables on which this
is based, but I do not have them ready at the moment. I can submit
them to the committee's clerk. Although I feel that if the Treasury
Department questions them at all, all they have to do is to check the
figures with probably later figures which they have themselves.

The CHAIRMAN. Yes, sir; you may be permiitted, if you desire, to
submit the figures. Do you have anything else?

Mr. RICHARDSON. I would like to say that in China we had extra-
territoriality. The American Government and several other foreign
powers had extraterritorial rights there. That means that Congress
legislated for the Americans in China and we had a United States
Court in China, and I practiced law there for 13 years.

Extraterritoriality probably is now a dead 'letter. Extraterri-
toriality is considered a throw-back. To the best of my knowledge
the only vestige that remains of extraterritoriality in the world
today is the proposal of an extraterritorial tax on United States
citizens abroad.

I realize that sometimes people living in the United States here
at home think that the benefits of the united States Government are
great to its citizens abroad. I think we have to compare that with
the benefits received from the United States Government by its citi-
zens at home.

Abroad we do not have the right to trial by jury; we do not have
the right to vote, and when war comes we do not even have war
damage insurance. The War Damage Corporation law does not
cover Bill Hale's property out in Holly Heath in Shanghai at all,
it does not cover Mr. Starr's home on Hunaiao Road
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They are both gone. We haven't got that protection at all. I do
not think it covers a single stick of property in Latin America. That
is only another instance. So that the American citizens abroad do
not have value received for their taxes by any means.

And yet this proposed individual income tax, which is expected to
raise, according to the House report, nearly eight billions, will be
about one-third of all of the taxes to be levied by the Federal Gov-
ernment of the United States.

I should like also to submit a supplemental memorandum covering
this general subject.

The CHAIMAN. Are there any questions of Mr. Richardson? If
not, thank you, Mr. Richardson, for your appearance.

(The memorandum submitted by Mr. Richardson is as follows:)
SUPPLEMENTAL MEMORANDUM BY GEORGE F. RICHARDSON, NEW Yoas, N. Y., REeB-

SENTING STARR GROUP OF COMPANIES ON THE REVENUE BILL OF 1942, SECTION 134,
PAoE 78, To DELEm SECTiON 116 (a) FROM THIE INTEn4L RxVXrue CODE

EXCLUSION OF SALARIES EARNED OUTSIDE THE UNITED STATES BY NONRESIDENT UNITED
STATES CITIZENS FROM FEDERAL INDIVIDUAL INCOME TAX

From past statements of Treasury Department reprotatatives, I gather that
they feel that some tax dodgers are biding behind the skirts of bona fide non-
residents. Section 116 (a) as it now stands Is adequate to collect taxes on all
income from all who are not bona fide nonresidents. That section Is expressly
confined to "bona fide nonresidents of the United States." More absence from
the United States for a specified period, even though running more than 6 months,
or even more than a year, does not legally constitute abdication of United States
residence. Where the absence from the United States is for a predetermined
period with an Intention to return at the end of that period, there is no such
intention to abandon residence In the United States as the law requires In order
to convert an individual's domestic residence to nonresidence.

Treasury practice has waived the law described in the last preceding paragraph.
Treasury practice is to regard as a bona fide nonresident any individual who is
outside the United States more than 6 months during any taxable year. Treas-
ury practice does not count as part of that 6 months any absence of less than 1
month; nevertheless, Treasury practice does not adopt the tests universally fol-
lowed by court decisions making the residential intent of the individual the
controlling factor. This Treasury practice is a mere administrative procedure
correctable by the Treasury Department itself.

I speak for businesses which are small by comparison with those represented
by the witnesses preceding me this morning, Also, the companies I represent
are not companies which have been built up in the United States. After I moved
with my wife and son to Shanghai, I met there Mr. C. V. Starr, founder of the
Starr group of companies. He bad gone to the Orient in 1919 immediately fol-
lowing his honorable discharge from the United States Army. He was a single
man, 27 years of age. After being employed for about 6 months as a stenographer
In Japan, he went to Shanghai, where he landed in November 1919 with 300 yen
in his pocket. He thought he saw there a field for operation of American insur-
ance companies. He started an insurance agency In one small room at the
corner of Nanking and Szechuen Roads in Shanghai in December 1919, The
business grew and offices were opened in other parts of China: then in Hong
Kong and Manila; then in Indo-China and the Straits Settlements, the Dutch
East Indies and Siam. Meanwhile, the companies this agency represented had
increased in number until there was a fleet of Amerlcan insurance companies
who had entrusted their representation in the Far East to this agency. These
companies were the principals of the agency and were not controlled by the Starr
group. The head offices of these American insurance companies were in the
eastern part of the United States. It seemed advisable for Mr. Starr's agency to
establish an accounting office in New York City where accounts pertaining to all
of these companies might be centralized.

This accounting office was incorporated under New York law. The man sent
back from Shanghai to manage it thought he saw an opportunity to extend the
foreign agencies of the American insurance companies to Latin America. Thus,
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offices were established in Habana and subsequently the business was extend-
ed to other Latin-American countries, including Colombia, Venezuela, and
Argentina.

This business was built up by traveling. At least some of those who super-
vise it cannot remain In one country any great length of time, Meanwhile, the
Japanese ocupation of Shanghai, where the agency and its subsidiaries consti-
tuting the Starr group were situated and where their headquarters had always
been, overtook some of the United States citizens managing these companies
and kept them there, but missed some of the personnel who were traveling else-
where on business or vacation and left these latter individuals with no homes
and no place to hang their hats. There was nothing for them to do in the
United States as this country has not been the field of operations of these
companies. Soei of them went to Cuba; one is in London. They are bona fide
nonresidents of the United States and they are United States citizens. The
Starr group places them where it can find work for them to do, but that is
seldom in this country. Some may settle down in one country; sonic may
travel in supervision of the business in several countries and may not be able
to afford to establish a home In any one country.

It has been proposed this morning that section 116 (a) of the Internal
Revenue Code be so amended as to substitute bona fide residence of an entire
year in a foreign country In place of the present requirement, which is bona
fide nonresidence here over 6i months of the taxable year. Such a substitution
would leave the type of individual above described out in tile cold. His work
contributes as much to foreign trade as that of a United States citizen conflulng
his residence to one foreign country, His supervision and trouble-shooting for
American foreign trade in several foreign countries Is certainly as valuable to
tile cause of American foreign trade ats is the contribution made to that cause
by the persons whom he supervises who usually confine their residence to one
country.

The handicap to foreign trade which would result from the subjection of such
nonresident United States citizens to the proposed 1942 Federal Individual
income tax is illustrated by two charts which I have here and hold up for your
inspection.

The first chart compares the size of the Income that would remain to the
United States nonresident citizen after he had paid tae 1942 Federal income
tax rate on a salary of $7,000, and the average per family tax on others In
Latin America, The salary remaining to the foreign competitor is 16 percent
greater than that remaining to the United States citizen in the example here
Illustrated. This difference would fluctuate with Incomes of differing sizes,
with differing family status, and with differing Latin-American countries.
The chart is based on the average American family of four and on the average
tax rates of Latin-American countries. It takes into account the foreign tax
credit allowed against the Federal income tax. However, that credit Is lim-
ited to foreign Income taxes. The income tax is a newcomer in the field of
taxation and has not yet been developed in foreign countries as It has in the
United States and the British Empire. In some of the Latin-American count.
tries there Is no income tax. In none of them is it comparable to the income
tax levied In the United States. In none of them does it constitute anywhere
near as large a proportion of tme per capita tax as it does in this country, The
consequence is that the foreign tax credit is negligible in its effect upon the
amount American nonresidents would have to pay under the Federal income tax,

In preparing these charts I used mostly statistics of 1940 tax collections of
Latin-American countries taken from the eighth and ninth editions of Tax Sys-
tems published by Commerce Clearing House, Inc. I rated up the Latin-
American income taxes In the same proportion that Federal income taxes in
the United States would be advanced by the 1942 revenue bill, Had it not
been for that, the handicap of the United States citizen competing with for-
eigners abroad would be greater than that illustrated by this chart,

The Treasure Department may have later statistics on Latin-American taxes
titan were available to me in preparing these charts. If your committee sees
fit to call upon the Treasury Department to make like comparisons on the
basis of current tax rates prevailing in Latin-American countries, I am satis-
fied that the result will show a substantially greater discrimination against
United States nonresidents competing with foreigners abroad than is shown by
the charts I am presenting.

I now present the second chart which shows the cause for the first. The
second chart compares the amount of taxes that would be paid by the non-
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resident United States citizen under the proposed bill with the taxes that
would be paid by his foreign competitor. You will note that the nonresident
United States citizen has to pay over eight times the amount of taxes paid
by his foreign competitor. This discrimination, too, varies according to the
amount of the taxpayer's Income, his family status, and the foreign country
where he spends most of his time. The variation runs from 31/9 to more than
12 times the amount of tax paid by the foreign competitor. The result is a
variation of from 1 month's to nearly 6 months' salary by whiph the foreign
competitor's income remaining after taxes, exceeds the United States non-
resident citizen's income remaining after taxes. Here, too, I would welcome
your calling upon the Treasury Department for verification of these compari-
sons, with full confidence that the result will disclose a greater discrimination
against the United States nonresident citizen and in favor of his foreign com-
peting Job seeker than is disclosed by the charts which I have presented.

If United States corporations engaged in foreign trade raise the salaries of
their staffs in foreign countries enough to make those salaries, minus taxes,
equal to the salaries, minus taxes, of foreign staff members, such United States
corporations will be handicapped by the fact that they themselves have to com-
pete with foreign corporations having foreign staffs Immune to United States
taxation. Such foreign corporations are under no necessity of raising the
salaries of their staff members to meet United States Income taxes. Such
foreign corporations are thus given an advantage in foreign trade over United
States corporations-an advantage that increases with every step-up in the
rate of income taxes in the United States.

Perhaps United States citizens abroad in the service of the United States
Government or of corporations controlled by the United States Government
are not similarly affected. This is a subject upon which I am not fully
informed, but I can understand that it is within the power of the United
States Government and its corporate subsidiaries to increase out of taxes
the salaries of their foreign personnel if that should be necessary to retain
United States citizens in those jobs. But private corporations are not in a
position to pay inc iased salaries out of anything but earnings and when those
earnings depend ul.n successful competition with foreign corporation In a
field where the latt-r are immune to comparable taxation, the result is ulti-
mate substitution of foreigners In place of United States citizens In positions
abroad. This restricts the opportunities of our citizens who are competing
with foreigners instead of with their fellow United States citizens. Such
opportunities are even further restricted by the fact that nonresident United
States citizens are equiehly handicapped in competing with foreign applicants
for employment by Latka-American, British, or other foreign corporations or
employers.

If United States corportttons operating abroad do not increase the salaries of
their staff members there enough to compensate for United States tax discrimina-
tions in favor of foreigners, then the effectiveness of the United States citizens so
employed is reduced in proportion to the weight of United States taxation thus
placed upon them. When thitt weight amounts to not merely 1, but 2, 8, and even
4 months' salaries per year les than foreigners with the same salaries enjoy-
and is lopped off in one single year at one fell- swoop-the effect cannot be laughed
off.

That such effects would be hainful to the foreign trade of the United States is
obvious. It would tend to an increasing reduction in the number of United
States citizens which either United States or foreign enterprises could afford to
employ abroad. It would tend to a reduction of the number of United States non-
resident citizens who could afford to retain both their positions and their United
States citizenship.

In China, United States citizens enjoyed extraterritorial rights. Thus Con-
gress could and did legislate for Americans in China. Like rights were enjoyed
by nationals there of Great Britain and various other leading powers. These
rights were obtained for American citizens there by the United States Govern-
ment in line with the American policy of equality of opportunity for trade with
China. These extraterritorial rights did not, however, carry the burden of
extraterritorial taxation. Had they done so, there would have been no equality
of opportunity for United States citizens engaged in business in China. Thus,
the giving of extraterritorial benefits and the withholding of extraterritorial
burdens were both necessary to give equality of opportunity for trade with
China.
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Now, extraterritoriality in China is to be abolished. The doctrine of extra-
territoriality is considered to be outdated and a relic of the reactionary past.
When abolished by the United States, It will be abolished by all other foreign
powers. Thus, equality of opportunity for foreign trade with China will not be
jeopardized by the abolition of extraterritoriality there.

It does seem a strange time to embark upon a new upsurge of extraterritorial
policy, an extraterritorial policy not calculated to promote United States foreign
trade, but to handicap It,

Nonresident United States citizens do not receive from their Government values
comparable to those received by residents of the United States, Persons outside
the United States have no United States guaranty of trial by jury and no right
to vote, They cannot vote in the United States because they are not resident
here. They cannot vote abroad because they are not citizens there. They cannot
vote anywhere and yet if they are subjected to the United States income tax they
will be subjected to taxation without representatlon-In fact, to multiple taxa-
tion without representation.

United States residents are afforded Government insurance against war dam-
age by the War Damage Corporation. No such Insurance is available to United
States citizens in Latin Aiaerica. No such Insurance Is available to cover
the large losses sustained by the Starr group of companies by Japanese occu-
pation of large parts of China.

Nonresident United States citizens have no legal right-no enforceable right-
to any protection from the United States Government outside of this country.
Any protection afforded is an act of grace within the administrative discretion
of the United States diplomatic or consular representative in any given foreign
area. The extent of protection which he is able to afford must not derogate
from the sovereignty of the foreign government situated there. Any person
who has resided in a foreign country during a war well knows that the feeling
of security enjoyed by the average United States citizen at home Is utterly
lacking. Everybody knows that the United States armc-. forces for which most
of the 1942 income taxes will be levied are not expected to furnish, and are
not furnishing, the same protection for United States citizens in foreign
countries that they are furnishing for United States citizens at home.

To impose the Federal income tax upon the salaries of bona fide nonresident
United States citizens would not only handicap foreign trade, but would be
an Injustice which no truly democratic government would Inflict upon its citi-
zens. That Injustice consists, first, In burdening those citizens where it cannot
burden their competitors equally and, second, in making those citizens pay for
benefits they do not receive. That such injustice should be meted out to those
few United States citizens who earn their livelihoods without competing with
their fellow citizens at home, who earn their livelihoods by competing in the
free-for-all rough-and-tumble of foreign trade abroad, is a consideration which
I am satisfied will not be overlooked by the fair-mindedness of your committee.

If there is to be any amendment at all of the existing law on this subject
the result should make section 116 (a) of the Internal Revenue Code read:

"In addition to the items specified in section 22 (b), the following items shall
not be included Ifi gross income and shall be exempt from taxation under this
title:

"(a) Earned income from sources without Unitcd States-.In the case of an
Individual citizen of the United States, amounts received from sources without the
United States if such amounts would constitute earned income as defined in
section 25 (a) if received from sources within the United States; but such indi-
vidual shall not be allowed as a deduction from his gross income any deduc-
tions properly allocable to or chargeable against amounts excluded from gross
Income under this subsection."

The above-quoted language eliminates all test of residence, because
(1) Residence Is a matter of intention and intention does not affect the

amount of tax payable in foreign countries-only presence or absence does that;
and

(2) Residence does not determine the contribution of services abroad to foreign
trade-services rendered abroad are a truer guide on that,

The above-quoted language eliminates the discrimination against United States
Government employees abroad. Even if this exempts our soldiers serving in
foreign lands it would not amount to 1 percent of the estimated 1942 individual
Income.tax yield. If the United States Government taxes its soldiers fighting
abroad for their country, while foreign governments do not, full public realiza-



tion of that kind of a tax policy will be accompanied by drastic public criticism
of It,

Mr. Swingle.

STATEMENT OF WILLIAM S. SWINGLE, VICE PRESIDENT, NATIONAL
FOREIGN TRADE COUNCIL, INC., NEW YORK

The CHAIRMAN. Mr. Swingle, you are appearing on section 116 (a) ?
Mr. SWINOLE. Yes, sir. Mr. Chairman and gentlemen, I am Wil-

liam S. Swingle, vice president of the National Foreign Trade Council,
Inc., and beg to submit, in behalf of members of that organization, some
comments regarding the proposed repeal of section 116 (a) of the
Internal Revenue Code.

The National Foreign Trade Council, Inc., is an organization whose
members are concerned with the development and maintenance of
American foreign trade, and are located in all sections of the country.
Since the organization of the council in 1914, it has been interested
in seeing that every reasonable facility is granted to provide for the
extension of our foreign trade. One of the most important elements
in the development and maintenance of our commercial relationship
with other countries is the personnel resident therein and acting as
representatives of American business in their respective places of
residence. We are, therefore, particularly apprehensive about any
legislation which would adversely affect the caliber of individuals in
such service or impose hardships on those who for many years have
been and are still in a position to carry on their service in behalf of
American commerce. ihis is especially true today in our commercial,,
relations with other American republics.

Our citizens residing abroad are faced with many additional prob-
lems and expenses in maintaining their position in foreign countries,
and are also in direct competition with the citizens of other countries
.who are residing and doing business in such country.

In recognition of this the National Foreign Trade Council, in con-
nection with the revenue bill of 1926, in the person of Mr. 0. K.
Davis, then secretary of the council, appeared before this committee
and supported the proposal then enacted, to exempt from taxation
on income earned without the United States, Ameridan citizens who.
were residents of foreign countries.

At that time Mr. Davis urged-

inclusion in the forthcoming tax revision bill of a provision which will relieve
American citizens resident in foreign countries and engaged there in the pro-
moton of American foreign trade from tax upon the income which they earn
in the country of residence.

The principle advocated by the representative of the National
Foreign Trade Council at that time was recognized, and since that
date the exemption has been maintained in all subsequent revenue
legislation.

The basic reason for granting and maintaining this exemption is
the fact that the citizens of other countries who reside in foreign coun-
tries, engaged in the conduct of commercial and professional business,
are exempted from income tax by their home governments in respect
of income earned in the other country where they reside and conduct
their business.
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While the United States has always been vitally interested in for-
eign trade, the fact remains that American citizens engaged in busi-
ness abroad have been outnumbered by those of other nations of the
world. The exclusion from gross income, enacted by the Revenue Act
of 1926, was designed to encourage Americans to go abroad to de-
velop and promote foreign trade, and to increase the volume of Ameri-
can trade abroad to a more nearly comparative level to that of other
nations.

Nevertheless, while great strides have been made in promoting
foreign trade, American citizens resident in foreign countries--in
Latin America for example-are still far outnumbered by the repre-
sentatives of other trading and industrial nations.

It should also be pointed out at this time that the Americans who
serve abroad are responsible also for developing the taste for the use
of American products in those countries by the example they set in
the way they live. Moreover it is a recognized fact that, as American
citizens, they are of invaluable assistance to various of our Govern-
ment departments and agencies as a source of authentic and valuable
information on business and economic activities affecting the relations
between respective countries.

It may be recalled that on previous occasions representatives of the
council have appeared before this committee in support of amend-
ments to secure the proper operation of the credit for foreign taxes,
but we must point out that such credit is not sufficient relief for indi-
viduals who have to reside in foreign countries and who assume many
burdens other than the income tax which alone is allowed as an offset
against the American tax. In other words, without the desired exemp-
tion, a citizen of the United States who resides in a foreign country
and carries on his business activities there would be placed at a dis-
advantage with his competitors in that country to the extent of the
difference between the United States tax rates in effect, and the tax
paid in his country of residence. This additional burden in itself
is, in many cases, more than sufficient to offset any advantage which
he might otherwise enjoy from his foreign service.

Should this additional burden of the'higher Amerlcan tax be im-
posed upon American citizens resident abroad, who also bear the
burdens which residents of those countries must bear, we are appre-
hensive lest it should cause the replacement of American citizens by
the nationals of other countries, and prevent other American citizens
from entering this field. We, therefore, urge your support and con-
sideration in maintaining the exemption from taxation of the earned
income from sources without the United States, of American citizens
who are bona fide residents of foreign countries. We urge this in the
interest of the development and maintenance of American foreign
commerce.

The CU AzhAN. Thank you, sir. Are there any questions of Mr.
Swinglef

All right Mr. Swingle.
SenatorBrown, are the two witnesses ready, whom you spoke of I
They are next on the list.
Senator BRowi. Mr. Colerick and Mr. McKinney are the ones that

Senator Van Nuys has introduced.
70098-42-vol. 1-50
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STATEMENT OF GUY COLERICK, FORT WAYNE, IND., REPRESENT-
ING JEFFERSON NATIONAL UNDERWRITERS, INC.

Mr. CoLmircx. My name is Guy Colerick, Fort Wayne, Ind. The
gentleman with me is Mr. E. Kirk McKinney, of Indianapolis, Ind.

May I proceed now?
The CHAIRMAN. Yes, sir.
Are you connected with the Jefferson Life Insurance Co.?
Mr. CoLwucK. Mr. McKinney is the president of the Jefferson Na-

tional Underwriters, Inc. It is not life insurance; it is the Jefferson
National Underwriters, Inc.

Mr. McKinney is the president, and I am the vice president and
general counsel of the com pany.

Our company is a smallcompany with but $20,000 capital, but it
has an outstanding bonded indebtedness; that is, an indebtedness
represented by securities of approximately $1,000,000.
The proceeds from the sale of that bonded indebtedness are placed

in the hands of a trust company as trustee, less the original sales ex-
pense and a nominal or small company operating expense.

Senator TAFr. It is engaged in the general life-insurance business?
Mr. CoLnmicK. The underwriting company controls by majority

or near majority, and operates by mutual officers the Jefferson
National Life Insurance Co.

Senator Tm-r. The Jefferson National Life In~surance Co. is a
mutual company?

Mr. COLEnIcK. No; the officers of the underwriter company and the
officers of the Jefferson National Life Insurance Co. are the same, and
the underwriting company owns the controlling stock of the life-
insurance company.

Senator Tmr. It is a stock company?
Mr. Con um. It is a stock company, a legal reserve life-insur-

ance company and a stock company.
Senator TAr. Who is it that has the $20,(0 stock?
Mr. CoLEnICK. It is the underwriting company that only has a

capital of $20,000, but has an outstanding indebtedness of approxi-
mately $1,000,000 represented by indebtedness in the form of securities
which were sold and negotiated to the public.

Now, we have prepared a little memorandum which states the relief
that we seek. We only represent this one company, not a group of
companies. There are other companies, undoubtedly, that fit into
our schedule, but we are here only representing the one company.

We have sought, by memorandum or a little factual statement that
I wish to leave with the chairman, a proposed amendment to the rein-
statement of section 15. That is in section 105 of the House bill. That
reinstates the surtax provisions as to corporations, which was omitted
from the Internal Revenue Code previously, and section 105 reinstates
the surtax.

Now, we do not ask by this proposition, or this relef, to exclude
this company from the payment of any kind of tax called for by
this proposed bill, but what we are asking for is that the income
on this trusteed fund from normal earnings and from surrenders
by other bondholders at an annual surrender value, that the income
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from discharged indebtedness should not enter into the calculation
of the surtax.

Now, the present law excludes that income in the determination
of the tax income under the normal ,tax if the company is insolvent.
The present excess profits-tax sections exclude a part of that income
now, but the surtax proposed will not exclude it.

Now, as to the relief I am not sufficiently conversant with how
to fix an amendment, i have had very little experience with it in
Washington. I have had some in Indianapolis but not here.

We propose here for your consideration an amendment to section
15, as it will be reenacted by section 105 of this act and that is until
this bonded indebtedness is paid, the income from this impounded
trust fund which belongs, in fact, to the creditors, that until the
bonded indebtedness is paid or until that fund equals or exceeds
the amount of the bonded indebtedness, the earnings from that fund
be excluded from the surtax, somewhat like it is now from the
excess-profits tax.

Now, the proposal is that section 105 (b) be amended by adding
at the end of paragraph (a) the following:

* * * except in cases of corporations the capital of which is chiefly
borrowed capital evidenced by securities issued by such corporations and
which borrowed capital less expense of negotiating the sale of such securities
and less the normal and reasonable expense of the operation of the business
of such corporation, is irrevocably placed in the custody of a depository for
the purpose of investment by it to create earnings to reimburse such deposited
fund for such sales and business operation expense to the end that such
securities can be retired in full, if such corporations were organized for the
exclusive purpose of the sale, retirement, and discharge of such securities
and the incorporation, operation, and management through mutual officers
and directors of a life-insurance company, the earnings on such fund so de-
posited with such depository and the income derived from the retirement or
discharge of said securities shall be excluded in computing and determining
the "corporation surtax net income" hereunder, the "adjusted excess.profits net
Income" under subsection (b) of section 710 and the "section 102 net income"
under section 102 until, and only until, all of said securities have been retired
or discharged, or until the amount of such fund in the hands of such depository
equals or exceeds the remaining unretired and undischarged securities.

By the proposed amendment your honorable committee will see
that it is not our request that the company represented by us be
relieved from the payment of any form of income tax covered by the
Internal Revenue Code or by the present pending legislation amenda-
tory thereof.

Our request is merely that certain income: to wit, the income and
earnings of a fund actually belonging to security holding creditors
of the company, and placed irrevocably in the hands of a depository
to pay said creditors, shall not enter into the computation and deter-
mination of:

First "Corporation surtax net income" under section 15 (a) ; sec.
ond, "Adjusted excess-profits net income" under section 710 (b);
and third, "Section 102 net income" under section 102.

And only until such security-holding creditors are fully paid or
until the amount of such fund equals or exceeds the amount of un-
retired and undischarged securities held by creditors.

No request is made to exclude such income from the payment of
"normal tax net income" under section 13.
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Nor do we request that the company's general income be treated
specially in any manner (excepting only the earnings on said deposited
fund: (A) General interest and dividend earnings; and (B) Income
from the discharge and retirement of indebtedness represented by
securities).

The income from the retirement and discharge of the security in.
debtedness is now excluded in the computation and determination of
"adjusted excess-profits net income" under section 710 (b) regardless
of the solvency of the taxpayer and is likewise excluded from the
computation of the normal tax net income under section 13 if the
taxpayer is insolvent.

By our amendment we propose to extend the exclusion of such in-
come from the computation of the "corporation surtax net income"
under section 15 (a) and "section 102 net income" under section 102
and to include in such exclusion in each instance the earnings on the
deposited fund so long as security holding creditors remain unpaid
and only so long as the fund is less than sufficient to pay the securities
held by the creditors.

Senator TArt. Why does it make any difference if you have any
income from the fund? Does that fund pay interest on the bonds?

Mr. CoxixcK. They are non-interest-bearing bonds.
Senator TAIr. How do you sell them? You said you sell them to

the public. How do you sell that kind of bond?
Mr. COLn aIcK. They each receive, in place of interest, 10 shares of

stock in the life-insurance company. Each bondholder receives that.
Each bondholder, as such stockholder when, as and if the insurance
company is in operation long enough to be a paying company, will
receive his proportionate share of dividends that may be declare.
Just recently the company did declare a stock dividend. Now the
holders of stock in the life-insurance company received a stock divi-
dend but the money was left in the surplus account.

Senator TArt. Is the underwriters company insolvent?
Mr. CoizmeK. The underwriters company, if called upon today to

pay would be insolvent, but we could have last year excluded the larger
part of this income from our gross but we did not avail ourselves, and
purposely so, and paid our normal tax. This little company of only
$20,000 capital paid $38,000 in income tax.

Now, if the surtax were put on us our tax would be increased.
The normal tax is fixed so as to relieve this income if the companywill show that. it is insolvent and if it has been so certified. In the

excess-profits tax, the profits from the surrender of bonds or dis-
charged indebtedness, that does not go into the gross income, but in
the surtax provision that is to be enacted they have no such remedial
provision and the surtax just takes it all in, unless we claim the in-
solvency in fixing our normal tax income, which we have not done,
and which we prefer not to do.

Senator TArr, If you were a very rich and powerful corporation
with this kind of fund, why should it be exempted?

Mr. Cowmox. Beg pardon?
Senator Tmrr. Why should'you be exempted if you were actually a

solvent company with a lot of money?
Mr. Cornuoc. The theory of this company, as set forth in the

memorandum which we prepared, was, back in 1936 and 1937 when
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it was organized, that on a 3-percent return, this fund would earn
income sufficient to pay back the indebtedness.

Senator TAMt. I am not saying that. How canyou say what ap-
plies to you does not apply to some wealthier company that should not
be exempted from such a fund ?

Mr. COLratnwa. I presume you could do it by saying this relief could
only be until the fund equals the amount of the bonds, or the bonds
are paid, or if the company has other assets with which they can dis-
charge it, and so forth.

It seems to me the law would still be the insolvency provision, and
you already have that.

Mr. Coznicx. Well, we do not have that. The insolvency provi-
sion does not relieve us f'paitheot i upon this fund other_ fpm/t e, h eaggs upon
than just the incomedfi discharged in* ness, but the normal
earnings on the irdiine is not relieved in any P1ce at all. That is
in all the formngf calculation now.

In other w,,rds, the little relief that .we ask the co ittee to give
us some littjg consideration on isvith tlrincrease in £1%, determia-
tion of intme and wjthith incrse in, he tax brackets it is quite
apparent iat this 4ttle con!pany N$$lji6t be ab to retireIts bonded
indebted ess. It i*', relieft.itUerieditors o Iy';nsofar as hey con.
tinue t 'e creditors tliiit W 44 qking for.

We not ask to reliev"Ie company fbm al its othe income;
we ma, no suggestion ofYy kind or hakacter relation to that.

Seng or TAr.Ho; mudt c ifO4if uVArj e 1het'e outstan ing
Mr. oLrERIx.n n life-i 0 r1ce Jnpany
S ena r TA rr. -es. W T ,Mr. 's rcx. 4 littler $13 ,d00,Q ' We have only n writ-

ing insuranc for 8~yepb. Ouv~~~~o ityy ly start, in of 1939,
and we h ve writte*S13,0000O0pIs in th t time f

The C JmMA. Have you.:*k$dd with;the, easury out your
particular problem? ..A,' 49

Mr. Cor . No; we hanve~ot+j"4
The Jeffersl 'National Underwriters, Inc., was, ganized exclu-

sively for the pitvFose of incorporating, operate an d managing a
life-insurance comp1hby),ya majority controlaCta near majority con-
trol and through mutu'of; s 4ircrs. The life-insurance
company was so organized an' ,i3liiown as Jefferson National Life
Insurance Co.

A part of the plan was that Jefferson National Underwriters, Inc.,
issue and sell, which it did, a 5-year payment 10-year retirement bond,
not in excess of 4,300 in number, each in the principal amount of $750,
and use part of the proceeds of such sale to purchase common stock
of the said Jefferson -National Life Jnsurance Co., 10 shares of which
was guaranteed to be delivered by Jefferson National Underwriters
Inc., with each of the said bonds sold, either ' as part of the guaranteed
surrender value or upon the retirement of the bond.

The balance of the proceeds from the sale of such securities, less
sales expense, was paid, and is still being paid,'and immediately de-
posited irrevocably with a depository namely, the Security Trust Co.
of Indianapolis, Ind., to the end that the same will be invested by
such depository and the earnings therefrom as well as the income
from the discharge and retirement of any oi such bonds, will reim-
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burse said fund for the amounts used in the expense of sales, the
purchase of said stock and the expense of operating said business so
that all bondholders will at the end of said 10-year retirement period
be paid in full.

The Jefferson National Underwriters, Inc., was incorporated and
organized in the latter part of 1936 and the early part of 1937, and
the plan was set up, after consulting experienced actuaries, on a
sound financial basis in the light of the then existing Federal and
State laws.

The bond issued by Jefferson National Underwriters, Inc., was
drawn very similarly to an endowment policy so that if any bond
were surrendered prior to the fulfillment of all the payments or
before the maturity date, the owner of the bond would receive cer-
tain surrender values, or at its maturity the face amount of the bond,
to wit: $750 and 10 shares of stock of the Jefferson National Life
Insurance Co. It was estimated that if the funds were invested on
a 3-percent basis, which was a low rate of interest at that time,
with normal lapses and ordinary increases in tax rates, every investor
would have made a sound investment. Under the tax provisions
beginning with 1989, some doubt arose as to the ability of this com-
pany to pay the then increased taxes and to pay their indebtedness
in f till.

With the subsequent increases in the tax rates following the year
1939 it became quite apparent that unless some relief was given to
this company with regard to the two only items of income proposed
to be affected that grave doubt might arise as to the ability of the
company to pay the then increased taxes and to pay their indebted-
ness in full.

With the subsequent increases in the tax rates following the year
1939 it became quite apparent that unless some relief was given to
this company with regard to the two only items of income proposed
to be affected that grave doubt might arise as to the ability of the
company and the depository to accumulate sufficient funds after pay-
ment of taxes with which to retire said bonded indebtedness.

With the proposed amendments in the absence of the relief we
hereby request, it is quite positive that the Jefferson National Under-
writers, Inc., will become insolvent and unable to retire said bonded
indebtedness in full.

It could not pay the heavy normal tax, the heavy surtax, and the
excess-profits tax as proposed without the relief sought and still be
able to accumulate any earnings upon said deposited fund or from
any other assets of the company that would approximate the amount
necessary to retire said bonded indebtedness.

The relief we seek is for the aid of the creditors whose money is
impounded in the deposited fund and whenever those creditors are
protected either by discharge of their indebtedness or by the accumu-
lation of a fund for payment of taxns sufficient to retire such indebted-
ness, the Jefferson National Und-_rwriters, Inc., under our proposed
amendment falls back in the same class with every other company
and in the interim as to all other sources of income remains in
that class.

The CHAIRMAN. Is there any further statement you wish to make?
Mr. CoLEtcH. No; I think not.
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The CHAIRMAN. Mr. McKinney.
Mr. CoLrxiOci. Mr. McKinney, have you something further tosa ?Yvr. McKiNNFY. No.

The CHAIRMAN. You may file a brief so we may get exactly your
point.

Mr. McKinney does not wish to make a statement?
Mr. McKINNrY. No, thank you, Senator.
Mr. CoERIK. I would be glad to answer any further questions.
The CHAIRMAN. Are there any questions that any member of the

committee wishes to ask?
fNo response.)

he CHAIRMAN. We thank you very much.
Mr. COLEnIICK. Thank you ?or your courtesy.
The CHAIRMAN. We will go irnto your matter.
Mr. Witherspoon.

STATEMENT OF JOHN A. WITHERSPOON, NASHVILLE, TENN., PRESI-
DENT, NATIONAL ASSOCIATION OF LIFE INSURANCE t'NDER-
WRITERS

The CHAIRMAN. Give your name and your business connections.
Mr. WiTHFRSPOON. My name is John A. Witherspoon, Nashville

Trust Building, Nashville, Tenn. It is my privilege to appear be.
fore you this morning as president of the National Association of
Life Underwriters ur organization which is 53 years old, has over
30,000 members who work in every State in the Union, District of
Columbia, and Hawaii.

We have the privilege of representing 65,000,000 policyholders. I
would like very much, sir, to get in the record that we represent the
policyholders and not the companies.

When the revenue bill was pending before the Ways and Means
Committee of the House of Representatives, the Treastiry submitted
through Mr. Paul, but without recommendation, a memorandum od
June 22, 1942, which dealt with the subject of fixed obligations of tax-
payers and the treatment of certain types of fixed obligations in con-
nection with the income.tax law. The question presented was whether
Congress should amend section 24 (a) (4) of the Internal Revenue
Code, so as to relieve from the high rates of the pending legislation,
at least a reasonable sum employed by a taxpayer for such obligations
as (1) debt retirement incurred prior to the present emergency; (2)
subscriptions for the purchase of War bonds, and (3) premiums for
insurance on the life of the taxpayer.

Admitted advantages of such a proposal are that the taxpayer
would be helped to meet obligations which he should not avoid, would
have an incentive to save and would assist in the avoidance of infla-
tion. Our association is interested in all three objectives.

With increased taxes which are absolutely essential, constantly in-
creasing cost of living, and a patriotic desire to cooperate witl the
Government on the 10-percent salary deduction for War bonds, it is
going to be virtually impossible for 'many of the 65,000,00 people to
maintain the life insurance they own today and pay their debts. Al-
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most every taxpayer who owns his home has to pay real-estate taxes
and interest on a mortgage and is entitled to deductions on account of
such payments. Subscriptions to War bonds, amortization of debt,
and insurance premiums are equally positive obligations and, within
a reasonable limitation on the aggregate of all three, it would seem to
us wise for this committee to grant a deduction for the amount si-
phoned off from ordinary income to meet charges of this character.

Unless individuals in both the low-income and middle-income tax
brackets are granted some assistance in carrying their fixed obliga-
tions, including life-insurance premiums, it is virtually a foregone
conclusion that the Government-which means the taxpayers-will
have to support their dependents.

As you all know, our present income-tax law permits an individual
to deduct up to 15 percent of his income for charitable purposes. This
is a sound social measure and one which is certainly in the public's
interest. But is it not also a fact that "charity begins at home"-
that a modest income-tax deduction for life-insurance premiums would
enable many of the American homes to remain as homes after the
breadwinner is taken away. Mr. J. Edgar Hoover has stated that
crime begins when the American home breaks down. I am sure you
will agree that the American home breaks down when there is no money
to hold it together.

It is my hope that you gentlemen in your wisdom, acting for and
representing 130,000,000 people, will see the benefit and idvantages of
giving some relief from the present revenue act for life-insurance
premiums, debt-retirement and war-bond purchases.

May I ask whether there are any questions before going on to another
point? There is a second matter on which I wish to address you. .

I have one other matter which I would like to discuss and address
you on, but if you care to, sir, I will try to answer any questions on
that one.

Senator TAnr. You used the phrase, "a modest ineome-tax deduc-
tion for life-insurance premiums." How would you translate that
into figures?

Mr. WITIrMsPooN. Of course, Senator, it all depends on whether
you would take the three in an aggregate. The bonds, the debt retire-
ment, and life-iiisurance premiums. If you take the life-insurance
premiums separately, sir, we would suggest some figure of $300 or $500.

If you group them together, of course, it would be a very small
deduction for the three items.

Senator VANDENBERG. I can agree with your objective, but I have
been a little puzzled as to how to work it out.

Mr. WITHEERSPOON. Yes, sir. I am sure the Treasury Department
could furnish you the figures on the best way to work it out, sir.

Senator TAFT. If you take 5 percent of a man's net income, and
suppose you take 10 percent which could be deducted on pre-existing
debt? the limitation on pre-existing debt, what would you say of a
life-insurance policy?

Mr. WTrnsroow. I would say take the insurance purchased prior
to the emergency. We are not trying to sell life insurance; we are
trying to maintain it.
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Senator TArr. It seems to me if you do that you have got to let
everybody else pay that 10 percent to the Government and perhaps
get it back after the war. I do not see how a man who happens to
have life insurance should be better off than a man who did not have
it. As far as the income tax is concerned, I think you would have to
give it an alternative reserve or something that would permit a man
at least to get that 10 percent back from the Government after the war.

Mr. WITnInsS100r. I see, sir.
It might be very fine worked that way.
Senator TAFT. You might have an over-all limit. You could not

exceed 10 percent for all three. After all, if you buy insurance, then
you can borrow on the insurance to pay your debts.

Mr. WITHERSPOON. Yes, sir; that is correct.
Senator TArr. Of course, the alternative could be to purchase a bond,

but it seems to me it would be almost better to let the Government take
it and pay it back later if the Government gets it without interest.

Mr. WITHE sro0N. 01 course, our point is, Senator Taft, that the
method of purchasing the life insurance gives such a tremendous
social implication to families in case the breadwinner des die.

Senator TAFT. It is also true that payments on debts gives soriebody
else money to buy Government bonds with. In other words, they
have a deflationary effect.

Mr. WITH SpooN. That is correct.
Senator TAFT. Also payment of life insurance gives it to the insur-

ance companies. They are now investing practically all of their
money in Government bonds.

Mr. WITuutsrooN. That is correct.
Senator RADCLIFFE. Has this allowance you suggested ever been

made in any taxing system in this country? Or any other country,
as far as you know?

Mr. WITHnRSOoN. Not in this country, as far as I know, but Eng-
land has had an exemption for many years and so has Australia.

Senator RADCLIFFE. Do you know on what basis that is?
Mr. WITHEspOON. In Australia it is on the basis of 100 pounds,

which is $480. The English is on a sliding scale, as I understand it.
May I proceed with my second point, Senator?
The CHAIRMAN. Yes sir.
Mr. WITHERSPOON. The bill as passed by the House amends the

estate-tax statute by increasing the general exemption from $40,000
to $60,000 and removing the $40,000 exclusion for insurance payable
to beneficiaries other than the estate of g decedent.

On Friday a week ago, July 24, testimony was given before this
committee to the effect that the removal of the $40,000 life insurance
exclusion in estate taxes which has been in the statute since 1918
would cost the Government $15,000,000.

Therefore, the proposal to remove the $40,000 could not be dictated
by desire for revenue. The social implications of life insurance are
so widespread that they touch more than three-fourths of the popula-
tion in the United States. For over 100 years life insurance has proven
that for the vast majority of the people it is the only means whereby
one can make reasonable provision for his family.

Life insurance helps to build up a cushion for future; readjustments.
First of all let us approach the question from the standpoint of the

783



REVENUE ACT OF 1942

responsibilities of the insured during his lifetime. If we are to learn
anything from the 1931-82 era, we know that with jobs scarce men with
fixed obligations who were out of work had to fall back on accumula-
tions. Many of them fell back upon their accumulations in life insur-
ance moneys which they had siphoned off from excess earnings during
the 1920's. The excess earnings they siphoned off in the 1920's and
placed with the life-insurance companies were a godsend to them for
the necessities of life, food, shelter, and clothing-during 1031 and
1932 when jobs were scarce.

Approaching secondly from the standpoint of the period after the
death of the insured.

Life insurance helps to build up a cushion for future readjustments.
It meets the obligation of the decedent to care for those after his death
who have been provided for by him while he was alive. During his
lifetime the income-tax law granted him a reasonable allowance for
the support of his dependents and if he was a married man or the
head of a family gave him a larger exemption before taxes took effect.
These same dependents survive him and find it very difficult after the
provider is gone. Certainly no one can quarrel with the conclusion
that something equivalent to the allowances for dependents should be
carried through to bridge over the period after death until the family
is self-sustaining.

Unfortunately, life insurance is seldom sought. Therefore, people
must be educated to its advantages. For nearly 25 years Congress has
given approval to an exclusion which has been an important factor in
this educational program.

In the $40,000 exclusion there is a needed incentive not only to accom-
plish the things listed above from a social aspect but also to furnish
liquid funds to pay death taxes to the Government. We know that
these taxes must be paid either out of liquid funds or forced sale in
many instances of accumulated property. The latter, of course, is
costly to the individuals as very few people ever die at the right time,
economically.

We therefore urge this committee to retain the $40,000 exclusion
which if invested at 3 percent will only yield $1,200 a year or $100 a
month-a bare existence for any widow, especially one with children.

Instead of the proposed combining of the $40,000 general exemp-
tion and the $40,000 exclusion on life insurance to a $60,000 general
exemption, we urge you to retain the present law with the $40,000 life-
insurance exclusion which citizens have been led to believe that Con-
gress would maintain.

May I point out to you gentlemen that these 65,000,000 policy-
holders who have accumulated savings of over $80,000,000,000 have
made it possible through the investment of these voluntary savings to
help this "tion in building the greatest industrial system which any
nation in world has enjoyed?

Life-insurance institutions held at the end of 1941 about $7,000,000,-
000 of policyholder funds in Federal Government securities, and dur-
ing this year of 1942 it is estimated that another $2,500,000,000 of such
funds will be invested in Federal Government securities. Undoubt-
edly you gentlemen will be interested to know, and the Treasury De-
partment will substantiate this statement, that the life insurance men
and women of America, working with and through the Treasury De-
partment, and under the leadership and guidance of the National Asso-
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nationn of Life Underwrite's have sold, since January 1, 1942, over
$1,000,000,000 of the series E War bonds through the salary-allotment
plan.

During the last 10-year period the life-insurance companies paid out
to policyholders and beneficiaries some $26,000,000,000. jTiis money
was paid out, not at, the cost of the taxpayers, but from the savings,
thrift, and sacrifice of policyholders.

When our association appeared before the Ways and Means Com-
mnittee on April 9, 1942, several other suggestions were made for con-
sideration in connection with this bill. They include:

(1) An amendment of section 811 (g) of (he Internal Revenue Code
so as to obtain a statutory rule that insurance is not to be included
in gross estate of a decedent if lie has completely parted with all of the
incidents of ownership prior to his death and not in contemplation of
death.

(2) A suggestion that life-insurance proceeds earmarked for the
payment of Federal estate tax should not be included in gross estate.

(3) The amendment of section 22 (b) (2) of the Internal Revenue
Code so as to make it clear that the exemption of insurance proceeds
from income tax under section 22 (b) (1) will include proceeds of a
policy taken over for valuable consideration if the beneficiary of the
policy is dependent upon the bounty of the insured or is closely related
to the insured or lie has an insurable interest in the insured.

Those last-mentioned questions I will leave for discussion by Mr.
Lawrence Baker, our attorney who will follow me as a witness. Mr.
Baiter is here.

I shall be very happy to try to answer any questions that any of
you may care to ask with respect to the two proposals that I have
discussed.

Senator BAILEY. Do you propose to allow a deduction of a certain
proportion of insurance premiums?

Mr. WrrHEnsrooN. Yes; from income tax.
Senator BAILEY. Insurance is an investment, is it not?
Mr. WiTnEimsPooN. Well, from one standpoint; yes. From another;

no, sir. It is an indemnification for loss.
Senator BAILEY. Is insurance an investment or not?
Mr. WITnHrsrooN;. An endowment policy is, sir. An ordinary life

policy is not. It is an indemnification for losses.
Senator BAILEY. The ordinary life policy has some accumulated

value.
Mr. Wnm spoow. Yes.
Senator BAILEY. Let us get down to the facts.
Mr. WrrnHEnsrooN. All right, sir.
Senator BAILEY. Insurance is an investment. If you are goina to

exempt or allow deductions for one kind of investment, why not ailow
me to deduct for investment in real estate?

Mr. WTHl IIsPooN. May I just make this observation, sir?
Other types of investment are bought for personal gain, as a rule.
Senator BAILEY. No; they are bought for protection, just like insur-

ance is. A man makes a personal gain, lie tries to save something if
he is a normal human being.

Mr. WrrnnsrooN. My point was that they bought to get an income
during their lifetime.
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Senator BALEY. I bought the real estate to give something to my
wife and children when I die, did I not?

Mr. WITHERSPOON. Yes.
Senator TAn,. You are proposing to let him deduct some part of

the payment made on that debt, and you are also confining your pro-
posed exemption to life insurance, to obligations assumed prior to the
emergency.

If there was such an alternative provision you would put all the
investments on the same basis, if the obligations were incurred prior
to the emergency?

Mr. WITHERSPOON. That is correct.
Senator TArr. If you had not assumed any such obligations you

could buy Government bonds, or set aside the amount to apply to
Government bonds.

Mr. WrrHanspooN. That is correct.
The CHAIRMAN. In other words your deduction, in computing the

net income, is a deduction to be allowed and that deduction could be
absorbed by the purchase of bonds and/or the payment to life-insur-
ance funds, and/or the payment for previous debt obligations.

Mr. WITHEnSPOON. That is right.
The CHAIRMAN. I think you are very sound on it; I think you are

essentially sound on it in view of the high rate of taxes.
Mr. WITHERSFOON. ves, sir; and the increased cost of living, too.
The CHAIRMAN. Is there any way, without doing irreparable harm

and injury to people, large numbers of whom have endeavored to
create an estate in some insurance fund of some kind?

Mr. WITHERSPOON. Correct, Senator.
The CIAIRIMAN. All right, sir.
Senator RADCLIFE. I-lave you ever presented this idea prior to this

year?
Mr. WInnERSrOON. As to the income-tax deduction ?
Senator RADCLIFFE, Yes.
Mr. WITIInsrooN. No, sir.
Senator DANAHEI. I have one question, Mr. Chairman, please.
The CHAIRMAN. Yes.
Senator DANAHER. Does the witness know the history of why $40,000

was taken as an exemption figure?
Mr. WTrIIEsooN. Well, as I understand it, it was exempt up to the

1918 revenue bill. And then it was put in to have a fixed amount, so
as not to hove the limited amount on insurance.

Senator DANAIiED. Do you know any other reason for that than
that?

Mr. WTHER OON. I think the social reason was it would give a man
the right to leave some liquid funds to his wife and children, to in-
demnify them for the loss of his earnings.

Senator DANAnER. Thank you.
Senator BAILEY. When the estate tax got up to the high brackets-

in those days it was 25 percent-the high rate induced people not to
insure, because so much was taken. It was first $60,000 and then it
was reduced to $40,000.

Mr. WITHEISPOON. Yes.
Senator DANAHER. Does that not coincide also with the upper limits

of the estate taxes?
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Senator BAILEY. I do not know about that. I happen to know some-
thing about the history of the 1918 act.

'he CHAnRAN. Thank you very' much for your appearance. We
have time, I think, for one additid;al witness before recessing.

Mr. Baker.

STATEMENT OF LAWRENCE A. BAKER, WASHINGTON, D. C., REPRE-
SENTING TIlE NATIONAL ASSOCIATION OF LIFE INSURANCE
UNDERWRITERS

Mr. BAKER. My name is Lawrence A. Baker, the American Security
Building, Washington, D. C.

Before addressing myself to the two or three points that Mr.
Witherspoon remarked on, I would like to take up for just a minute
the matter that was being discussed by Senators Bailey and Danaher.
I have here before me the report of the Vays and Means Commitfee,
which accompanied the revenue bill of 1918, and it contains the reasons
then assigned by the committee for the treatment of the $40,000
exclusion.

For some months at that time I happened to have been assigned by
the Treasury, where I was the head of-the estate-tax division, to cooper-
ate with the committee in the preparation of its report and in the draft-
imgof the law.

The Commissioner of Internal Revenue had called to the attention
of the Congress the fact that although insurance included in the estate
of a decedent was included by reason of the fact that it was liable
for the debts of the decedent, it had not been mentioned in the act
itself. It was thought well to include insurance as one of the items
specifically in the estate of the decedent, if it was payable to the
executor or the legal representative of the decedent.

A second problem existed with respect to insurance that was pay-
able to specific beneficiaries, an entirely different question, because it
had not been comprehended when the 1916 law was passed, that insur-
ance which was payable to specific beneficiaries was in any sense part
of the decedent's estate.

Because of that general conception, that insurance payable to specific
beneficiaries was outside of the estate, insurance agents were making
representations to wealthy people that it was a convenient means of
tax avoidance, and so something had to be done about it.

'Wihe committee said:
The provisions with respect to specific beneficiaries has been included for the

reason that insurance lyable to such beneficiaries usually passes under a con-
tract to which the insurance company and the individual beneftclary are the
parties In Interest and over which the executor exercises no control. Anonits
passing in this way are not liable for expenses of administration or debts of the
decedent and therefore do not fall within the existing provisions defining the
gross estate. It has been brought to the attention of the committee that wealthy
persons have and now anticipate resorting to this method of defeating the estate
tax. Agents of insurance companies have openly urged persons of wealth to
take out additional insurance payable to specific beneficiaries for the reason that
such insurance would not he included in the gross estate.

A Liberal exempi on of $40,000 has been Included and It seems not unreasonable
to require the Inclusion of amounts in excess of this sum.

In other words, it was regarded by tie committee at that time
that there would not be inducement to avoidance if the amount that
was excluded amounted to $40,000.
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The CHAIRMAN. It was put in as an alternative?
Mr. BAKER. It was put in as an alternative and was regarded as an

amount which a person could conveniently take out, and properly
could take out, without being charged with employing that method
of tax avoidance.

That has never been changed since that time, and no suggestion has
been made that it be changed since that time, until the present reve-
nue questions arose.

Senator CONNALLY. Under this bill, if it passes, a wife might have
a million dollars of insurance payable to her which formerly was not
regarded as part of the estate at all, and yet, under this bill, he could
only get a credit of $40,000; is that right'?

Mr. BAKER. Under this bill he might get a credit of $60,000, if he
bad nio other property.

Senator CONNALLY. But it does tax these policies, regardless of
whether they are payable to the estate or whether they are payable
to special beneficiaries?

Mr. BAKER. That is correct.
The distinction between insurance payable to the executor, to be

used as the estate pleases, and insurance payable to other beneficiaries
is broken down by the Treasury. proposals. All of it becomes includ-
able in the estate.

Senator CONNALLY. That has been true since 1918, has it not?
Mr. BAKER. Not in respect to the $40 000 The $40,000 has been

out since 1918, if it was payable to specific beneficiaries. It has been
exempt; it has not been included in the estate.

As Mr. Witherspoon pointed out, the association feels that there is
an incentive situation with respect to the $40,000 exclusion. In addi-
tion to the incentive situation, it is an amount which can be allowed
and granted without the charge of tax avoidance being imposed,
because presumably the small amount of yield which comes from
that much insurance is a reasonable amount to grant in any situation.

May I say with respect to these other proposals, this organization
that Mr. Witherspoon heads and for which I appear, and have ap-
peared a number of times before, is a representative organization.
We receive our suggestions from agents throughout the country,
based on representations that are made to them by their policy-
holders.

They relate to problems that are raised here not because some indi-
vidual connected with this organization or association necessarily be-
lieves in them, nor are they always presented to you because we believe
we have the right answer, but we do present them to you because we
believe that in the case of these particular proposals they have enough
merit and have come to us with sufficient support from the policy-
holders, who, indirectly, are putting their pressure, if I may say so,
on us to bring them to your attention so you may consider them-we
believe they are all worthy of your thought. I make that suggestion
because I realize that this is no time when we should be asking for
special treatment, a treatment which would operate to drive the revenue
down, and especially would drive it down on the basis of any discrim-
ination in favor of particular people. On the other hand, we must not
let our anxiety about the revenue and the question of discrimination
defeat a fair opportunity to consider something which is sound eco-
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nominally and in the interest of the country generally. I think, in
connection with this $40 000 of exemption, I should call your attention
again to the fact that when the association appeared before the Ways
and Means Committee they asked for further consideration on the
question of whether, if insurance was earmarked, specifically ear-
marked to pay the tax, that it should receive the benefit of an exclusion
rather than 'the imposition of the very heavy tax that comes on the
high bracket and is now defeating the purchase and sale of that kind
of insurance.

No man having an estate of $300,000 in brick and mortar, with
$40,000 provided for his family against the possibility that his business
is not going to survive, can go out and buy the additional $60,000 to
bring the $40,000 and $60,000 up to the'$100,000 which is collectible
from his estate without paying the Government another $50,000 on top
of the $100,000; so that, today, if a man goes out to buy the insurance
that is necessary to insure the payment of the tax because his estate is
frozen in a going business and lie only has insurance excluded for his
family to the extent of the $40,000 he must pay a premium that is
required to take care of $150,000, and he has got to pay an estate tax of
$50,000 to the Government in order to carry the $10,000-the insur-
ance cannot be bought on that basis, and it will not be bought on that
basis.

So I say the granting of the exclusion, where it is earmarked in this
way, is not the granting of an exclusion at all. It is making a means
available which otherwise cannot be employed.

Senator VANDENBERG. That is a reciprocal advantage to the Gov-
ernment. I should think it permits an immediate liquid determina-
tion of the estate-tax obligation.

Mr. BAKMR. It has that great advantage. It also has this great
advantage, Senator Vandenberg: If the man's business is frozen
and is going to be destroyed by the collection of the inheritance tax,
his specific beneficiaries could never be expected to kick in the $40'000
that they have, that has been left to them free and clear. They will let
the business go and do what they can with what is left; whereas,
if you do permit the decedent in his lifetime to build up a fund
without thinking that when he dies that fund has got to be 50 percent
greater in order to take care of an additional estate tax-if you do
not include that and you have the additional $60,000 the beneficiaries
who are the owners of that prosperous business will have the fund
of $100,000, and the $40,000 might be kicked in, because there is a
chance of saving the business and it might go on. The sons may be
employed in it.

Senator RADCLI . Are you suggesting any limit to the amount of
insurance that should be made available? *

Mr. BAKER. Senator Radcliffe, this committee on past occasions,
when the emergency was not upon us, twice considered this proposal,
and I think the last time they passed the proposal, the limitation was
$250,000.

W would never suggest such a figure. I think it is fair to say if
an amount which, when added to the insurance payable to the
specific beneficiaries up to $100,000 were excluded you would be
taking care of most of the hard cases, of the smaller businessmen,
and at least helping them over the bridge.'
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That class of case would not hurt the revenue because the insur-
ance would not be bought if they did not have that opportunity.

Senator RADCLIrFF. Of course, the point might be made that the
funds used for the purchase of premiums under such conditions
might be concluded as an impairment of the assets of the estate by
so much; In other words, if the money used for the purchatie of the
premiums was allowed to remain in the estate at the time" of the death
of the decedent, the estate would be increased by a corresponding
amount.

Of course, that might or might not be the case. Have you ever
considered the possibility of allowing actual credit only' for the
excess of the amount of ihe policies over the aggregate of premiums
paid in?

Mr. BARER. That has been considered, Senator. At one time I
think the Senate Finance Committee was very much impressed with
that idea. I think the Treasury Department was very much im-
pressed with it. What we are concerned with here is not the existing
situation where reserves have been built up and where a large sum
is already in the insurance pockets, so to speak, what we are interested
in is taking care of an emergency where your estate-tax rates are so
high that if you do not give a man a chant to go out and protect
against the tax by this method, lie probably cannot protect against that
at all.

In the case of a corporation of which he is the sole proprietor, if it is
making a substantial sum of money, most of it is going to be taken
away from him under the income and excess-profits tax rates of this
bill. If his company does not distribute the money that is left, it has
an undistributed-surplus tax problem. If it does distribute the money,
the individual stockholder is again faced with high surtax brackets.
He cannot take out of the income that is left after his sole proprietor-
ship and his personal returns have been fied, enough money to set up
the reserves that are required.

So, if you do not do something else, it is our feeling-and I say it
is not my feeling or the feeling of the officers of this association, it is
the feeling of thousands of people who are pressing us to bring it to
your attention-that this is a solution that you ought to seriously con-
sider. You may find that you cannot do it, but certainly I hope you
will consider it.

Senator RADCLIFFE. I think there is very much merit in the idea but
certainly if there is a restriction to the excess on the face value of the
policies over the contributions made, no one in the world could claim
that the estate had been depreciated by the payment of the premiums.

Mr. BARER. There might be a combination, Senator, of that sug-
gestion with the suggestion that insurance bought for that purpose
might be treated slightly differently. That is, if a man has insurance
that he wants to convert to that purpose and he is depletinghis estate
by having created a reserve that would have been taxable before this
emergency came on, then possibly you ought not to let him have the
advantage of that sum, but when "you come right down to it, when you
put the limitation of $100,000 on the whole thing and charge the $40,000
to specific beneficiaries up against it, you are dealing with $60,000
which is not a large sum to worry about. You ought to try the thing
out and see what the experience is going to be. I s iould be very much
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surprised and I should think the members of this committee would
feel the same way, if after this thing became effective, you did not
find that your income-tax revenues might be better protected and even
increased because of the continuation of these concerns which we are all
worried about.

Senator RADCIFFE. I should think if a plan like that could be worked
out, it would be beneficial to the estate and would certainly prevent
these numerous liquidations of estates consisting of a going business,
the liquidation of course resulting from the necessity of paying the
estate taxes.

Senator BsowN. The Treasury Department estimates the losses by
reason of the change in the estate taxes is a little over $14,000,000.. Is
any part of that loss attributable to this change in exemptions?

Mr. BAKER. That loss is attributable partially to the change in
exemptions, I should think.

We were never supplied with their figures. We do not know what
the effects of it were.

We attempted at one time to get figures on what the loss might
be on the earmarking proposal.

Senator BRowN. The figures are shown on page 3 of the Ways and
Means Committee report. You seem to be Well informed on the sub-
ject. In your judgmegtt, will this change in exemptions result in a
loss of taxes to the Government over the present loss?
Mr. BAKER. I think it will result in that loss because the incentive

to take the insurance will be diminished and the natural inclination
will be to say "Why should I take the insurance if I can have $20,000
more in my general exemption ?"

Senator DANAHER. Mr. Baker?
Mr. BAKER. Yes.
Senator DANAHER. With reference to the subject you were discuss-

ing with Senator Radcliffe, what is your view of section 404, at page
557, of our bill, beginning at the bottom of page 256? That is in tlie
estate-tax section.

Mr. BAKER. You have in mind particularly the assignment question,
Senator Danaher?

Senator DANAI[kn. No. You see, we are amending the estate- and
gift-tax section in title IV. It commences on page 251, and we are
amending the general rule stated in section 811 with reference to
premiums paid directly or indirectly by the decedent, and the amount
that the estate tax would apply to as the -result.

As to the insurance that is receivable by the executor as insurance
under policies upon the life of the decedent, that is to be taxed out-
Mr. BAKER. Yes.

Senator DANAHER. As to other beneficiaries, an allowance is made
of the amount that the premium has been paid by the decedent him-
self.

Mr. BAKER. I think the provision is aimed at a tax-avoidance plan
which is cured, and we would subscribe to the propriety of the amend-
ment.

Senator TAFn. This is the amendment which changes the $40,000,
is it not?

Mr. BAKER. No; not this particular amendment.
7 893-42-vol, 1---51
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Senator TAFT. Does it not have that effect?
Mr. BAKER, No.
Senator TArt. It includes in the estate all policies, even if held by

the beneficiaries if the insured paid the premium. Of course, if some-
body else paid le premium, they wouldnot be in the estate.

Mr. BAKR. I wit come in a minute, Senator Danaher to a discus-
sion of this section 811 which is tied up with the amendment which
you speak of.

The present section 811 (g) 1 think it is of the Internal Revenue
Code is aimed at by the amendment to which you call attention.

Heretofore, and for many years, the Treasury Department had taken
the position, until January 1941, that if all of the incidents of owner-
ship of an insurance policy were transferred and the person who took
out the policy, the prospective decedent, had nothing left in the
way of a property interest in the policy, it could not be included
in the estate of the decedent. The Treasury Department amended its
regulations on that'score and determined that policies would be
regarded as having been taken out by the decedent if lie paid the
premiums.

The amendment was not made retroactive but was made effective in
respect of transfers that took effect after a date in January 1941,
and where any incidents of ownership were retained after the trans-
fer, the proceeds of the policy were included to the extent that the
premiums Were continued to be paid by the decedent-that is, the
prospective decedent, of course.

The Treasury is now proposing to include in the etite of the deie-
dent the proceeds of the policies if any of the incidents of ownership
in the policy were still in the insured, or if he continued'to pay lh1w
premiums.

We think that there is a bad discriminatory objection, a 'serious dis.
criminatory objection to the provision. It is inevitablygoing to lead
and is leading to the transfer of insurance under con editions which
make is possible for somebody else to pay until the operation of 'this
statute would come in, and then the insurance would be surrendered
and a new insurance would be taken out by a member of the decedent's
family who would have the means to pay for it.

A man with a rich wife is not going tole hurt by this change, because
he can give up his insurance and-his wife can go out and buy insurance
again. You cannot possibly include in a decedent's estate the pro-
ceeds of a policy which are paid to someone who has paid the premiums
out of his own pocket but who has an insurable interest in the decedent.

At least our statute has not gone that far yet.
Senator TArr. If you go back to the $40,ObO proposition, you would

have to amend subsection (2), on page 257; would you not?
Mr. BAKERm Yes; this would have to be chftnged.. -Yoh are quite

right, Senator.
'I am sorry. I was confused at first when I said we gave assent to,

thisprovision.
I did not realize at the Wbment exactly what it 'ielated 'to.
Senator DANAIER. If yOU were confused, you ,are just sharing a

Soinfidt attitude and apttude. .
The CHAIRMAN. All right, Mr. Baker.
Mr. BAKER. In order not to detain the &nnniitted tolhg, 'Mr.

Chairman, I would cAll attention to the fact that representations on



REVENUE ACT OF 1942

behalf of this association were made before the Ways and Means
Committee, and there was a carefully prepared exposition on this
provision, section 811 (g) inserted in the House hearings.

The material appears, beginning at page 2363 of the bearings by
the Ways and Means Committee on Revenue Revision of 1942, and
the committee might refer to those hearings and save the time of
having me go into it any further here. If the committee prefers, I
have a copy of it here, and you can have it.

Senator CONNALLY. I suggest you leave it with the clerk so we call
see it in executive meetings.

The CAImRDAN. All right.
Mr. BAKR. There is one other small amendment. I say "small,"

but it seems to be very important to a great many people. It is not
important in terms of revenue, certainly not so important as the
other matters that I have been discussing.

That is the question of amending section 22 (b) (2). That is in
connection with a reorganization which is a tax-exempt reorganiza-
tion on account of continuity of interest, where insurance policies are
transferred.

The continuity of interest or the right of the appointee of the in-
sured would justify you in treating that type of insurance exactly like
any insurance originally taken out by a corporation. If a corpora-
tion presently takes out insurance on the life of its officer, it is not
allowed to deduct the premiums )aid on that insurance and when the
proceeds come in they are treated-have been treated for 'years, since
the decision by the Supreme Court in the Sup? dee-Bidd/e va-as not
taxable income.

Oil the other hand if corporation A is merged with corporation
B, A goes out of business and is taken over by some group of com-
panies and the benefits of that policy go with the transfer of assets,
the Treasury ndw takes the position that that is substantially equiva-
lent to a sale and throws it out of the category of the other non-
taxable transactions that took place in connection with that iteorgani-
zation.It says it shall be treated just' exactly as though some stranger
camie in and bought that policy, and lie must take tie cost off against
the proceeds and treat the differences, as gain. That question also is
considered, from its technical standpoint, and a suggested amend-
ment is included in the House hearings.

The CHAIRMAN. 'Yes, sir.
Mr. BAKEi. Are there any other qitcstiois I
Senator BAILEY. I want a little information. I read in the paper

that 65,000,000 individuals were carrying life-insurance policies at the
present time in this country. Is that right?

Mr. BtKEL 'That is the best information, on the subject. Mr.
Witherspoon included that in his statement.

SenatorRiA mi. That includs industrial insurance?
Mr. BAKE. I asime that includes'industrial insurance. Although

I am not an' economipt, I have'stUdied the figures but I would not be
sure that it does include industrial insurance. ihat may relate only
to individual policyholders.

Senator BA IJY. The amoun(, of insvrapce of cburI 
0 n 1 ! 936 '.Was

$110,000,000,000 for lie'approximatel 00,000,000 to'65, 00Op ple.
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Can you tell tie what the amount of life insurance that is now in force
is?

Mr. BAKER. I do not have that.
Senator BAILEY. I would like to have it in the record.
Mr. BAKER. I will see that it is supplied in the record.
Senator BAIIEY. I want to see if it has increased.
Mr. BAKERa. I think it has increased.
The CHAII MAN. Thank you very much.
(The information requested of'Mr. Baker is as follows :)

11AIg11, SYrnv & IAVNEL,
lVashingffon, Auf/URI 25, Itt,

11o1. JOSIAH W. BAILEY,
United. States Seciate, Washington, D. C1.

MY DEAl SENATrO BAnIIY: At the conclusion of my testhinony befoe lhe
Senate Finance Committee on August 4, 1942, you indicated your desire to have
i the record of the hearings Ithe total an1ount of life insursimce 114w in force

and I undertook to obtain this information for you.
From reliable sources I inve learned that the total nlnunt f Insurance

In effect December 31, 1941, was, in round figures, $124,000,00,O(}. Estimates.
which may be regarded as approximately correct indicate that on July 1, 1942,
the total had increased to $128,000,000,000.
Both of the foregoing estimates include life insurance taketn out for the

benefit of those employed In Industry.
I am handing a copy of this letter to the clerk of the committee.

Very truly yours,
LAWRENe. A. IBKER.

The CHAIRMAN. The committee will recess until 2 o'clock.
(Whereupon, at the hour of 12: 40 p. m. the committee recessed until

2 p. m. of the same day.)

AFTERNOON SESSION

(Whereupon at.2p, n. the committee met pursuant to recess.)
The CHAIRMAN. Tlie committee will come to order.
Mr. Anderson, Mr. C. V. Anderson.
(No response.)
The CHAIRMAN. Mr. Barton. We will call you. Mr. Anderson

doesn't seem to be in right at the moment,

STATEMENT OF WALTER E, BARTON, WASHINGTON, D, C., REPRE-
SENTING A GROUP OF FLORIDA LIFE INSURANCE COMPANIES

The CHAIRMAN. Mr. Barton, you may proceed.
Mr. BARTION. Gentlemen, I am Walter E. Barton, of Washington,

and I am representing some Florida life insurance companies--the
Swanee Life Insurance Co., the Independent Life & Accident Insur-
alice Co., the United Life Insurance Co., the I'rofessional Insurance
Corporation, the Guaranty Life Insurance Co. of Jacksonville, and
the Central Life Insurance Co. of Tampa. These companies are
interested in the new definition of a life-insurance company which is
section 201 (b) of the Internal Revenue Code, as amended by sp(tiol
145 of the House bill, where on page 20 of the House bill--

Senator BROWN. Page what?
Mr. BARTON. Page 120-they eliminated from the definition of a

life-insurance company a burial or funeral-benefit company.
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Represen tat ives of the Florida compa ilies-and representatives of
the Ituisiana Alabama, and Tennessee companies, have been in
conference with representatives of the Treasuryl Department regard-
iiig this matter. The Treasury has proposed two amendments-
either one they said would be acceptable to the Treasury Department-
a11d we have gotten together and agreed upon one of the amendments
with the Treasury department, and Mr. Stain, of the Joint Commit-
tee on Internal Revenue Taxation, suggested inasmuch as I had
already arranged some time before this agreement was reached, that
I come ovei' hee and exl)lain what it was, for the record of the
committee.

The CH .M N. First, is your company subject to regulations by
the State?

Mr. BARTON. Yes, sir.
The CrArnr. x. Regulations?
.i'. BARTON. Our companies, I think, ore in a whole lot better posi-

tion than some of the others, because, while they grew up and were
called, in Florida, sick and funeral benefit companies, in 1935 the
Florida Legislature required them thenceforth oii all new policies
to pay in cash, and all of these companies that I represent pay noth-
ing but cash, except I think two of theta have a small number of
old policies that are still in force, in which they provided for the
payment of funeral benefits.

The CHAnMbrAN. Well, you say you have the do'fiuition that has been
iigreT(l upon.

Mr. BARTON. Yes, Mr. Senator.
The CHAIRMAN. If you will give, us that.
Mr. BAnION. The agreement is: On page 1'20 of the House bill to

strike out the words in parentheses "other than a burial or funeral
benefit company", entirely, and at the end of that section, at the end of
the fifth line on page 121 of the bill, insert this language:

For tntible years beginning after Jamiary 1, 10414, a1 btirlal or funeini benefit
I isurance ('oinpiiy engalged dllrectly Ill the manufacture of funeral supplies
or tle performance of funeral services shall not be taxed under this section,
but sball be taxed under section 204 or 207.

Section 1204 pertains to insurance companies other than life or
mutual. For instance, a stock insurance company-that is, not a
life-insurance company-and section 207 pertains to Iniltual conipa-
nies other than life.

It is also proposed to amend section 204(b) (5) of the Internal
Revenue Code; by inserting at the end of that, tiis language:

For the 1Jlu11 se (f this section umeari'd 1en11inns shlll lititale ]tfe-tn'surance
reserves as defined in section 201 (c) (2) lertoining to lift, iltal, or 'fmiral
insu'ain'e, or annuity business of insuralice comnpliiles not qulllfylng as life-
insurance companies under section 201 (b).

Of course, the ilmulpose of that is if a funeral benefit company can't
qualify as a life-insurance company, it goes over under section 204,
tien ilt gets the benefit of a deduction as unearned premitium which
it woulf have 'gotten as a life-insurance reserve if it stayed under
section 201 (b).

I have written a letter to the Treasury Department agreeing to this
amendment on behalf of the Florida insurance companies, and the
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representatives of the Louisiana and Alabama and Tennessee com-
panies are going to write similar letters agreeing to it.

I thought I would have copies of their letters this morning, before I
came up, but they hadn't reached me, and I would like to submit a
copy of my letter to the Treasury Department regarding the matter,
to be included in the record.

The CimAint,,N. What is the effect of it all?
Mr. Bmn-ox,. Well, the effect of it all is this, Senator: From the

House report it was apparent that the House was under the impression
that all so-called funeral benefit companies were not writing life insur-
ance, but were merely paying and furnishing services and merchaindise
in the event of death.

The CHAIRMAN. Yes; I understand that.
Mr. BARTON. Well, that is not true. I just stated that in the case of

our companies they do not. They pay in cash. The policyholders
can take that $250 or $500--$500 is the limit-and there are no strings
tied to it. They can go out and use it for burial purposes or any other
purposes. But inasmuch as our companies might, tinder Florida law,
still be classified as sick- and funeral-benefit companies, we didn't want
to take any chances, and inasmuch as they pay nothing but cash and
maintain reserves the same as any other life-insurance companies, we
wanted this language to be clarified so they could continue to be
taxed as life-insurance companies which the committee of the House
intended to undo by virtue of throwing out of the definition "all
funeral-benefit companies."

The CHAIRMAN. These two amendments that have been agreed upon,
do they accomplish that purpose?

Mr. BARTON. They will accomplish that purpose insofar as our
companies are concer-ned and the postponement until Januarv 1, 19449"
will give some other companies that might not at this time be in just
such a good situation, time to readjust their business so that they can
qualify under the definition.

The CHAIRMAN. Very well, sir. You can put what you have read
in the record.

Mr. BARTON. I haven't read this.
The CHAIRMAN. What was it you wanted to put in the record ?
Mr. BARTON. It is attached to that statement I believe you have.

That may go in the record?
The CHAMMAN. Yes. Thank you.
Mr. BARTON. Thank you, sir.
(The following letter was submitted by Mr. Barton:)

WASHINGTON, D. C., August 1, 1942.
THOMAS TABLEAU, Esq.,

Tax Legislative Couneil, Treasury Department,
Washingtwton, D. C.

DRAB SIR: In compliance with the request of Mr. Milton Friedman, With whom
conferences have been held with certain representatives of the industrial life
insurance industry relative to the definition of a life-insurance company contained
In section 201 (b) of the Internal Revenue Code as amended by section 145 of
the House revenue bill of 1942, this is to advise you that the following amend-
ments proposed by the Treasury Department are acceptable to the Suwaunee
Life Insurance Co., the Independent Life & Accident Insurance Co., United Life
Insurance Co,, Guaranty Life Insurance Co,, and Professional Insurance Corpo-
ration of Jacksonville, and the Central Life Insurance Co, of Tampa, Fla., which
I represent:

REVENUE ACT OF 1942
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Strike out the parenthetical words "(other than a burial or fAmoral benefit
company)" beginning in the third line of section 201 (b) of the Internal Revenue
Code as amended, which are on page 120 of the House bill; and at the end of
said section, following the word "law" in the fifth line on page 121 of the House
bill, Insert the following sentence:

"For taxable years beginning after January 1, 1944, a burial or funeral benefit
insurance company engaged directly in the manufacture of funeral supplies or
the performance of funeral services shall not be taxed under this section but shall
he taxed under section 204 or 207."

Amend section 204 (b) (5) of the Internal Revenue Code by adding at (he end
thereof the following:

"For the purpose of this section, unearned premiums shall include life-Insurance
reserves as defined in section 201 (c) (2) pertaining to life, burial, or funeral
insurance, or annuity business of insurance companies not qualifying as life.
insurance companies under section 201 (b)."

At these conferences with Mr. Friedman an explanation of the change made In
the House bill by the Senate committee was discussed. It seems to me that either
of the attached explanations would cover the situation.

At a conference with Colin F. Stam, Esq, chief of staff, Joint Committee on
Internal Revenue Taxation, he stated that any amendments agreed upon by the
Treasury Department and representatives of the companies would be acceptable
to him. At this ( )nference with Mr. Stamp he was Informed that I had arranged
to appear before the Senate Finance Committee on August 4 on behalf of the
Florida companies. In view of the agreement which we have reached with refer-
ence to the form of the amendments, he suggested that I appear before the com-
mnittee and file a short brief relative to the understanding.

Respectfully yours,
W.LTEI . BARTON.

Enclosures, 2.
Copy to Colin F. Stain, Esq.

FIRST EXPLANATION

The original intent for the exclusion of a burial or funeral benefit company
from clas flcation as a life insurance company was to require payment of tax
on Income from manufacture of supplies and performance of services. The
object is accomplished if this work is done by others, including subsidiaries or
afilliates. The effective date of the change in classification is deferred to enable
such companies to rearrange their methods of doing business where necessary.

SECOND EXPANATION

The original intent for tlie exclusion of a burial or funeral benefit company
from classification as a life insurance company was to require payment of tax
on income from manufacture of stupplies and performance of services. Owner-
ship or control of the majority stock of a corporation engaged directly in the
manufacture of funeral supplies or the performance of funeral services shall
not be construed to macan thai the burial or funeral benefit insurance company
is directly engaged in the manufacture of funeral supplies or the performance
of funeral services within the meaning of this act, The effective date of the
change in classification Is deferred to enable such companies to rearrange their
methods of doing business where necessary.

The CHAIRMAN. Mr. C. V. Anderson.
(No response.)
The CHAIRMAN. Mr. Christensen.

STATEMENT OP C. K. CHRISTENSEN, AUDITOR AND COMPTROLLER,
TRIUMPH MINING CO., TRIUMPH, IDAHO

Mr. CHmISTENSEN. Mr. Chairman.
The CHAIMAN. Yes, sir, Mr. Christensen, what particular feature

of the tax bill are you speaking to?
Mr. CHRImTsNSN. It is an administrative measure, pertains pri-

marily to some of the old features, features in the old tax law,,-but
which have been touched upon in the new House bill.



REVENUE ACT OF 1042

The CHAIRMAN. All right. You may sit down or you may stand;just as you wish.Mr. iTmsTENN. My name is C. M. Christensen. I am auditor

and comptroller of Triumph Mining Co., of Triumph, Idaho a pro-
ducer of zinc and lead, and while I represent specifically the Triumph
Mining Co., I speak also for all other "acquiring corporations" which
chance to be in the same position. My talk is with reference to sec-
tion 213 of H. R. 7378 which amends' section 722, granting relief to
certain qualifying corporations and section 216, making certain
amendments to supplement A o? the Excess Profits Tax Act.

It w as my privilege to spend considerable time on several occasions
during 1941 with members of the legislative branch of the Treasury
Department and the Bureau of Internal Revenue, and members of
the staff of the Joint Committee on Internal Revenue Taxation. I
secured from these persons some rather definite assurances that rec-
ommendations would be made to Congress for the passage of ad-
ministrative amendments which would effect the relief to which this
corporation was admittedly entitled.

These assurances included the provision that such recommended
amendments would be made retroactive to the beginning of the Ex-
cess Profits Tax Act. However, as you gentlemen know, various
conditions arose making it inadvisable or impossible for Congress
to consider administrative changes in last year's revenue bill. The
admitted inequities have, accordingly, been allowed to remain in
effect until the Iresent time.

The exact conditions pertaining in the application of the 1940 and
1941 Excess Profits Tax Act to this corporation are set forth in full
detail in a presentation which I made to this committee, in writing
on August 20, 1941, as recorded on pages 1024 to 1026--part 9 of
your record of hearings. I quote that portion which describes the
peculiarities of this corporation.

Section 741 grants to corloratiOI known ax "acquiring corporation" the
election to use either section 713 (the liccamo method) or section 714 (the
Invested capital Inetiod) II computihg their excess profits tax credit. But see-
tion 7-10 which defines acquiringg corllratlons" clhilutes all corporations
which came into existence as a result of having acquired only a portion or
portions of the assets of predecessor transferor corporations. The Triumph
Mining Co. Is such a corporation and is thus deprived of its rightful privilege
of using its own base period Income In coniputing its excess profits tax credit.

For several years prior to 1940 the "A" corporation (owning and operating
other mines in other mining districts) owned certain mining claims In the Wood
River mining district of Idaho and had longtern lease on all of the mining
clahns owned by two other corporations i that same district. These various
mining lands, which were all adjacent and continuous to each other, had been
operated by the "A" corporation for many years as one single mining operation
with a separate and exclusive set of books and records just as completely
kept as If it had In fact been an independent corporation,

In order to avoid disagreement over extra lateral rights, to effect a permanncy
of operations and to simplify their respective Interests In this one natural mining
operation, the three corporations decided to and did In February 1940, organize
the Triumph Mining Co., and on March 15, 1940, transferred their respective
assets above set forth to such corporation for all of Its voting capital stuek In the
following proportions:

Corporation A, 38 percent,
Corporation B, 60.84 percent.
Corporation C, 11,16 percent.
Total, 100 percent,
Corporations A, B, and C continued to exist and function as separate eo'ip wca-

tioi s after thtq transfer of only a portion of theh respective assets,
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Thus the Triumph Mining Co,, having acquired only a portion of the assets of
other corporations, fails to meet the definition of an acquiring corporation and is
deprived of the benefit of its base period income in computing its excess-profits tax
credit, an income redordi which it rightfully earned and to which it should be
entitled by virtue of Its merely continuing the identical enterprise. It so happens
that the various mining claims involved In this reorganization were acquired by
the respective transferor corporations many years ago by location and assessment
work and have no cost basis and the depreciable assets have been largely written
off through depreciation. As a result, the entire assets of the Triumph Mining
Co,, although highly valuable at the time of reorganization, represent an InsIgnifi-
(ant inount of invested capital on which to compute an excess-profits credit.
But a second and perhaps even greater injustice results from the effects of section
752 as It strikes this particular corporation. This section Is discussed later In
this presentation.

So long as the still remaining transfer or corporations involved in such reorgani-
zations are willing to forego that portion of their own respective base perlwi in-
comes which pertain to the assets transferred, it appears indefensible not to
iillow the resulting transferee corporation the benefit of such rightfully earned
Income. This amounts only to it division of a predecessor corporation's income
to Its own component parts,
In permitting what is defined as "acquiring corporations" the benefit of base-

period not income Iii comiuting their excess-prolits credit, it was clearly the
Intention of the Treasury Department and Congress to grant this privilege to
ill domestic corporations which could clearly establish such a record during
their base period, and it is assumed that the same privilege was withheld from
reorganizatios under section 112 (b) (5) on the theory that if only a portion of
the assets of a corporation or corporations was transferred, tie income produced
by such assets during tim base period could not be definitely or equitably estab-
lished. It appears to be pure oversight that the income attributable to the
assets transferred wits not allowed to follow the assets so transferred and tile
transferee corporation allowed the sonie choice as other corporations In electing
its excess-profits credit to he determined upon tite iase period income allocable
to the assets transferred or the invested capital represented by those same trans-
ferred assets, whichever is the greater. Such a provision would have more
completely given effect to tite equity contemplated in tie act.

As before stated. I met with no apparent opposition in either the
Treasury Department, the Bureaui of Internal Revenue, or the Joint
Committee on Internal Revenue Taxation in their recognition of the
undenilbe equity involved in this eise, an was assured it was merely
a matter of presentation to and consideration by Congress.

During the past inmonth I again Contacttd titese three agencies and
htice 110 received their unequivocal recognition of tile imequity in-
volved in (lis2illowinlg to this corporation the benefit of an excess-
profits credit based upon its rightfully earned base period net income.
Indeed, this particular case was firmly in mind when writing tile gen-
eral relief provision contained in section 722 (c) (3) of the House bill,

I have b een assured that such relief provision will, by correct inter-
pretation and application, allow this corporation the benefit of its
actual base period net income. Let it not be thought this corporation
is unappreciative of this consideration. But that provision is quite
limited in the extent of its relief and apples o11y to tay~able years be-giininp after December 31, 1941, and offers no relief to this corpo-
ration or titi 2 prior years.

It is evidently ,recognized that "acquirilig corporations" generally
should have fullbenefit of their b1ase period experience because, in the
House bill, su)plcment A, dealing with "acquiring corI)oration," it is
entirely rewritten and. is nlade retroactive.

In its new forni the definition of "acquiring corporation" is again
broadened to include even "substantially all tile properties of a part-
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nership in an exchange to which section 112 (b) (5) is or was appli-
cable." But again this corporation is excluded from the list of recog-
nized acquiring corporations and we must assume it is purely because
it is thought that accounting problems involved in recognizing reor-
ganizations under section 112 (b) (5) would become too involved for
practical application. But there are no accounting problems in the
case here presented, and this fact is also recognized.

The problem, then, is merely one of again broadening the definition
of acquiring corporations so as to include those reorganizations under
section 112 (b) (5) in which there are no accounting problems.

To my knowledge, the only objection to this treatment is that such
cases are so few as to be unwarrantable of congressional consideration,
If this be true, then all arguments are meaningless. But if inequities
should be overcome when only a few taxpayers or even one tax-
payer is involved, then the in'iustice herein described may be remedied
by a simple addition to sectio n 740 again broadening the definition of
acquiring corporations in words substantially us follows, or in words
which give effect to the thought herein expressed:

(5) At the option of the transferee corporation and with the written consent
of the transferor corporations, a corporntion which has acquired property from
one or more corporations in a transaction with respect to which gain or loss was
not recognized nuder section 112 (b) (5) oif chapter 1 or a corresponding provision
of a prior revenue law, provided that accounting records have leen maintained
which shall have clearly defined the net income attributable to such transferred
assets and provided further that only the net income allocable to such transferred
assets be considered in arriving at such acquiring corporation's base period ioet
Income. Base period net Income sn allocated to such acquiring corporation shall
be deducted from the base period net income of the transferor corporations, The
matter of whether or not net income is allocable to such transferred assets Shall
be on the basis of fact to be determined by the Commissioner of Internal Incvendi.

Note how fully, in this definition, the Government is protected
against any duplication of base period income to the respective coin-
ponent cor porations and also the safeguards against dealing with com-
plicated accounting problems. The final lest of whether or not an
acquiring corporation under this definition meets the requirements is
left entirely with the Commissioner. As a matter of fact, the aiend-
ment as suggested could easily be made much narrower or more strin-
aent in order to safeguard the Government against a flood of claims
Eased upon some theoretical application of tl. amendment. The
amendment could be made to provide that a separate and distinct set
of accounting records must have been kept on the particular assets
transferred to the acquiring corporation and that the respective assets
thus transferred must have been operated as a complete and separate
entity by one of the predecessor corporations.

Also-and this would be desirable in any event-the amendment
could be made to apply only to those reorganizations effected after
December 31, 1939, and before the date of the passage of theft Excess
Profits Tax Act.

Giving effect to these dates would close the doors to any corporations
desiring hereafter to avail themselves of some advantage to be gained
from some kind of split-up.

Gentlemen, this corporation is not trying to evade its juit taxes or
attempting in any way to ease the existing or proposed tax burden. It
asks only that its taxes be computed under the same formula as applies

Soo
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to other domestic corporations having a defiuitely established base
period not income.

I intended to stop my talk at this Voint, but I believe you will get
a much clearer picture of the double injustice of this when I explain
the effects of supplement B.

Supplement B has been repealed in the House bill, but its effect
still pertains to the years 1940 and 1941. That supplement, as you
know, deals with what is known tis highest bracket amount and allows
every domestic corporation a highest bracket amount of $500,000.
But in its application to acquiring corporations, this highest bracket
amount anid each intervening bracket is limited to an amount which
bears the same ratio as the invested capital transferred bears to the
total invested capital of the transferor corporation. In this case then
the highest bracket amount becomes about $125,000 instead of $500,-
000, and each intervening bracket correspondingly reduced to about
otio-fou'th or the first bracket reduced from $0,000 to $5,000, the
second from $80,000 to $7,500, the third from $50,000 to $12,500, and
so forth, and all over $125,000 at the top rate of tax.

So this corporation is not only deprived of its rightfully earned
base period net income as a credit, and deprived of a credit based
on invested capital, since there was no appreciable recognized in-
vested capital, but its total income is taxed at much higher excess-
profits tax rates than pertain to other corporations.

The fundamental fallacy of applying supplement B to this corpo-
ration is somewhat explained in my previous presentation from
which I now desire to read. It is short:

SEc. 752, "Highest bracket amotent."--No ob.cction Is raised to the general
theory of establishing a highest bracket amount available to cormorations which
undergo reorganization and thus avail thienitelves of a device for defeating the
riiaes of exce.-proflts tax to which they would otherwise lie subject without
the provisIois of section 7,52. Our object ion is that this section Includes cor-
poations whiel were not Intended to be Included under the basic theory of
this section. Section 752 was by its very nature intended purely as a safeguard
to prevent corporations from breaking up into smaller units and thus distribute
their income in such a way as to evade the rates of tax coutemplated- and set
feth in the act.

It was clearly the intention of Congress to allow all domestic corporations
existing at the time the act was Introduced In Congress a highest bracket amount
of $00,000, and added supplement B only as a measure for retaining such a

asis thereafter. * * *
It must be admitted that section 752 and all other sections of supplement B

dealing with "highest bracket amount" pertains to a condition brought about
by the pas age of the act itself, and were not Intended to penalize or limit the
acts of corporations prior to such new law. It could not, ur, i( least should not,
have been Intended to peialize nets entered into Innocently prior to the time
the contents of the act became public information,
"The CIA ,IIAN, Any questions by any member of the committee?

(No response.)
The ChAIRMAN. Your main trouble is the fact that the amendments

made by the House do not cover the years 1940 and 1941?
Mr. C9mxsTNsEN. Yes; that is the principal objection.
The CnAnRmAq. That is the principal objection I
Mr. CHRsTsiSN. It appears rather simple to make an amendment

which would and yet would not be so broad as to bring in for consider-
ation a lot of corporations that should not have that consideration.
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The CHAIRMAN, Some of the relief provisions inserted in this bill
are not made retroactive. Some are.

Mr. CHRISTENSEN. Some are and some are not.
The CHAIRMAN. I have been curious to know whether the house

thought it more important to give the relief now because of the
increased tax rates.

Mr. CHRISTENSEN. I understand that is the principal reason for it.
The CHAIRMAN. And not so important in the years 1940 and 1941?
Mr. CHRISTENSEN. Yes.
The CHAIRMAN. Not so vital?
Mr. CHRISTENSEN. But in this case, as you probably recognize, there

is a real injustice there, and a real need for that to be made retroactive.
The CHAIRMAN. Yes. Well, thank you very much.
Mr. CHRISTENSEN. I merely want to state that in connection with

this supplement B which, ofcours, is now out of the picture since
there are no brackets involved at the present time, still we were sub.
ject to it back in those years, and it would appear advisable that in the
event that this one section, this relief section, is not made retroactive,
or that this new broadening definition which I suggested is not intro.
duced, then, at least, supplement B should be made retroactive insofar
as it, would affect corporations which were organized, already organ-
ized, prior to the time that bill was introduced in Congress.

The CHAIRMAN. Thank you very much, Mr. Christensen.
Mr. Battle.

STATEMENT OF 3. D. BATTLE, WASHINGTON, D, C., EXECUTIVE
SECRETARY, NATIONAL COAL ASSOCIATION

The CHAIRMAN. Mr. Battle, you are appearing here for the National
Coal Association?

Mr. BATIE. Yes; and I have a very brief statement on several
subjects that I wish to present to you just as briefly as I can.

The CHAIRMAN. Yes, sir.
Mr. BATTLE. My name is J. D. Battle. I am executive secretary of

the National Coal Association, the national-trade association of bitu.
ominous coal producers. Membership of the National Coal Association
embraces large and small operators throughout the Nation; in fact,
in every coal-producing State in the country. Membership in the
association is confined to bituminous-coal producers, but in this par-
ticular instance on some of these subjects our anthracite friends are in
exactly the same position as we are.

The bituminous-coal industry appreciates thea)resent necessity for
a tax bill which will produce revenue in unprecedented amounts. We
realize the war cannot be waged and won without funds with which
to purchase services and materials. But in the final analysis, money
is only the means to an end or goal. That goal today is that we place
war weapons in the hands of our armed forces to the very limit of our
ability.

IThe coal industry of this country is exerting itself to the utmost to
meet the needs of the country. In order to do so it must be allowed
to keep itself in a position to function.

We are producing on an average of about 11,000,000 tons a week.
We are under a rather heavy strain because of other fuel shortages
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throughout the Nation, particularly in the East, and we are, to use a
common expression, driving these properties pretty hard.

It is difficult to get material and supplies. Costs are going up, and
the labor problem is becoming one of very serious moment.

Senator GuFFEY. Does that 11,000,000 tons include anthracite?
Mf r. BATTLE. No, sir. It is just bituminous.
First I will address myself very briefly to the percentage depletion.

rrhe National Coal Association strongly'urges aceeptance by the Sen.
ate of section 131 of H. R. 7378 just as it passed the House. Section
131 begins on page 75 of the bill. It deals with percentage depletion
for coal, fluospar, and metal mines and sulfur. This section of the
bill is dealt with in the House report at page 92.

While the section I an discussing is not confined to coal, I may say
that my interest in the subject is limited to coal.

The position of the bituminous-coal mining industry on the subject
of percentage depletion for coal mines, and reasons for that position,
were set forth very definitely in our statement before the House Ways
and Means Commiittee. That statement appears beginning at pago
1210, volume 1, of the printed report of the hearings on revenue revi-
sion of 1942.

I won't repeat it here. I am sure you gentlemen have it all before
you. We do not want to burden the committee with testimony in
addition to this statement, and the evidence being presented to you
by other witnesses who will follow me at some later time on other
phases of this subject affecting coal and other mining industries.

Senator TAFT. Have you had percentagee depletion for coal before,
or is this new?

Mr. BATTLE. We have had it since 1932, 1 think.
Senator TAFT. Has it been 5 percent all the time?
Mr. BATrLE. All the time.
Senator TArt. So as to this l)rovision in here, why was it put in;

just to add fluospar?
Mr. BA'rrLI. That is all, and the suggestion from the Treasury that

the percentage depletion either be eliminated or reduced all along
the line.

Senator TAFT. I wondered', why it was put in the bill now.
Mr. BATr . Just to rewrite it and put in fluorspar.
However, we do invite your attention to Mr. Paul's statement at the

bottom of page .988 and top of page 2989, of the Ways and Means
Committee earings, to the effect that approximately 75 percent of the
total increase in revenue which will result from elimination of per-
centage depletion will come from oil and gas and only 25 percent from
sulfur, metal, and coal mines. Coal is the lowest on the list. Five
percent of the gross, limited to 50 percent of the net.

Obviously, then, coal is saving what might seem to be very little
money by this method. However, even if it is only several million
dollars-a figure not worth 2 minutes' discussion in connection with a
tax measure running into the billions-this amount means much to the
coal industry, which has a net deficit of more than $100,000,000 for the
past 12 years.

Elimination of percentage depletion for coal mines will injure the
productive well-being of the industry and the Nation out of all pro-
portion to the insignificant revenue that may result if the method is
discontinued.
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All we ask of your committee is that you accept section 131 as -passed
by the House.

The next subject is on fiscal-year taxpayers.
The coal industry is opposed to the proposal to change treatment of

fiscal-year taxpayers, as expressed in section 129, page 70, of the bill
as it passed the Moilse. This proposal would add materially to the
clerical and accounting work of the companies which keep their books
on a fiscal-year basis. Any advantage presently accruing to a fiscal-
year taxpayer, due to the lag, would be automatically wiped out when
the tax rates are lowered, as we hope and trust they will be in the
not-too-distant future.

There is nothing sacred about the calendar year so far as the coal
industry is concerned. As a matter of fact, the calendar year is an
unnatural year for the industry. We' have in the industry what is
known as the coal year, and that begins on April 1 and ends on March
31. The union contracts are made on that basis, and the industry is
geared to this time cycle in other ways. Some coal companies have
fiscal years other than the so-called coal year.

Also many companies have made commitments, set up reserves, and
advised their stockholders on the basis of fiscal-year accounting tax
liability. We are sure your committee is cognizant of the many diffi-
culties, from a business standpoint, implicit in this proposal. It
should be rejected.

We believe the corporation-tax rates contained in the bill as it passed
the House are so high that they will be immediately repressive upon
the bituminous-coal industry.

The Secretary of the Treasury has recommended relief from the
House-approved excess-profits-tai rate. We hope that the committee
may find it possible to suggest a lower rate than proposed by the
Treasury.

As applied to coal mining, we feel that the 45-percent normal and
surtax corporate tax is too high. Secretary Morgenthau expressed the
unsoundness of a 45-percent normal and surtax tax when he said before
the House Ways and Means Committee--and I think he must have been
thinking about the coal industry-

A substantial sbare of the increased corporation tax should fall on excess
profits * * *. A tax which absorbs excess profits still leaves the corporate
taxpayer with sufficient margin of income for dividends and safety. On the
other hand, a tax which dips too deeply into the income of low-earning corpora-
tions may seriously affect their debt-paying capacity, if not their very existence,

Senator TAr . He wanted 55, not 45.
Mr. BAT. You say he wanted 55?
Senator TArT. Yes. I don't think you would hold him in favor ofreducing it 45 percent.
Mr.eBAT. We would like to have it not more than 40.

I am sure all of you are acquainted with the financial plight of the
bituminous coal industry over the past 20 years. That condition led
to an attempt on the part of Congress to stabilize the industry through
the medium of legislation, thus bringing the coal industry more or
less into the public-utility class.

If we are now to embark upon a program of excessive taxation, it
precludes any possibility of rehabilitation within the industry. That
"margin of income for * * * safety" to which SecretaryMorgen-
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thau referred certainly cannot be developed in a year of loss. It can
be developed only in years of income; and if the income is to be
siphoned off during years of income, how can the safe margin ever be
acquired ? I

Compared with corporations engaged in other businesses, coal cor-
porations are poor earners. The National City Bank of New York
studies income records of leading corporations in principal industries.
These studies are published periodically. The last one to appear
covered the first quarter of 1942. It showed that the coal milling cor-
porations reporting had a net income for the first quarter of $1,294,000.
Net worth of the corporations studied as of January 1, 1942, was
$168,516,000. This gives a return at an annual rate of 3.1 percent,
lowest by far of the 22 industrial groups studied. The next lowest
rate was 5.8 percent, and the range runs as high as 16.7 percent. The
metal mining rate was reported as 7.7 percent; miscellaneous mining
and quarrying, 11.9 percent; total for the entire study of 22 industrial
groups, 9 percent.

We were at the foot of the list.
Extension of the consolidated returns privilege to affiliated corpora-

tions for purposes of normal and surtaxes as provided in section 142,
page 102, is unquestionably advisable. The 2-percent penalty, how.
ever, seems unwarranted. As the proposal is drawn with the penalty
included, the appellation "privilege," in connection with this provision,
does not seem entirely appropriate.

We hope the Senate will follow the Treasury proposal before the
House committee to the effect that the capital-stock tax and declared
value excess-profits tax be repealed in tote. Certainly, if you retain
this item wehope by all means that the Senate will retain the amend-
ment in the House approved bill making provision for annual redecla-
ration of capital-stock value.

Section 621 of the bill as it passed the House, page 817, contains
a provision imposing an excise tax on transportation of property.
The pro osed tax on coal is 5 cents per ton.

The T treasury Department has voiced its opposition to this pro-
posal. We heartily endorse the conclusion of the Treasury Depart-
ment that this provision should be eliminated.

We find objections to this proposal in addition to those brought
forward by the Treasury Department. I am talking solely about coal.
Of course, the Treasury Department was talking about the whole
proposition. There are certain features in connection with it that I
want to call attention to.. Now, some coal coinpanies-many coal companies, both anthracite
and bituminous--employ a central breaking system, which requires a
preliminary transportation of the unprepared coal from the mine to
a central preparation plant for further processing. Public trans-
portation systems are often used for this haul, the freight rate for
which ranges from 7 cents to 10 cents per ton, making the proposed
tax from 50 to 70 percent of the carrier charge.

Also it, must be remembered that unprepared coal is somewhat
heavier than finished coal, from which the waste materials have been
removed. I am told, in many instances the recovery is not more
than 60 percent when you get into the preparation plant and take
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out the slate and all the rock and things that go with it. Then you
have got about 60 percent of good coal to ship.

Senator DANAHia,. Does that apply to bituminous ,s well as an-
thracite?

Mr. BATrLE, In many instances; yes. Particularly in the stripping
operations where it is stripped within a shovel and hauled to the plant.
It is not marketable in that condition. It has got to be cleaned and
washed and broken up. In those instances, for this reason, those
companies using public transportation to take this coal from tie
mine to the preparation plant would be penalized as against those
not forced to follow this practice.

A somewhat related problem is presented in the case of a person
owning a coal mine and coke plant and using public transportation
to get the coal to the coke plant.

Manifestly it would be unfair to tax the coal going from the mine
to the mine's preparation plant and manifestly it would be unfair to
tax the coal going to the coke plant and then, in addition, tax the
coke haul. We would have a double taxation on virtually the same
product after it had been processed..

For all of these many objections which have been raised against
this provision, we sincerely trust the proposal will not be in the final
draft of the bill. However, if section 621 is retained, we urge tw(,
amendments to take care of this situation:

(1) On page 317 of the bill as it passed the House, line 21, after
the word "coal" insert the following, "coke, and briquettes."

Now, obviously those are made from coal, and in order to avoid
a double taxation up to this preparation plant and then tax again
on the other produce, we ask that "coke and briquettes" be added in
that line.

Then in lieu of the last sentence of the proposed subsection 3475 (a)
insert the following, and I have drafted an amendment which I think
will clarify that situation if the committee adopts the legislation:

The tax on the transportation of Ioal, coke, and briquettes shall not apply to the
transportation of coal, coke, and briquettes with respect to which there has been
a previous taxable transportation; nor to the transportation of unprepared coal
from mines, stripping operations, or culm, slush, or refuse banks to preparation
plants for cleaning, crushing, breaking, sizing, or other processing, nor to the
transportation of coal to a coking or briquetting plant for manufacture into coke
or briquettes provided the products thereof are reshiplied in subsequent taxable
transportation.

Now, that doesn't exempt any tax except avoid a double tax where
this product is gathered and brought to a preparation plant or process-
ing plant, maybe 5 miles, maybe 10 miles, maybe a little further. It
is either to be taxed on-if it moves out, it will be taxed when it moves
out. If it isn't moved out, I think the wording of that language would
cause it to be taxed on the short haul, so it would not avoid paying its
share of taxes.

Senator TAFT. Why do you want the tax on the second part of the
trip instead of the first part?

Mr. BATTLE. That is the proviso, If it doesn't move out of that
plant, preparation plant, if for some reason it doesn't move out, hap-
pened to be used locally, then it would be taxed on the first part. I
have tried to word it so that would be done.

806



REVENUE ACT OF 1942

Senator TAFT. The way it is here. it is taxed on the first part but not
on the second part. What is the 'reason for that? Bigger tonnage
on the first part?

Mr. BATrL. A lot of this waste material; much to be thrown out.
It is not marketable goods. Then, for instance, a coke plant. I have
one in mind that is 5 miles from the producing point at about 7 or 8
cents a ton freight rate. When you processed that there would be it
tax on the coal up to the plant. when you processed it you would have
another product and you would put a tax on it, and that would be a
double taxation, really, on coal. That is really what it would amount
to,

One more subject, Mr. Chairman, and I will be through.
Senator DANAItI.H. Before you get onto the new subject: What is

there new in. this subchapter E from existing law, section 3475?
Mr. BATrUE. There is no law today on the subject.
Senator DANAHER, Well, wouldn't we meet all your objections if we

look it out entirely?
Mr. BATTLE, Oh, yes. Tak - the whole thing out; throw it all out;

yes. That was my 'first suggestion, but if it is adopted, I would like
to see it straightened out. Oh, take it all out, by all means.

Collection o ineomne tax at the source.-The co'al industry is opposed
to the provision continued in the bill as it passed the House providing
for collection of individual income taxes at the source. This provision
begins on page 158 ani ends on page 181. This provision will place
additional burdens on all employers, particularly employers of many
workers, such as the bituminous-coal industry. I'll(, measure provides
specific rules iu minute detail for withholding the tax at the source.
The so-called withholding deduction is determined by the employee's
marital and dependency status. For an industry already harassed by
elaborate form-filing 1and record-keeping requirements of numerous
Government agencies, this additional proposal seems to us to transcend
all reason, particularly in view of the small amount of additional
revenue which will be collected by the system.

In addition to the objections whlich employers see to this provision ,
the coal industry has objections somewhat peculiar to itself. For
instance, in determining the withholding exemptions for an employee.
how will deductions such as union check-off, checkweighmen's )ay,
and occupational charges be treated? And there tire dozens of them
around the coal mine.

We are sure that if the members of this committee and the Treasury
officials themselves understood the difficulties implicit in this proposal,
it would be discarded.

Sometimes there are as many as a dozen deductions. House rents
aire a matter of contract that is deducted. Doctors' bills are a matter
of contract; that is deducted and various other things. I just don't
know how it could be handled.

Moreover, this proposal is highly-discriminatory to an industry like
the coal industry, the bulk of the receipts of which go to labor.

Senator BitowN. I really don't see why if the doctor's bill and house
rents are deducted from the bill they 'should be added. Any other
mamin has to pay his house rent and his doctor's bills out of his 'eneral
treasury.

701011-42 -vol. 1---...52
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Mr. BXITLE. It is just adding onto this great burdn.
Senator BROWN. I really can't see those objections. It is a simple

matter to work out.
Senator GUrEr. Tlie bit tli nous-coal industry has been profitable

the last 2 or 3 years.
Mr. BArrLE. Well, it is beginnillg to look up-let's' put it that way.
Senator Gu'n.v. Haven't you been out of the red for 2 or 3 years'o
Mr. BArrIE. Not 2 or 3 years. I think we have, as a whole, prob-

ably got out of the red last year, on the whole.
Senator GuFFY. How about your company that yvu represent'?
Mr. BAIrrLE. I represent Lpractically all of tlem. '
Senator GUFFE.Y. Most of them hIave been out (.f the red for '2 or 13

yea rs.
Mr. BA'rE. I will have to disagree, with you.
Senator GUFFEY. The figures don't justify your statement there.
Mr. BArT. I think you will find that onthe whole-
Senator GurFPY. We would be glad to have the figures if you have

them. We won't go into it now.
Mr. BArrE. We can dig them up for you all right.
According to figures just released by the Bituminous Coal Division

of the Department of the Interior, total value of bituminous coal
produced in the United States during 1940 was $880,009,000; but, and
this is very important in considering the impact of a regulation predi-
cated on a per-employee concept, t ie coal industry in 1940 had more
than 439,000 employees. No other industry in America with gross
receipts of approximately $1,000,000,000 employs anything like as
many men as the bituminous-coal industry.

That the burden of administering the Withholding tax will fall par-.
ticularly hard upon the coal industry is obvious when we compare it
with other industries having gross receipts approximating those of
the bituminous coal-mining industry. The following statistics are
taken from the Commerce Department's Census of Manufactures and
cover the year 1939, the latest year for which the information is avail.
able, It is interesting to note this:

value of Wage
products earners

Ch mieal-s ............... ................................................... $839, 760,3 6 ,268
Cigarettes .... ...................-................. ................... 1,037,747,517 27,426
Cotton broad woven good- ..-.................... 8.......................... 889, 34, 285 312, 249
Newspa per publishingr and printing ........................................ 98, 225,000 06,901
Paper and pa)or board mills ... -............................................ 033,016,664 110, 57
Primary smelting and refining of nonrerrous metal ......................... 956, 72, 486 27,830

The above table includes all industries shown in the Commerce
Department report having products valued at more than $800,000,000
and less than $1,100,000,000. Comparing the above industry figures
with bituminous coal's 439,000 wage earners gives a clear picture of
the disproportionate burden which will be thrown on the already
overburdened records department of the coal industry.

We submit that for the more than 400,000 employees of the bitu-
minous coal industry, the withholding tat proposal presents com-
plex problems of considerable magnitude.
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That is all, Mr. Chairman, unless there are some questions.
The CHAIRMAN. Any questions by any member of the committee
Senator DAVIS. The production of coal at the present time is suffi-

cient to guarantee that there will be no shortage this year?
Mr. BATTLE. If we can just hold our own, it is running at a rate

that will take care of the demand. We are having great difficulty
in holding our labor. You know the draft, the coal miners are very
patriotic, they Volunteer and the draft takes them.

Senator DAVIS. Barring all difficulties , accidents, and so forth, you
have sufficient production now to satisfy the market for it?

Mr. BATTLE. Put it this way: We have a productive capacity in
excess of our needs. However, we are running at about 11,000,000--

Senator Dws. How much coal is there now above the ground?
Mr. BATTLE. 73,000,000 plus tons in stock-
Senator DAvis. That is a pretty good pile of coal, isn't it I
Mr. BATrL. As of July 1.
Senator DAvIs. Would this 60,000,000 tons that they are producing

in the anthracite fields be sufficient to fill the supply even now with
the change from oil to coal?

Mr. BATrLE. I think it will, Senator, plus the heavy increase in
bituminous production. We produced 668,000,000 tons of coal during
the last 6 months of last year and the first 6 months of this year. We
are running at about that rate right now. I mean for the calendar
year.

Senator DAvIs, That is at a rate of production if not greater than
you produced in the last War?

Mr. BATTLE. I think we went to 579,000,000 tons one year, but at
that time we did not have the oil competition that we have now nor
the gas competition nor hydro power and the improvement in the
use of coal has reduced it many, many million tons. Better utiliza-
tion, better production, better equipment, So barring things beyond
our control, such as supplies and labor, we wiii meet the needs of the
nation. There is no question about that.

The CHAnMAN. All right. Thank you, sir.
Mr. Visor. Is Mr. Viser in the rooml Harry S. Viser, of Dallas,

Tex.
(No response.) (See p. 1306 for brief submitted by Mr. Visor.)
Mr. BATrI . On this transportation question, may I have the privi-

lege of having some of my colleagues file a brief with you,. if they so
desire?

The CHAIRMAN. Yes; you may, Mr, Battle; yes, you may.
(The following communication was submittedby Mr. Battle:)

ANTanAorrz INlrmuM
New Yojk, N. F., Aug.wt 14, 194 ,

Hon. WAr.T=x F. Gzome,
Chairman, Senate Committee on Iince,

Washington, D. 0.
DsM SENATo GwNsa: In accordance with the privilege granted Mr. lohn D.

Battle, executive secretary, National Coal Association, when he appeared before
your committee on August 4 In opposition to the proposed excise tax on the
transportation of coal and other matters set forth in the Revenue Act, H. X.
7378, we herewith present the following as the position of the anthracite indus-
try of Pennsylvania and of the Anthracite Institute, Its trade association, of
wblch I am the executive director:
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PROOI Oi AMENDMENT

Airend section 621 of the bill by inserting In lieu of the last sentence of the
proposed subsection 3475 (a) the following:

"The tax on tile transportation of coal, coke, and briquettes shall not apply to
the transportation of coal, coke, and briquettes with respect to which there has
been a previous taxable transportation, nor to the transportation of unprepared
coal from a nine, stripping operations or clu, slush, or refuse bank to a prepara-
tion plant for cleaning, crushing, breaking, sizing, or other processing; nor to
the transportation of coal to a coking or briqueiting plant for tile manufacture
into coke or briquettes, providing the products thereof are reshipped In subsequent
taxable transportation."

The House bill provides that, with respect to coal, the transportation tax shall
be at the rate of 5 cents a long ton, ind th:1t It shall not apply to the transporta-
tion of coal with respect to which there las been a previous taxable transpor-
tation.

Tins provision was lnseried lit order to avoid Interference, which would have
resulted from a nonitiforin tax burden, with conditions of competition which
have been estabhlished in the coal Industry, The competitive situation in the
Industry is based or differentials in freight rates from various coal fields to given
destinations, which have been built up over long years of experience, many of
them its a result of rate decisionss handed down by the Interstate Commerce
Commission after full hearing.

A tax based on a perienrtage of the freight rate (or applicable to successive
shipments of the same coal) would disturb competitive relationships in the in-
dustry, since coal shipped under a higher freight rate (or reshipped) would bear
a higher tax, thus widening the transportation differential. Tile single tax at
the fiat rate of 5 cents a ton would preserve the net differences in freight rates.

The proposed amendment Is neeessrnry to achieve the noninterference with
competitive conditions which the Vays and Menus Connmittee of the House sought
to achieve by providing a specific inpost of 5 cents a long ton rather than an
excise tax oii a percentage basis. The operations of some companies require
a preliminary transportation of the unprepared coal from the mines, stripping
pits, or culm, slush, or refuse banks to a preparation plant, where the unpro.-
pared coal Is cleaned, crushed, sized, or otherwise processed, before It is fit
to use as fuel. For some of this preliminary transportation, public transporta-
tion facilities are used.

Other producers are equipped to do such processing at the rininig location, or
to transport the unprepared coal to the preparation plant with private facilities.
The House bill would burden the former type of company with i serious com.
retitive disadvantage it several ways:

(1) By custom i the industry, anthracite Is sold by the prudlrcers free or
board cars at the inies, trausportatiot charges hieing paid by tin buyer. In
tire normal course of events, the trinssrtation tax would therefore also be paid
by tile consignee who pays tirt, freight charges. Burt tie (olnipalnies who rely
on public transportation facilities to bring the uuprepared coal to the prepara-
tiori plant, would he forced to absorb the tax themselves, since the transportation
from tire preparation plant to tire retailer or consumer would not he taxable,.
The tax would therefore become an addition to the cost of production. As ri
result, the producers in the two situations would be treated unequally,

Likewise, unequal treatment would be extended to the purchasers. The buyer
of coal prepared at the mine mouth would be subjected to the 5-cent tax, while
the buyer of coal prepared at it distance froi the mine would ,snape the tax,

(2) The weight of the unprepard corl, as it Is shipped to tie preparation
plant, Is very much greater than that of the finished product, because there is,
oen the average, only about 60 percent of acceptable, marketable coal recovered
from tire raw product, the remainder being slate, rock, and other refuse.. There-
fore, the tax, which would be added to tile production rents of tire produers who
use public transportation facilities for the shipment of unprepared coal, would
be 

81A cents a long ton or the finished prinduct, not recoverable from tire buyer.
Where public transportation facilities are not used for shripinm t of unprepared
coal, the operator's costs are not increased, and the buyer pays the 5-cent excise
tax. This results in different treatment to operator and purchaser obviously
,mrt intended by Congress.

(8) The hauls of unprepared coal to the preparation plants are very short. As
to anthracite, the minimum rate is 7 cents a long totr and the average rate is
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a trifle over 10 cents it long ton. The tax of 5 cents it log tol would therefore
represent a tax of 50 to 70 percent on the transportation charges ol this tonnage.

(4) In the anthracite region of Pennsylvania, the entire production of prepared
coal approximates 50,000,000 short tons yearly. The movement of unprepared
coal by railroad to preparation plants approxinlates 20,000,000 long tons yearly,
which represents, at a recovery ratio of 60 percent, about 12,000,000 long tons
or 13,440,000 short tons of prepared coal. Thus, the producers of this tonnage,
a little more than a quarter of tile total anthracite tonnage, would be burdened
with an increase in their production costs of 8 % cents a long ton, aggregating
$1,000,000 annually, while the purchasers of this coal would pay no tax. On the
other hand, the remainder of the anthracite tonnage would carry no tax on
the producers, but the purchasers would be taxed 5 cents a long toll.

The anthracite Industry has been generally recognized as one of the country's
depressed industries, having, over a number of years, consistently conducted its
operations at a loss. The assessment of this excise tax, amounting to $1,000,000
per year, against the producers of a small portion of the anthracite, would there-
fore work a great hardship oii those producers, whose prices are controlled by
the Office of Price Administration, while at the same time the purchasers of
the coal would be exempted from tile excise tax which would he paid by the
buyers of coal from other producers.

For the reasons stated, the Anthracite Institute, which embraces within Its
membership the producers of over 80 percent of the total anthracite tonnage,
petitions the committee to adopt the amendment suggested by the National
Coal Association, as printed at the commencement of this brief.

Yours very sincerely,
l.otIS C. I flAnvn, Ill,

)xeeitive Director.

The CHAIRMAN. Mr. Schneider.

STATEMENT OF WILLIAM W. SCHNEIDER, SECRETARY OF THE
MONSANTO CHEMICAL CO., ST. LOUIS, MO.

The CHAIRMAN. You may give your name and business doilections
there to the reporter.

Mr. SCHNEIDER. My name is William W. Schneider and I am the
secretary of the Monsanto Chemical Co., whose principal office is in
St. Louis, Mo. We own and operate chemical manufacturingplants
and laboratories in Missouri, Illinois, Michigan, Ohio, New Jersey,
Massachusetts, Tennessee, Alabama, Virginia, and West Virginia,
We also have built and are operating several war plants at various
locations for the account of the United States Government.

Our net income for 1942, before income and excess profits taxes,
will be in the neighborhood of $17,000,000 or $18,000,000 and on the
basis of the rates in Secretary Morgenthau's recommendations our
taxes for this year will be in the neighborhood of $13,500,000 or
$14,000,000.

There are a number of points in the bill passed by the House upon
which we would like to comment, but for the purpose of emphasizing
our objections to two points I am confining my comments to onl.v
those two points.

The first point is one to which insufficient attention has been given
by other taxpayers. It has to do with the relief section No. 722.
Section 722 was amended by the "Excess Profits Tax Amendments of
1941," so as to provide that any taxpayer that avails itself of the
relief granted by that section must pay an additional tax equal to 10
percent of what would have been the excess-profits tax computed
without the use of section 722.
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The actual effect of that provision is to assess a penalty of 10 per-
cent of the original excess-profits tax on anyone seeking to make use
of that section. I am under the impression that the purpose of that
10-percent penalty clause was to discourage the submission of a multi-
tud-e of small claims or nuisance claims which would require much
time and trouble to audit and dispose of. However, with the very
great increase in excess-profits tax rates, the amount of that penalty
in dollars and cents has multiplied in amount, and it is now much
more than a deterrent to small claims or nuisance claims. It is
actually a bar to meritorious claims that are very substantial in
amount.

Oui' company had several unusual situations in the 4-year base
period which held down the earnings during those years. One of
these involved the building and the' initial operation of a Plant in
Tennessee to produce elemental phosphorus which was the first time
tfqt product had been produced in this country on a garge scale. It
took many months to iron out the "kinks" in that new operation, and
the operating profits were unsatisfactory for quite some time after
the Plant commenced operation. We had a few other cases where
profits were either abnorilly low or nonexistent because of some-
what similar situations.

Under the 1910 excess-profits rates, the 10 percent penalty on our1
company for using section 722 would be $116,000, for 1941 the pen-
alty would be $640,000, and for 1942 it is estimated that such penalty
would be between $1,100,000 and $1,200,000. In other words, if for
1942 our relief claim under section 722 would amount to $1,200,000 or
less, we would actually get no relief. It is reaching a point where
the so-called relief section is a myth or a misnomer. ' Certainly, pen-,
alties in such big amounts are not needed to discourage the filing of
numerous siall claims or nuisance claims.

It is our contention that the provision for relief against hardships
created by unu.,ual situations is a necessary part of any excess-profits
tax law, ;md must be an integral part of such law if it is to be fair
and equitable in its application. Congress and the Treasury bave
recognized this principle. If the taxpayers are entitled to such relief
as a matter of fairness and equity, thlen we can't understand why
there should be imposed such huge penalties for making use of sueI
relief provisions. We don't believe there is any sound reason for
such a large penalty. A penalty of $10,000 or 10 percent of the relief
claim, whichever is the lower, would probably accomplish the purpose
of discouraging the filing of too many small claims or nuisance
claims.

I don't believe any speaker touched upon this subject before the
House Ways and Means Committee, although I note that in the
House bill this penalty was reduced from 10 percent to 5 percent.
I might add here that we did not appear before the House Ways and
Means Committee because we did not have our eyes opened to that
situation until after the hearings had been concluded.

Tlhe claims under the relief section are not due to be filed until
September 15, which is 6 months after the filing of the tax return,
and I believe very few companies had computed in June or July the
actual effect of thus section on their 1941 business or the 1942 business.
That was possibly because most taxpayers hadn't calculated the effect
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of the penalty on their 1941 business, because the returns for 1941
under the relief section are not required to be filed until next Septem-
ber 15. The 5 percent is still much too high. It would mean a
penalty of $500,000 to $600,000 against us if we seek to use the relief
section No. 722 for 1942. There should be no penalty for using a
provision that is a proper necessary part of any fair and equitable
excess-profits tax law.

The CHAIRMAN. What is your suggestion, Mr. Schneider?
Mr. SoHNnMI.R, My suggestion is tat a penalty of 10 percent of the

relief claim or $10,000, whichever is the lower, would probably accom-
plish thepurpose of discouraging the filing of numerous small nuisance
claims, My point is that a penalty of $500,000 or $600,000 is mnees-
sary for that purpose. It is just simply a huge penalty.

The claims for relief under section 722 for 1941 taxes are not re-
quired to be filed until the 15th of next month, September 15. If it is
recognized that the penalty is wrong and should be eliminated, it
should also be eliminated for 1941 as well as for 1942 and hereafter,
because relief claims for 1941 have not been filed aud no confusion
would result from making the change for 1941. We, therefore, urge
the elimination of the penalty not only for 1942 but also for 1941. We
also believe the other amendnents to section 722 can easily be made
effective for 1941 as well as for 1942.

Those other amendments have done much to clarify the law and im-
pro e the law and I don't know of any reason why they couldn't be
extended to 1941. 1 think the Trensury has recognized from the very
beginning that such provision should 'be in the law and the present
provision in the House bill is a development and improvement over
the original provisions.

The objectionable penalty provisions are in lines 24 and 21) on page
212, lines I to 4 and lines 10 to 14 on page 213 of the House bill.

The other point we desire to emphasize is that the combination of
the rates of 45 percent normal and surtax and 90 percent excess-profits
tax are too high, particularly if they are not subject to. a post-war
credit. With such rates in effect, there is no incentive for efficiency or
progress. They simply encourage carelessness in operations and ex-
travagance in spending. This was even true under the composite
rates in effect for 1941 and it will be true to a greater degree in 1942.
Many times I heard the statement made last year: "Well, what's the
differ-ence, the Government pays 72 percent of it and the company pays
only 28 percent of it." The management, of course, did its best to
discourage any such attitude.

Senator TAkr. It seems to me, though, that that in a way answers it.
It is going to be 65 anyway, and the argument is pracically made
whether it is 65 or 70 percent or whether it is 90 percent, It doesn't
seem to be very different.

Mr. ScHNEmIER. If it is left at 90 percent, you have a case where
any company or taxpayer actually pays only 10 percent of such spend-
ing, whereas if it is less than 90 percent or'75 percent, that attitude is
discouraged to that extent,

Senator TAMT. It seems to me the argument is just about as strong
one way as the other, If you say: Why not spend it, the Government
is going to pay 70 percent of it, or if you say: Why not spend it, the
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Government is going to pay 90 percent of it. I don't see very much
difference.

Mr. SCHNEIDER. The point I wish to make is that if under the law
the Government takes 90 percent of all additional savings or profits
and, ill effect pays 90 percent of all additional expenses, there is only
slight incentive to save, or to avoid waste, or to increase efficiency.
This detrimental effect of such high tax rates can be greatly counter-
acted by the return of a portion otfsuch tax after the war, provided no
strings are tied to the return. If the repayment is conditioned upon
compliance with certain objectives, so that the repayment is not cer-
tain, it might as well be omitted, because the repayment will not he
depended upon by anyone. Many corporations who'have tied up their
surpluses in machinery and equipment and expanded plant facilities
will find that their surpluses are frozen in idle plant facilities when
the war ends and Government orders are abruptly canceled. That
is the time when a repayment of such tax will save many corporations
from liquidating and folding up, and for that reason alone it is %vise
to provide for a return of a portion of such tax. England and Canada
are proceeding on this basis, and we believe it would be a wise thing
to do in this country. I won't elaborate further on this poiut, because
it has been well covered by more capable persons appearing before
your committee.

I wish to thank the committee and the chairman for the tin- they
have given us at this hearing.

The CHAIRMAN. All right, Senator Clark.
Senator CLARK. In connection with that last point you ma ice about

a provision for post-war refunds. I had a letter from the president of
your company some months ago in which lie pointed out that the Mon-.
santo Chemical Co. erected several plants which there is no expecta-
tion or intention of operating when the war is over-for purely war
purposes-and lie suggested a problem was going to be presented when
those men who are employed in those plants were all laid off suddenly
when the company closes its plant after tile war because the com-
pany has no normal use for those plants. He suggested that his com-
pany and many other companies would be glad to set up a fund out of
their earnings as a sort of severance cushion for those employees who
will be severed from their employment. They can't afford to set out
part of their earnings because of the 90-percent tax on it. Are you
familiar with that situation?

Mr. ScHmIDER. Yes; I saw that letter sent to the delegation from
Missouri. It was to this effect: That under tie present law if we set
up a reserve to cover that severance pay of men whom we ]mow will be
let out when the war is over, we cannot take a deduction for that
reserve for income-tax purposes. We would like to set up such a
reserve on our books and become obligated to use it after the war is
over for that purpose if we could deduct that as an expense of our
operations. For instance, what we have in mind is that we, under a
contract with the Government, are to operate a large TNT plant in
Texas. That TNT plant will not operate after the war. There will
be perhaps 3,000 or 4,000 employees at that plant who will be laid
off when the war is over.

Senator CLARK. That you know how you will intend to lay off?
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Mr. SCHNEIDER. We feel sure the Governmtient will not want us to
operate that plant when the war is over, and we would like to take
care of those men, but we can't do it under present tax laws.

Senator CLARK. You are not allowed to take a deduction in coin-
puting jour income?

Mr. SCHNIDER. That is correct.
Senator CLARK, I might say I called that matter to the attention

of the T'reasury several times'but haven't been able to get an answer.
Mr. SCHNEIDER. I have confined my remarks to two outstanding

points in the House bill without trying to cover too many points.
think the two l)oints I mentioned are very important.
The CHAIRMAN. I wish the treasury would esl)ecially note this

point that Mr. Scheider has called our attention to, If there is a
relief provision, the penalty ought not to be fixed on a flat 5-percent
basis.

Mr. SCHNEDER. I believe the only purpose of the penalty is to
discourage the filing of nuisance claims.

The CHlAIn N. I think it is very well to do that, but it looks like
some suggestion along the lines you made ought to be worked out that
would take care of that and not penalize the companies that had a
real just relief case if they were allowed to use it without that penalty.

Senator D.NAJIER. Mr. Schneider, if we do not disturb the penalty
what one of the subclauses under section 722 do you feel covers the
case that you have described to us?

Mr. SCHNEnIDER. You n10an the present law?
Senator DANAHER. Yes; or the pending bill.
Mr. SCHNEIDER. I suggested that on pages 212 and 213, the objec-

tionable clauses are lines 24 and 25 on page 212, lines I to 3 on page
213, fnd lines 10 to 14 on page 213. Those are the clauses that per-
tain to this 5-percent penalty I speak of.

Senator CLARK. Yes; but suppose we don't disturb the )enalty,
where (to you get your relief under section 722? Where do you get
any relief for a case such as you have described?

Mr. SC NEIER. Well, I don't know whether I undelstand you.
These two paragraphs are the l)aragrapb s that have the effect of
adding 5 percent to your excess-profits taxes if you seek to avail your-
,elf ofsection 722. If you omit those two paragraphs, there will not
be the 5 percent penalty attached to inaking use of that section.

Senator TmFT. Which part of section 722 do you get under? Which
express relief provision does the Monsanto Chemical Co. get under?

Mr. SCI1NRYDEa. Particularly those two paragraphs that pertain to
increases of plant capacity and to the installation of new process,
I just referred to the new plant we erected in Temnessee using an
entirely new process and making a new product which took a couple
of years to got under w;ay and operating smoothly and that was during
this base-year period. We had an investment of four or five million
dollars in that plant and got no return on it in those years.

Senator TArr. I don't mean to necessarily imply the 40.percent
rate, but it seems to me the argument against it is rather the need for
reserve money than it is the psychological effect of getting very little
benefit from' economies because I think we are going to have that
psychological effect anyway. We have got it already and I don't see
how we can get rid of it.
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Mr. SCHNEIDER, I think that is true, Senator. We are running into
it all the time.

Senator TArP. You can't get away from it. That is what I mean.
Mr. SCHNEmDEn. No, we can't get away from it, but I think it can

be discouraged to a certain extent by holding out the thought that
after the war you can get back a part of that tax, and I think it
will do a lot to cushion the situation at that time. Many corpora-
tions are going to find themselves with their surplus in frozen assets
and won't be able to do anything about it.

Senator TArt. I agree with you.
The 'CHAIRMAN. All right, sir. Thank you very much.
The CHAIRMAN. Mr. Brenckman.
(No response.)
The CHAIRMAN. Mr. Lawrence.

STATEMENT OF JOHN V. LAWRENCE, MANAGER, AMERICAN TRUCK-
ING ASSOCIATIONS, INC., WASHINGTON, D. 0.

The CHAIRMAN. All right. You may give your name, Mr. Lawrence,
and your business connection,

Mr. LAWRENCE. My name is John V. Lawrence. I am general man-
ager of the American Trucking Associations, Inc., with offices at 1424
Sixteenth Street NW., Washington, D. C.

The association is a federation of 50 associations in the various
States, the District of Columbia, and the Territory of Hawaii. Its
membership represents every type of trucking service.

Members of the affiliated associations in the States are members of
th national organization, exercising their franchise through their.
State or local group.

May I say that we are not appearing here today merely to complain
about' higher taxes as such. Te ruc ing industry is willing, ready,
and anxious to pay its full share of the cost of the war program. We
are appeaHring not to complain but rather to explain the effect of pro-
posedexcise tax increases upon the operations of our members.

We know full well that this committee deeply feels its great respon-
sibility; that it is anxious to draft a revenue measure which will be
as fair and equitable as possibly can be devised. We realize, too, that
this committee cannot appreciate the effect of a given tax proposal
upon every group of taxpayers, fnd we, therefore, see it as our duty
both to this committee and to our membership to point out the essen-
tial facts which underlie the proposal to double the tax on gasoline
and to increase the levy upon lubricating oil from 41/2 centp to 10
cents per gallon.

Trucks originally won their place in the business world because
they could haul loads more cheaply and more quickly than horse-
drawn drays. As they became more reliable, as their original cost and
operating costs were reduced, the radii of their service field expanded
proportionately. They took over an increasing amount of less-than-
carload freight and merchandise traffic, and handled it economically
and efficiently. Efforts of other forms of transportation to throttle
this expansion failed. Truck transportation made a place for itself
as an essential arm of the national transportation system.
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So accustomed have we as a nation become to efficient highway trans-
portation that we all too frequently overlook its indispensability in
such critical times as these. Yet highway transport's established rec-
ord of service has earned it the right to be classed as a major national
resource. Its infiltration into our whole national economy is so com-
plete that only nonessential motor vehicle uses may be eliminated
without impairment of that economy. And this is being fast accom-
plished under tire and gasoline rationing.

In 1941 highway truck mileage increased 15 percent, and conserva-
tive estimates at the beginning of the year by responsible govern-
mental agencies indicate increases in traffic volume for 1942 over 1941
will be in the neighborhood of 18 percent for the movement of goods
and 20 percent for the movement of persons.

A survey conducted to ascertain transport requirements of 749
Michigan defense plants revealed that same part of both incoming and
outgoing freight is shipped by truck at every one of these factories.
In 13 percent of the plants all incoming shipments, and in 15 percent
all outgoing shipments are made by truck. In 38 percent of the de-
fense plants studied, 90 percent of the incoming shipments are made by
truck, while in 43 percent of the plants, 90 percent of the outgoing
shipments were over the highways.

The study also disclosed that 1 out of every 5 of the workers in these
defense plants lives more than 10 miles from the factory, and 3 out of
4 come to work by passenger automobile every day. The facts indicate
that out of 850,000 wage earners in Michigan industries, 635,000 are
dependent upon the private automobile.

The existing stock of motor vehicles in operation at the end of 1941
provides a measure of their over-all carrying capacity available to the
war-production effort. Some 4,912,000 trucks and tractor trucks. to-
gether with approximately 277,000 commercial trailers and semitrailers
provide a total instant capacity of more than 18,000,000 tons.

These illustrations are by no means unique. Surveys of the same
kind in other States would disclose similar reliance upon highway
transportation. Even if itwere practicable for the railroads to handle
some of this traffic movement, it would be impossible for them to do so
because their facilities, too, are being utilized to the limit of capacity.
According to statements of Director Eastman, of the Office of Defense
Transportation, trucks are handling 18 percent of the traffic load.

Gentlemen, there is no substitute for highway transportation. It is
essential to our war-production program. Our vast munitions indus-
try would be useless if we failed to get them men and materials to the
plants. All the large new plants were built with the thought in mind
that they would be serviced by trucks, cars, and busses.

Fortunately, highway transportation has been able to develop here
in the United States with reasonable freedom. Highway transporta-
tion has not been hamstrung here as much as it has been elsewhere.

In England prior to the war competitive transportation succeeded
in securing passage of the Transportation Act of 1933, which provided
that the number of trucks could not be increased beyond the quota then
in operation. Little imagination is needed to visualize the gross stu-
pidity of this statute. During the blitzkrieg many railroad lines were
put out of action. Traffic was tied up. Trucks alone could keep mov-
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ing. If one road was bombed out, an alternate route always was avail-
able. The roads were available, but the trucks were not, at least not in
anything like the number needed.

Before the war the Government, at the instigation of the Australian
railroads placed all sorts of ridiculous curbs upon highway transpor-
tation. Pow both the railroads and the Government are busily trying
to untie the knots with which they sought to strangle motor trans-
portation. Gentlemen, we cannot afford to repeat here the mistakes of
England, of Australia.

1-have tried to bring out two points:
First. The indispensability of highway transportation in all-out war.
Second. The fact that it should not be hampered through injudicial

legislation.
Although these levies are intended as excises upon two essential

commodities, their practical effect upon truck operators is that of a
special tax upon one form of transportation. These levies, I believe-
in their effect on commercial highway carriers-typify what the Pres-
ident had in mind when he -_i, in a recent Budget message:

Tax programs too often follow the line of least resistance, The present task
definitely requires enactment of a well.balanced program which takes account of
revenue requirements, equity, and economic necessities.

The proposed 3-cent tax upon gasoline and the 10-cent tax upon
lubricating oil is equivalent to a special and exceedingly heavy impost
Upon one indispensable form of transportation, while no equivalent tax
is proposed for other and competitive transportation media. I submit
that it would be definitely unfair to single out highway transportation
unless a tax of similar weight were proposed for railroads and other
transport media.

Let me clarify my point.
Senator BRowN. That 8-cent gas tax is not in the House bill.
Mr. LAwn cE. That is true, sir. Mr. Morgenthau had proposed its

inclusion in this bill.
The average retail price of gasoline this spring was slightly less than

15 cents pet gallon. A 3-cent Federal tax would be the equivalent of a
20-percent detail siles tax on a necessity. This is certainly dispropor-
tionate, but it must be borne in mind that the States already tax gaso-
line at rates ranging from 2 to 7 cents a gallon. In my testimony
before the House committee in hearings on the 1941 act I pointed out
at page 123 of hearing record that the tax on gasoline was then 100
percent of its value. A 1-cent increase in tax would increase this by
16% percent additional. A 1/-cent tax would mean an additional
25 percent of its value.

The proposal to tax lubricating oil 10 cents per gallon is likewise
disproportionate, when it is realized that lubricants range in price from
30 cents to $1 a gallon.

Senator BRowN. Again, there, the House didn't put in 10 cents; they
put in 6 on lubricating oil.

Mr. L.%wRENcE. That is trite, but the Treasury proposal was to
increase from 41/ to 10.

The CH MRM4&W. The committee has had a good rhany requests for
a tax on reclaimed lubiicating oil. Do you know anything about
that I
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Mr. LAWRENCE. I presune, sir, in recent years that has become an
important angle. A lot of reclaiming done; and that may be a com-
petitive angle.

The CHAIRMAN. I suppose it must be.
Mr. LAWRENCE. The simple average State and Federal gasoline tax

now amounts to 5.97 cents per gallon. If it is increased by 1/2 cents,
as proposed, a total levy will amount to practically 71/2 cents. Even
the smallest trucks do not average 111 miles per gallon and they would
pay more than one-half cent per mile in taxes. Medium-size trucks
traveling 10 miles per gallon would pay three-fourths of a cent per
mile. Thousands of trucks travel less than 71/ miles per gallon, so
that their levy would average a cent per mile br better. Large trucks,
averaging only 3 miles per gallon, would pay 21/ cents per mile in
gasoline taxes alone. One cent of this amount would be paid to the
Federal Government, the balance to the State, and this, of course,
in addition to heavy registration fees, and in some cases, mileage taxes
levied by the States. I indicated to this committee last year that
the average annual tax on an over-the-road truck in this territory
at 1 cent per gallon would be $190 per truck per year, that for one
particular company it would be $270 per truck per year. At 11/2
cents, the increased tax would be $285 and $405 per truck, respec.

ivsfels.

eThe point, I hope, is clear. If this tax increase is enacted, one
branch of transportation will be forced to pay a heavy mileage tax
for the purpose of financing the general functions do the Federal
government while all other forms of transportation will escape this
or an equivalent levy.

I might point out that next to labor, which takes about 50 cents
of every dollar, that truck operation takes in the next highest expense
its fuel cost.

Recently we have seen in the press a suggestion that the excise tax
on gasoline be increased to repay the Reonstruction Finance Cor-
poration the cost of absorbing the 2V2 cents increase in gaslne prices
allowed in the eastern rationing area. Last year the Petroleum Co-
ordinator urged a committee of Congress, as well as the Office of Pro-
duction Management, to provide materials for the construction of
pipe lines to this east-coast area. These requests to the authorities
in charge of material were turned down. Today we do not have tile

pplines. The railroads are doing a splendid job in hauling gaso-
line-to this area, but it must not'beforgottenta they wre thle chief
sources of opposition to tile proposed pi pe line.

Hindsight is always. better th an foresight, but the foresight, shown
at that time bythe Petroleum Coordinator was not heeded and acted
upon. We, therefore, feel that it would not be fair to tax those who
find themselves in a rationed gasoline area through no fault of their
own.

If any equalizing tax of this type was put into effect-and I say
"if&-the 11/2 cents suggested is far too high. In 1941 of 24 366.267 000
gallons of gasoline consumed by motor vehicles in this country,
8,946,889,000 gallons wee' consumed in the eastern rationing area, or
32.61 peirent of the country's total. If an excise tax were to be levied
to make up the 21/2 cents per gallon in the rationing area, this would
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mean that 0.0082 would be ample countrywise if the eastern demand
remained the same as last year. With rationing, however-and the
final figures won't be available for some time--consumption will drop
materially and the likely figure would be close to one-half.

Since January of 1941 gasoline prices have increased materially
in these Eastern' Seaboard States, in the New York and New England
area, to an amount of practically 100 percent, including the 2%
cents increase. We believe that before any compensating tax was
levied, that a thorough examination be made of this question to de-
termine whether increased transportation costs had not been taken
care of to a large extent, even before the 21 cents increase in the
price ceiling was allowed . Here are some of the examples: I take 6
of the 16 States:

Massachusetts..-Total price increase between January 1941, and
June 1942, 0.06 cents per gallon.

That is based on the shipside price at Boston and the shipside
price was 5.1, so it is slightly over 5 cents increase.

Penn.sylvania.-Total price increase between January 1941 and
June 1942, 0.057 cents per gallon.

New Jersey.-Total price increase between January 1941 and July
19412 0.057 cents per gallon..

Senator JoHNsoN. These are retail prices or wholesale prices?
Mr. LAWRENCE. They are mostly wholesale without the tax in-

cluded. This is the price added together.
Georgia.-Total price increase between January 1941 and June

1942, 0.064 cents per gallon.
North eaoliva.-otal price increase between April 1,941 and

June 1942, 0,047 cents per gallon.
New York State, including New York City.-Total price increase

between January 1941 and July 1942, 0.078 cents per gallon.
That in all classes includes the 21/2 cents to be removed.
We, therefore, submit that it would be quite unfair to levy ol

gasoline users, and particularly on truck transportation, a compen.
sating tax of the nature proposed.

Let me summarize the objections which the American trucking
industry makes to an increased tax on motor fuel:

1. Gasoline is not a luxury and should not bear a special Federal
sales tax of 20 percent, for it is already taxed at rates ranging from
15 to 60 percent by the various States.

2. Gasoline already is being rationed and will be rationed more
severely in the immediate future. Therefore, a high tax is not needed
to curb inflation. On the contrary, limitations placed upon non-
essential driving through tire rationing and discontinuance of auto-
mobile building will so reduce consumption that the trend of gasoline
prices will probably be downward rather than upward.

3. Because every commodity is transported by truck in some stage
of its journey, from producer or processor to consumer, an increase
in the Federal tax would cause a corresponding increase in the price
of every commodity.

4. The proposed increase is inequitable and discriminatory because
it applies only to one form of transportation, while no comparable
levy -s proposM, for other transportation media.
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5. Consumption of gasoline will decline progressively month by
month as vehicles and tires wear out. This loss of revenue will deal
a body blow to the States which rely upon it for financing highways.

I might point out there that I notice in the press the Public Roads
Administration in their latest estimates had indicated a drop of 17
percent in gasoline-tax collections in the States. It is unreasonable
and unjust for the Federal Government further to invade this rapidly
shrinking field of taxation when it has many alternate sources of
revenue-the States so few.

6. Simply because the gasoline tax has been a prolific and equitable
revenue producer for the States in normal times, it does not follow
that it is a desirable or productive tax source for the Federal Govern-
ment in abnormal times.

The CHAIRMAN. Any questions ?
Senator CONNALLY. 'May I ask a question?
The CHAIRMAN Yes Senator Connally.
Senator CONNArY. What do you have to say to the claim in the case

of trucks especially that they are not paying how in license and other
taxes anything at all cofihmensurate with the use that they get, the
free use of the public highways, which is financed at public expense?
Just off the tax on gasoline, they wouldn't pay anything like what they
would the roads?

Mr. LAwRENCE. Well, all we ask is not to increase it further.
Senator CONNALLY. Just leaving it as it is, would they still pay, do

you think?
I Mr. LAwxECE. The only unbiased study thus far made, except one
under process by the National Board of Investigation and Research
which the Congress set tip in the act of 1940, was made by the Federal
Coordinator of Transportation, Mr. Joseph B. Eastman, and in that
survey, known as Public Aids to Transportation, four volumes, Mr.
Eastman found that there were over-payments rather than underpay-
ment', and the larger tru ks were ovWrpaying to the greatest extent,
up to $287 per year. I know tie question has beeni carried in the press
and the accusation made, but the only unbiased study that I know of
made by Mr. Eastman showed that that was not the case, sir.

Senator TAFT. Is it true that the Federal Government takes in a good
deal more money in this ease than they pay out for highways?

Mr. LAWRENCE. It was interesting t(;note that, Senator Taft. in that
study of Mr. Eastman's, they charged the highway user with the Fed-
eral-aid payment and other Federal disbursements to the State, but
they did not credit the motor-vehicle user with the excise tax levied
by the Congress, and I think if we go back to the last war and average
them all up, not only gasoline tax, but when you take in the excise tax
on lubricating oil, Automotive parts, and vehicles, that it is substan-
tially more than the Federal-aid payments voted by the Congress, by
several hundred million dollars.

The CHAIrMAN. Are there any further questions?
Senator CONNALLY. You said'no other transportation paid any tax.

Don't the railroads pay fuel taxes?
Mr. LAwRFwCE. No fuel taxes that I know of.
Senator CONNALLY. On fuel oil?
Mr. L.%w 1ENCE. Not that I know of. sir.
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Senator CONNALLY. I am sure fuel oil has a small tax. I don't
know what it is.

Mr. LAWRENCE. We all pay the ordinary corporate taxes. We are
worried about your excess-profits tax, if we make any money, and
various other things, but we all pay those taxes. This is a special tax
that I am speaking of, and I don't know of any other transport media
that pays it.

Senator CONNALLY. Everybody that rides in an automobile pays it,
and that is everybody.

Mr. LAWRENCE. That is true.
Senator CONNALLY. You are in it for revenue and the rest of us

are in it just because we have to ride back and forth to our offices. You
are making money out of it.

Mr. LAWRENCE. Some of them are trying to. They haven't been
doing much lately Senator.

The CHAIRMAN. Well, thank you very much, Mr. Lawrence.
Mr. LAWRENCE. Thank you, sir.
The CHAIRMAN. Did Mr. C. V. Anderson come into the room?
(No response.)
The CHAIRMAN. Mr. Harry Viser?4 No response.)

he CHAIRMAN. They are witnesses that were on today.
Mr. Fred Brenekman. I believe he is not in the room.
That completes the list of witnesses today. We will recess until

10 o'clock tomorrow morning.
(Whereupon, at 3: 30 p. m., the committee adjourned until 10 a. m.,

August 5, 1942.)
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WEDNESDAY, AUGUST 5, 1042

UNITED STATES SENATE,
COMMITTEE ON FINANCE

Washington, b. a.
The committee met at 10 a. in., pursuant to adjournment, in room 312

Senate Office Building, Senator Walter F. George (chairman)
presiding.

The CHAIRMAN, The committee will please come to order.
Mr. Iglauer.

STATEMENT OF lAY :GLAUER, CLEVELAND, OHIO, REPRESENTING
THE NATIONAL RETAIL DRY GOODS ASSOCIATION

Mr. IoJAu . My name is Jay Iglauer. I represent the tax com-
mittee of the National Retail Dry Goods Association. The organiza-
tion has been in existence for more than 30 years and represents more
than 6,000 department and specialty stores located in every State in
the Union.

In the interest of brevity, I confifie myself to five subjects: Economy
in nonwar expenditures, war retail-sales tax, corporate normal and
surtax, excess-profits taxes, and an amendment to the Internal Revenue
Code respecting estate and inheritance taxes. My prepared statement
will consume not more than 12 minutes.

Economy in nonwar ependitw'es.-The expenditures for the war
effort which have reached astronomical proportions, impel us to renew
our pleg to you, as Members of the Senate, to bend every effort to
reduce nonwar expenditures. The willingness of the people generally
to accept the heavy burdens of taxation, and their wholehearted sup-
port of the administration's program for war, as indicated in the vari-
ousp ublic-opinion polls, is remarkable and encouraging.

You can contribute materially to the preservation of that morale by
compelling a reduction of the burden; upon the Government and upon
the people of those expenditures that are now not essential to victory.
We are apprehensive that unless nonwar expenditures are cut dras-
tically the public will put the responsibility upon Congress and the
administration, for the impairment of public morale which will surely
f dlow unless these expenditures are cut to the bone.

The bill before you is still short of the goal set by the Treasury by
some 21/2 billions of dollars, in spite of the fact thtt the rates of tax
upon business are such as to raise serious doubts concerning the sur-
vival of the average small business, It is perhaps a coincidence that
this deficiency is almost exactly the amountt of the revenue yield of a
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5-percent retail-sales tax as estimated by the experts of the Joint
Committee on Internal Revenue Taxation.

Retailers generally have always opposed consumption taxes in
ordinary times. It makes their task of selling goods more difficult.
Now, in wartime, we welcome the opportunity to help with the war
effort by assuming heavy burdens of expense and administration in
connection with priorities, scarcities, transportation, price control, and
taxation.

War retail sales tax.-In proposing a war retail sales tax, the Na-
tional Retail Dry Goods Association did not lightly arrive at this con.
clusion. Early this year a referendum of our membership was taken
on the subject of retail sales taxes as compared with manufacturers'
excise taxes. Out of 60 percent of all the members of the association
who responded to this referendum, 78 percent favored a general retail
sales tax in the present emergency. Doubtless you are aware that a
60-percent return on a questionnaire of this type is phenomenal.

We propose the adoption of a war retail sales tax of 5 percent of the
purchase price of all tangible personal property to be paid by the
consumer at the time of the purchase. It should apply to all sorts of
tangible personal property, much of which may not commonly be sold
through retail stores. In addition to everything ordinarily known as
consumer goods, it should apply to all purchases of machinery, fix-
tures, supplies, factory and store equipment, and so forth; exempting
only the purchase of such items as are required for the production of
war materials. The tax should not apply to personal or professional
services, such as those of physicians, dentists, attorneys, or to salaries
and wages, or to rents or to the cost of insurance.

This recommendation contemplates the repeal of the manufacturers'
excise taxes except those on tobacco, liquor, gasoline, and oil, and the
repeal of the retail excise taxes on furs, jewelry, and toilet goods.

Senator BnowN. Mr. Iglauer, if we are going to have a general re-
tail sales tax, I think consideration should be given to including per-
sonal services as well as sales of goods.

When Michigan enacted its retail sales tax, which has been very
successful, I think we raised about 80 or 90 million dollars a year on
it, the Governor, basing his recommendation upon a study made by
experts at the University of Michigan, proposed to include services
of doctors, dentists, lawyers, so on and so forth.

Most everybody in the State seemed to think it was a much better
and more logical tax than merely a tax on retail sales. The legis-
lature rejected the idea, but I gathered the impression at the time, and
have had it ever since, that if you are going to have a general sales
tax, it should include personal services.

I would like to know why you reject that in your statement.
Mr. IOLAVER. I have no objection, only the problems of administra-

tion and collection.
Senator BRowN. I see. I just wanted to interpose to say that I know

it was the viewpoint of the experts of the Governors' Commission at
that time, in 1933, that personal services should be included in any
general sales tax program.

Mr. IOLAuEI. That would materially increase the yield.
Senator BROwN. It certainly would.
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Mr. IGLA ER. We recognize what this means to the consumer and
we therefore ask that you put a definite limit on the life and applica-
tion of the tax we propose, by providing that the war retail sales tax
shall cease 0 months after the end of the war.

A war retail sales tax has the following advantages:
1. It will in no way interfere with or complicate the problem of

the Price Administrator, since it will apply cleanly and in addi-
tion to the prices authorized by the Administrator. 'All other taxes
which apply at other steps in the economic process-such as manu-
facturers' taxes, tend to increase costs at the point of application and
at all subsequent steps.

2. The effect of the war retail sales tax is distinctly deflationary.
It will syphon off considerable excess purchasing power. Economists
generally agree that this is an important element in preventing
inflation.

Senator VANDENBERG. Of course you disagree at that point with the
Treasury's suggestion that a sales tax is inflationary.

Mr. IoLAuna. Yes; I do.
Senator VANDENBERG. I entirely agree with your disagreement,
Mr. IOLAUEE. I think we could prove our point next year more nearly

than we can this year.
Senator VANDENBERG. I think it is absurd to say a fixed governmental

assessment against a given commodity is inflationary.
Mr. ILAUE . That is right.
3. When the time comes for the repeal of the tax, it will leave no

tax content in inventories, which means an immediate reduction in
costs to the ultimate consumer.

Senator VANDNBERO. I do not quite see where you are going to
repeal taxes 6 months after the end of the war. We will just begin
to be in financial trouble at that time.

Mr. IM FE. Nobody knows when we will get into the financial
trouble you are talking about. It might be 6 months after the war.
It might be a year and a half after the war.

4. In this period of great national emergency, it is necessary to get
some revenue from all earners of income. About 281 percent of our
national income is earned by people receiving incomes of less than
$2,000 a. year. Under our income-tax system comparatively few of
those people pay any income tax.

In view of the great national emergency, it seems equitable and
advisable to spread the base to everybody earning income. Small
amounts in the form of a war retail sales tax secured from this group
earning 281/2 percent of our national income would not work a hard-
ship on them and at the same time, would produce considerable
revenue.

It will derive revenue from over 13,000,000 gainfully employed who
cannot be reached through the withholding provision of the bill or
through any other form of tax except a sales tax.

Actually that number in the 1940 census, is something like 17,000,-.
000 but I have stated it conservatively, because there might be some
among the census group who might be in the income-tax groups.

5. When you are considering the question of the extremely low
income-tax exemptions provided in the proposed bill, remember that
it is far easier to collect such war retail sales taxes from the lower
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income groups than to collect income tax through the lowering of
exemptions. There would be far less resentment when the tax comes
in small doses on each purchase than in the comparatively large
amounts which become apparent when the income-tax blank is being
filled out. It is obvious that the policing and administration 6f the
vast number of income-tax returns of small amounts by the Bureau
of Internal Revenue is a well-nigh impossible task.

6. There has been evident hesitation upon the part of Congress to
impose consumption taxes upon the people of the lower-income group.
I submit that one of the important purposes of 'the war retail sales
tax will be to prevent inflation. If inflation be allowed to pursue
its natural course, all persons in the lower-income brackets would
suffer far more severely than they would in paying a 5-percent war
retail-sales tax. If, by the device of the war retail-sales tax and the
other measures the Government has already taken, you can protect
those in the lower-income brackets from the effects of inflation, you
will have done them an inestimable service.

Now, in presenting this part of the report, I have been asked by the
American Retail Federation, in order to save a separate presenta-
tion by them and to conserve your time, to state that they concur in
this recommendation. Mr. Puckett appeared before the House Ways
and Means Committee in favor of a 5-percent retail sales tax, and
that organization represents 13 national organizations and 28 State
retail associations with approximately 400,000 retail merchants in its
membership.

Senator TAFT. Mr. Iglauer, you do not recommend the exemption
of food or any other commodity?

Mr. IOLAER. No; I do not. It does not seem justifiable, if during..
peacetime we put a tax on food, to subsidize a part of our popula-
tion that we would fail to do it now in wartime. I am referring to
the processing taxes and the subsidy to agriculture.

Corporate nor al and ertax.-In presenting our views concern-
ing income taxes on corporations, we ask you to remember that a
large number of corporations are not engaged in war activities and
that many of these are represented in our membership. Under con-
ditions that appear to be facing us in the latter part of 1942 and
1943, and as long as the war lasts,. the problem of survival is of para-
mount importance, not only to us but to the whole economy.

It is conceivable that even the most efficient of those not engaged
in war activities will suffer substantial reduction in, their volume
of sales, and in their operating profits. Theirs is not so much a prob-
lem of reconversion to peacetime activities to which you have given
much consideration in your deliberations but of rehabilitation that
has been postponed by lack of funds and preempted materials and
of cushioning the inevitable deflation in inventory values. All of
this requires cash. To take from them almost one-half of their normal
profits, which will inevitably shrink in the months to come, seems
excessive and is hazardous to the survival of the industry.

I doubt if anyone appearing before you representing corporation
interests will protest your position that a high rate of corporate normal
tax is necessary under war conditions; but there is a point beyond
which we believe it is dangerous to go, and beyond which survival
of the civilian economy is put in jeopardy.
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To be specific we believe that the corporate normal and surtax
rates combined should not exceed 40 percent.

kcess.proflte ta.-The excess-profits tax xtes of the 1941 Revenue
Act were graduated from 35 to 60 percent. The present rates are
90 percent of all income falling within the excess-profits bracket.
Moreover, the invested capital credit is to be reduced andthis throws
a larger portion of income for many corporations into the excess-
profits brackets. The combination of the change in rates, the method
of their application, and the change of the invested capital credit
results in most corporations having their effective excess-profits tax
rates very drastically increased.

Under a 90 percent excess-profits tax there is little incentive left
for any corporation to maintain efficient operation and to avoid
extravagant expenditures. Such a high rate may seriously interfere
with war production. Should this war last for several more years,
very little operating profits, if any, will remain. There will be prac-
tically nothing left with which to stabilize economy, sustain employ-
ment, convert from war to peacetime activity and lor retailers par-
ticularly to resume full-scale activity in the distribution of civilian
goods.

Economists tell us that under the present controlled economy there
will be a pent-up consumer demand for civilian goods, the production
of which has been suspended, and that this should help greatly to
sustain the post-war economy. Funds will be needed to provide stocks
of new merchandise to supply that demand.

The proposal of the Ways and Means Committee for a post-war
credit, evidenced by nonnegotiable, non-interest-bearing bonds in the
form approved by the committee, with which to enable taxpayers
to convert their businesses to peacetime activity and to maintain em-
ployment, should be restored to the bill with this exception, that the
amount refunded should not be subject to a capital-gains tax of 15
percent as was proposed by the committee in tie last days.

Finally, with respect to corporation taxes, when so large a per-
centage of the earnings are taken by the Government, it is of the
utmost importance to define accurately what is true normal profit
and what is actually excess profit. We have repeatedly advocated
before your committee the principle that the excess-profits tax should
not invade the field of normal income.

Senator VANDENBERO. If you get a real definition, you would not
care what the excess-profits tax was.

Mr. IGLuER. That is right, but it involves values of inventories and
other important items. It is important to know what true normal
profits are.

In this respect also I have been requested by the American Retail
Federation in order to save their time in their presentation to come
later, to say that they stand with us on this request for a 15-percent
post-war credit.

Senator CLARDC. Mr. Iglauer, what you are doing is suggesting
a retail-sales tax in exchange for the revision of the House measure
as it is now set upon corporate income?

Mr. IOLAUE. No; it has no relation to it. We have from the
beginning felt, as good citizens and as realisits that in order to
raise the enormous sum of money that is needed, the sales tax should
be added to what has already gone before.
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Senator CLARK. You are suggesting changes in corporate income
structure that would mean a very material loss ill tile amount of
revenue raised in the bill, and at'the same time you are proposing
a retail-sales tax to increase it.

Mr. IoLAUER. There is much to be said about that, I do not want
to take too much time, but I will just point out one thing. There
is very'little likelihood that the dividend rates of corporations can
be continued in 1.943, or even in 1942, at tile rate of the l)revious
years and as you increase the corporation rates, you merely reduce
the yield from l)ersonal income taxes, because there will not be the
dividend income to the individual that there was, and therefore the
Government loses somewhat tile income that it would expect to get.

Senator CLARK. That is true, but your suggestion is undoubtedly
resulting in a very material decrease of the amount of revenue to be
raised by the House bill.

Mr. IOLAUEim. Not a good deal. rhe ]House bill calls for 90 per-
cent now, and the normal and surtax of 45, and we are saying that
we think that 40 is the limit for safety. And we believe, based
on our experience with our corl)orations, and with others with whom
we have had contact, that the extravagance of operation which re-
suits from the let-down of the desire for economy of operation and
for profits will result in less tax, and that is all.

We believe you have gone past the point of diminishing returns.
Every day we are faced with problems by our subordinate groups ill
our corporations who say the Government gets 90 percent of the profit
anyway and they might as well spend the money for this, that,
and the other thing, when it comes to advertising ald a lot of other
things, rehabilitation, if you can get the material.

We believe, wholly alart from the sales tax, that we should stop
somewhere on the co'irporate tax set-up. In other words, the English
system, if I remember rightly, calls for 100 I)ercent with a 20-percent
drawback, a 20-percent refund.

Senator TArT. Mr. Iglauer, assuming that the sales tax would add
21/2 billion dollars, as you have l)resented it here, and the loss in reduc-
ing the normal rates from 45 to 40, even if you consider that would
not add over $140,000,000 it can hardly be said you would add 21/
billion dollars net.

Mr. IcLA.,rH. The two considerations are entirely separate. They
are not related to each other. 'We are simply saying on the merits of
the question of the corporate tax alone there is good reason why there
is some top limit beyond which you go only with danger to the income
of the Treasury.

We think where the rates arc so high you are going to lose in the
individual income tax some part of the revenue that you might have
expected because there will not be dividends and income from partner-
ships sufficient to make up for it.

It will be eaten up by the tax and therefore will not be available
in your individual incone-tax returns, especially in the ulper brackets.

We believe also that the post-war credit which we are asking for
gives the Government the use of the money during the war and does
give some incentive for saving, which the present system, in my
opinion, does not.

The present system will lead to extravagance in operation. We
have seen it over and over again.
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k'state andl'n/eritance tae,.-We again renew ouz plea to you that
you include in the revenue et, under estate and inheritance taxes, a
revisionn to amend section 812 of tle Internal Revenue Code so as to

I)rovide that insurance taken out by a taxpayer, payable irrevocably to
the rj'relsui'er of the United State's, to the extent that such insurance
is ised for the payment of Fe(leral estate and inheritance taxes be
exem)t from incl sion ill the assured's gross estate, for the purpose
of Federal estate and inheritance taxes, now or hereafter levied. The
excess, if any, of such insurance proceeds over the alliollt so used for
the payment of such taxes should he repair ii without interest to the
estate of the decedent, and should be subject to the Federal estate and
inheritleice tax.

Our committee feels justified in making this suggestion because ill
many retail establishments as woll as in other corporations, partner-
ships, and proprietorships, the entire savings of the principal owners
are invested in a single enterprise, the dispersion of which would
be disastrous to the business enterprise itself as well as to the revenue
to the Treasury.

Heavy estate taxes, particularly those in the existing statutes,
without the protection of insurance on the life of a taxpayer, may
well cause liquidation of the business resulting from a forced Si ale,
with consequent unemployment. This could well result itt inability
of the Government to iake collection of a large l)ortion of the
estate tax.

This plan would permit a taxpayer to make provision to meet
the estate and inheritance tax liability; it avoids the pyramiding of
estate and inheritance taxes )resent tlilder the existing lw; it avoids
the liquidation of the business with resulting unemployment ; and it
guarantees the Government's collection of estate taxes.

We have confined ourselves to a statement of our position without
burdening you with statistics of which you have already had l)lenty.

Thank you.
The CHAIRMAN. Thank you very much, Mr. Iglauer.
Mr. IoLA R. I would be glad to answer any questions that you

wish to ask.
The CHAI AN. Are there any questions?
Senator J)ANAJJER. Mr. Chairman.
The CHA ,MAN. Yes, Senator I)anaher.
Senator DANA FI. Would you choose to tell us your experience in

the collection of the cosmetics tax? Last year, you remember, you
forewarned us against possible difficulties. Y wonder iow it has been
operating in act'tal practice.

Mr. IorAmF.m We had months of uncertainty and months of plead-
ing for clarification of deficit ions, and we made it work after a while.

I think our pleading was not only on the cosmetics tax.
Senator l11(0 xANuta. That is right.
Mr. ToLAIEM. It was also on the difficulties of definition in the fur

taxes anti jewelry taxes, because those caused us more trouble than
the cosiletics taxes.

Senator DANHiR. Have you finally worked out the difficulties in
the collection of the jewelry taxes?

Mr. IhLAUTER. I think the only way we can test that is by the actual
difficulties that the Bureau of Interial Revetue has had. We do not
know ourselves whether we have collected what the Government wants
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us to collect, and I do not think the Government knows exactly, be-
cause of the difficulty in determining fur content, particularly in
fur-trimmed garments.

That was the difficulty from the beginning, and those taxes are diffi-
cult to define. I do not think we are over that hump yet.

We are all collecting taxes and we are standing up so straight
that we are leaning over backward in order to get the taxes the
Government wants.

Senator DANAHER. You remember you advocated last year that we
impose no tax on jewelry on individual sales of less than $3, and you
asked us then to impose at the manufacturers' level.

Mr. IGLAUSR. That is right.
Senator DANAHER. Have you had any difficulty with that?
Mr. IGLAUER. Our difficulties are the difficulties of expressing the

price to the customer adequately. There are competitive situations
which develop. For instance, one store in town in furs and in
jewelry will prefer to express .the tax in the price of the item or the
garment.

Another firm will express it separately, as a separate item, and
the customer is confused. We had customers come from one store
to another in our own town asking, "What is wrong here? Who is
collecting the tax and who is absorbing the tax?" Even though there
is a prohibition and a deteicent fine against absorption of a tax,
it was difficult to control the statements made by sales people to
customers. We had to call the attention of one firm of our town to
statements made by sales people, which was in contradistinction to
the method used by most of the retailers.

That situation exists where you have a manufacturer's excise tax'-
which permits the price to be expressed in two different ways. The
sales tax we propose should be with a mandatory pass-on expressed
as a separate item on the invoice or sales check or evidence of sale,
so that all retailers will be on a uniform basis.

So the tax will be where you can see it, where the auditor can see
it, where the tax auditor can see it. That is one of the problems we
have. We still have that problem with silver ware, jewelry, and
with furs.

There are some retailers who p refer to express the price as one
price in order to overcome the sales resistance of the customer. In
particular, the fur tax, it was evident that the tax itself was inter-
fering with the sale of garments because after you sold a $1,500
fur coat to a customer, then you had to start all over again to sell
the $150 tax.

It has never been a problem with me.
Senator DANAHER. Thank you.
Senator TArP. Has that section of the bill successfully prevented

advertising that they are absorbing the taxes ?
Mr. IGLATER. I think that has been entirely successful. I think

most merchants, reputable merchants, are so afraid of th6 conse-
quences of such an act on their part that they are pretty well ob-
serving the tax law, but I do think that in any general sales tax there
should- be a provision which makes it mandatory to show the item
as a separate item of tax.
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Senator TAFT. Mr. Iglauer, let me ask you this: Your association
has had experience with sales taxes in a fair number of States. Par-
ticularly what States are there that have sales taxes?

Mr. JotAurF. There are 17 or 18 States that have sales taxes.
Senator TAFr. If we start to write sales taxes in the bill, are there

any particular States that seem to have a better system than other
States? '

Mr. ToLAUJXR. Of course, Senator. You know in your own State-
Senator TArt. In my own State I know, but I do not know how it

works in other States.
Mr. TOILAUER. The methods in various States vary, as you know.

In one State there is a peculiar tax which is in the nature of a privilege
tax, yet that is also shown as a separate item on the sales check. The
difficulty which was commented.upon ky the House Ways and Means
Committee with Mr. Ptlkit was th1 f44b14e bracket system in the
small sales, 10 cei 'it less.

With 10 dengfof course, the tax would be one-hlf cent.
That is nofit serious matter, because a bracket system can be estab-

lished whiQh will return an adequate sum and which will not give any
profit to th'e person who collects the tax. U

SenatI TAFT. DoVou prefer a bracket system?
Mr. J4LAUR. YeS3 'I would prefer a bracke ;.s!stem. ',

YouAee, Ohio has a bftket $steiz 6
Sei'$tor TAFT. Yes, O4io':4in"'a bracketeystem; but the different

States vary as to exemption. In Ohio they exerzpt food.
MrToLAUFII. Yes; all:Shtes *ary considle~qb1. I do nQt believe

in the exemption of- anything e1t; lf e thing's needed fo the war
effort'.y the Governmekiftplants Id 6ther plants, because of the fact
that 6u alreadyihave jfistOfed afix oiV food through the processing

Sensaor TAMF. By exempting ftod you might meet par- of the ob-
jection that this is an unduly burdenso' e tax on the 10\ver-income
group, because if you eempted what the family purch ed in stores,
I assume ityouldb e j)t to'kn exemption of abtfit $500 a year.

Mr. IoLA u. It would be a substantial diminutifrin the sales-tax
revenue. t I

Senator TAFT. t ; I believe it cuts off abqut i) percent. In Ohio,
when we cut it out, wd~los ,bout 20 percp,9b

Mr. IOLAUER. Of cours, 6u-gafri' 'Something by the increase of
volume. I think when you compare the effects of inflation, with prices
rising 30, 40, or 50 percent, with a 5-percent sales tax as against the
low-income man, he suffers five times as badly with inflation as he
would with the 5-percent sales tax, and the 5-percent sales tax will
have a deterrent effect on inflation.

All economists agree that a sales tax is,,regressive in character and
is deflationary.

Senator VANDENnEo. You mean all q onomists except those in the
Treasury.

Mr. IoAuzt. I guess that is right, Senator.
Senator TAFT. If we tried to draw up a sales tax here, would you

advise following the system in any particular State? Is Ohio's sales
tax any better than anybody else's, or are there any two that ought to
be followed ?
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Mr. IGLAUER. Of course, we think ours is the best, that is, Ohio
thinks its taxes are the best, but it has a number of factors in it that
you know about. It pays a small percentage for administration; it
pays the distributors of the tax stamps a very small percentage, and
what is more important, it pays to charitable organizations 3 percent
of the face value of the stamp itself for collecting the stamps, which
means that the consumer asks for the stamp and gets it, which produces
the collection of the tax. Now, I am not advocating that because I
am from Ohio, but there are a number of others who advocate it. We
had a conference of our retailers representing several States, and many
of them would not like to see the staml) tax used, the type we had in
their State.

So I am fair in presenting to you that there are objections by some
States who have had other experience.

Senator T,\rr. In what other State has it worked out well?
Mr. IOLAUER. In Illinois. There are 17 States, and I an not familiar

with the workings in all States, but Mr. Puckeft, who represents a
group of over 60 stores in all parts of the United States, has had no
great difficulty in the various States.

They found a way to do it. I think the simplest method, of course,
is the expression of the tax as a separate item on the invoice, or on the
evidence of sale, in order that it may be audited and in order that every
concern shows clearly what the tax is, and there is no disposition to
absorb the tax one way or another.

That is a competitive situation which must be dealt with fairly.
The CHAIRMAN. Thank you, Mr. Iglauer.
Judge Fletcher.

STATEMENT OF R. V. FLETCHER, WASHINGTON, D. C., VICE
PRESIDENT, ASSOCIATION OF AMERICAN RAILROADS

Mr. FLTCHER. Mr. Chairman and gentlemen of the committee:
My name is R. V. Fletcher. I live in Washington. I am vice presi-
dent of the Association of American Railroads.

I appear here on behalf of the railroads of the United States, not
only the class I railroads which belong to the association by which I
am employed, but I am authorized to say that the brief statement
which I shall make has the endorsement and approval of the Short-
line Association as well.

The counsel for the Shortline Association found it impossible to
be here today, and he asked me to say on his behalf that lie had gone
over this material and discussed the matter with me, and he is
entirely in accord with the views I shall endeavor to express. So
that I am the spokesman here for the railroad industry as a whole,
an industry which has been considered, and I believe properly so, as
the second largest in the United States, exceeded in the amount of
its investment and the number of its employees and the like, only
by agriculture.

The railroads of the United States represent an investment of
something like $26,000,000,000, They have a mileage of more than
250,000 miles. They employ at the present time about 1,250,000
persons.

They paid more than half a billion dollars in taxes in 1941. They
will probably pay three-quarters of a billion dollars in 1942.
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I do not need to take the time of the committee iii discussing the
importance of the railroad industry, but I may mention its war accom-
plishments.

I think it is generally understood, somewlvat to the surprise of
certain individuals, that the railroads have done a wonderful job
in transporting war materials and men since the Pearl Harbor incident
and that they are essential to the success of our Nation in war and to
the preservation of our economic system in time of peace.

I would like to file with the committee, if I may, it statement here
which goes back to 1921. It shows the total operating revenue of
the railroads, the operating expenses, the amount of taxes they paid
each year, the net railway operating income, and their net income.

'11le CHAIRMAN. You may file it, Judge.
Mr. FLEcti'HE. It is understood that "net income" is the amount

left to the railroads after payment of their operating expenses, their
taxes, and their fixed charges.

(The statement referred to is as follows:)

Re cumes, expenses, and net income, railiayjs of class I in the United States,
years 1921-41

Total operat- Total operat. Taxes Nerailway

Year (lg revenues sag expenses Toaeras0 g Net Income

(1) (2) (3) (4) (5) (6)

1021 ....................... 9.516,598,242 $4,562, 6, 302 $27,q,96,0o0 00, 9373M $313, .302, 762
19 O----------........ 5, 559,092, 75 4,414,522, 334 301,034,023 7N), 187.310 369,573,432
1923 -------...... ....... 6,289, 80,027 4,895, 166,81 331, 91A, 459 9f61, 95,457 654, 05, 304
121 ............. .... 5, 921. 400, 325 4, 07,895,037 310,330,696 973, 837, 202 55, 40,350
1025 ---- --...... ......... - 12, . 009 856 4, 5306, R80, 211 35a5, 516,046 1,121,070,341 700,831,364
1926 ......- ...--........ , 382, 939, 546 4,309,336,730 388,922, 85 1,213, 089, 96 91, 034, 202
1927 ................. ... 0,136.300,270 4,574, 177. 821 370. 110,250 1,067. 905, 415 672, 899 ,00
192 -......-.-..... ... . 6,111,735, 511 4,427,995,030 30,432,415 1, 172, 864,100 786,823,584
1929 -.----............... , 270, 520, M4 4. 5060,506,262 390,682, 634 1,251,0 97,939 890, 600, 611
1930 .................... , 281, 10, 870 3, 930, 028, 6b7 348, 053, 963 86t, 878, 773 523,907,472

Average 1921 -30 . , 00, 090,900 4,302,501,733 35, 738, 122 900, 230, 05 618. 692, 090

1931....................... 4, 10,343, 244 3,23,.57i, 610 303,528,000 923, 627,852 131, 761,911
1932 .................. 3,126, 70, 154 2,403,444,895 27,130,300 320, 298, 008 139, 20, 821
193K................. 3,05,403,901 2, 249, 231,779 249, 623. 190 474,295,1 5 , 902.b36
103 ................... 3, 271, 56, 822 2.441.822,77 239, 624.802 462, 052, 379 '16, 07, 078
1938- ..................... 3,451,92D,411 2, 092, 741.419 23,044,085 499,81,11M 7,539,127
1336 ...................... 4,052,734.130 2 931.425, 0M 319, 752, 721 67, 347, 115 164, 63M, 041
1937 ....................... 4,266, 0 M2 3 ,119, 064,934 325, 60, 165 50,203,025 99,057,740
1030 ................ .... 3- 50(5.490, 753 2, 772, 199, (07 340, 7a1, 951 372, 873,771 123, 471, 070
1930 .................. 3, 9N004,251 2,18. 209, 708 3,55.6M.58 503,820, 083 93,181, 034
1940 .................. 4, 26,1, 3653 3, 099, 417, 209 3, 394, 774 Ik2, 133, 478 106, 851,151

Average 1031-10 3,720,930,203 2,700,113,130 , 4 312, 8 ,0, 0035 40,159,070
1941 ................... 0 , 316, 699, 997 3. M, 232, 230 047, 235, 071 09, 255, 7M7 409, 765,138
Year ended Ji iie 30, 1942. -(, .023,033, 00 4,143,08(, 000 786,822,000 1, 117, 021,000 '620, 895, 000

I Denotes dlonlt.
Partially estimated for month of June 1042.

Mr. FLrrcuio. I want to call attention to the fact that for the year
ended June 30, 1942, with the net income for June partially estimated)
the railroads will have as a net income about $620,000,000.

That is in very striking contrast with the average for the 10-year
period ending in 1940, which was just slightly over $40,000,000.
There was a deficit in net income in 1938; there was it deficit in 1934;
there was a deficit in 1932 and 1933.
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I make mention of this figure of $620,000,000 net income for the
reason that I would like to make some suggestions as to how that can
be profitably disposed of if we can get an amendment to the
act which I shall discuss. The first problem that I want to present
to the committee has to do with a suggested amendment of section
22 (b) (9) of the Internal Revenue Code.

That section, as it is written now, was enacted originally in
1939, when this committee passed upon the fundamental questions
that were there involved. We were seeking at that time, as we are
seeking now, to have such a change made in the tax law as would per-
mit railroads, and other corporations for that matter if they cared
to use the permission in the statute, to buy in their own securities and
retire them, thereby reducing their fixed charges. This Congress,
responding to that appeal, provided in the law as it stands now, that
any corporation may purchase its own outstanding securities without
tax penalty I)rovided they could get a certificate from certain govern-
mental authorities, to wit, the Bureau of Internal ]Revenue or the
Interstate Commerce Commission, or the Reconstruction F ance Cor.
poration, that they were in an unsound financial condition.

It was necessary to get such a certificate before the privilege granted
in that statute can be availed of.

I must confess at the time when that was enacted into law I had
some hopes that it could be used by the railroads, even with that con-
dition, but the experience of 3 years has demonstrated conclusively
that it is of no advantage whatever either to the railroads or, indeed,
any other corporation, so far as I am advised, because of the conse-
quences which would follow the granting of the certificate of "unsound
financial condition."

I had been hopeful that the very fact that the securities of a par-
ticular railroad were selling far below par would be sufficient evi-
dence of unsound financial condition, and that applying for such a
p erinit or privilege or certificate would be a technical compliance with
the law, having no substantial practical adverse effects.

But it did not work out that way. It was soon discovered whenever
a railroad corporation applied to the Interstate Commerce Commission
or the Reconstruction Finance Corporation for a certificate that they
were in an unsound financial condition, the consequences would be so
serious that they could not avail themselves of that privilege.

For example, it may be that railroads would have to borrow
money from the Reconstruction Finance Corporation, as they some-
times have done. Under the law it is necessary before that loan
can be passed upon and approved by the Reconstruction Finance
Corporation, that they should get a certificate from the Interstate
Commerce Commission that they are not in need of reorganization
under the bankruptcy law.

So you can see the situation that would confront a railroad com-
pany if on one day it applied for and got a certificate that it
is in an unsound financial condition and next week applied to the
Interstate Commerce Commission for a certificate that it is not
in need of reorganization.

Furthermore, the effects upon the general credit of the railroads,
to the extent to which credit exists so far as a railroad security is
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concerned were such that no railroad of any consequence except
one, I believe, emerging from reorganization' has ever undertaken
to apply for such a certificate that it is in an unsound financial
condition.
We aro back here, therefore, pleading with this committee to allow

those purchases of securities to be made, where they can be made
at a substantial discount without any tax penalty. Particularly
are we asking the Congress to eliminate that provision which makes
it a prerequisite to the use of the privilege that it should be found
to be in an unsound financial condition.

I do not know of anything, Mr. Chairman, that is more important
to the railroads right now than to reduce their fixed charges. The
bankruptcies which have occurred throughout the country-and one-
third of the mileage of the country is either now in bankruptcy or
has been in bankruptcy recently-were due to the heavy burden of
fixed charges. The railroads were able to carry those fixed chargesin times of comparative prosperity; they foundthem an intolerable
burden in the depression period that followed the collapse of 1929.

Many railroads remained out of the bankruptcy court only by
borrowing money from the Reconstruction Finance Corporation and
elsewhere; others found it necessary to seek relief in section 77.

If we could get something whereby this substantial surplus which
is now being accumulated by the railroads in wartimes can be ex-
pended for the purchase and retirement of their securities, thereby
reducing the principal and the interest charges, we would avoid
many* bankruptcies in the future, and make a forward step, and a
most constructive one, it seems to me toward insuring the continu-
ance of these important agencies of commerce in the post-war de-
pression period if we have a depression period in the post-war era
as niany of us lear.

Senator BaowN. The Treasury charges you with the difference in
profit between the figure which you pay for the bond and par?

Mr. FLETCHER. That is right.
For instance, if a railroad goes into the market and buys bonds

of (he par value of $5,000,000 and it can purchase them for $3,000,000,
the $2,000,000 is charged as income.

Senator BnowN. For that particular year?
Mr. FLLTCHar. For that particular year. It is added to the in-

coine of the railroads and they pay their tax on that, just tie game
as they do on any other legitimate item of income.

What we are trying to do is to get such an amendment to the law
as would require the Treasury or the Bureau of Internal Revenue, not
to charge to income the difference between the par value and the pur-
chase price of these depressed bonds and the law now does so provide,
provided you get, this certificate of unsound financial condition.

Mr. Chairman, we have discussed this matter with (lie 'reasury.
The people who are concerned with legislation have been very kind.
indeed, and very considerate in listening to our explanation on
this matter, and I think I am authorized to say that they have been
very sympathetic with the desire of the railroads, and perhaps other
corporations-but I speak only for the railroads-to get relief in such

835



REVENUE ACT OF 194-2

a form as will permit the railroads to reduce their fixed charges and
thereby ultimately increase the amount of taxes which they pay.

You see, this change which we ask for does not represent any deple-
tion of revenue. As the thing stands now, no corporation can afford to
buy its bonds at the reduced rate, because of the heavy tax burden.

If, however, they are permitted to buy those bonds and retire them,
then, of course, the burden of fixed changes will be reduced, and since
fixed charges is a deductible item from income, obviously the income
will be correspondingly increased and subjected to tax.

Senator BatowN. Is there any justification for doing it for the rail-
roads and not doing it for corporations generally?

Mr. FLumrHEi. Of course, those of us who labor in the railroad field
might say so, Senator, and I think probably with force, namely,
that they are public-service corporations, that t icy are essential to the
welfare of the country, that they are a regulated industry, that we
do not fix our own charges, we do not fix the wages we pay, we do not
have much control over our property. At the same time I do not
see any reason why it should not be extended to other corporations
as well with beneficial effects so far as those corporations are con-
cerned, but possibly with a somewhat lesser impact upon the public
interest.

The Treasury, as I have said, has listened sympathetically to our
contention, and I hold in my hand a draft of an amendment to the
present law which I sincerely hope will be accepted by the Treasury
as satisfactory, if the matter is referred to the Treasury.

May I, Mr. Chairman, put into the record my suggestions as to how
this section 22 may be amended so as to accomplish the purposes which
I a(lvocate?

The CHAIRMAN. You have the suggested amendment?
Mr. FLEICIIFi. The amendment is here. It consists of nothing ex-

cept the omission of certain words which are indicated here by brackets,
namely, that part of the law which requires the finding of unsound
financial condition.

The CHAIRMAN. I see.
Mr. FLFr.rcini. I have only one suggestion to make in reference to

this draft and that is this:
Under the law as it stands now and as it is here shown in this

particular draft, only those securities which were outstanding on
June 1, 1939, can be bought in without tax penalty.

Now, it has seemed to us that there is no reason for that distine-
tion, and it is of importance to certain railroads like the Erie, the
Chicago & Eastern Illinois, and perhaps the Chicago & Great Western,
that have recently reorganized under section 77 of the bankruptcy
law and have issued a number of new securities. I see no reason why
those securities should be treated differently from securities which
were in existence on June 1, 1939. I am, therefore, respectfully sug-
gesting that that date be omitted from the statute so that all railroad
securities, whenever they may be issued, may be bought in at a dis-
count without tax penalty.

This was presented, Mr. Chairman, to the House Committee on
Ways and Means, and very elaborate hearings were held by that body
on it, and the House did make one slight change in the statute which
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I will mention. The present law expires, by its own terms, on Decem-
ber 31, 1942.

The House went so far as 'to extend that time so as to allow that
privilege for an additional 3 years. As it passed the House, the act
provided that it shall not be availablee after December 31, 1945.

I mention that to show that the House gave some consideration to
the matter, but due to certain circumstances over which nobody, I pre-
sunie, had any control, they did not eliminate the objectionable provi-
sion about the certificate as to unsound financial condition.

I should like to put into the record the proposed amendment. 1
hope it will be endorsed and approved by the Treasury yet, Senator.

The CIAI[MAN. Yes; it may be inserted into the record.
(The amendment referred to is as follows:)

Section 22 (b) (9) of the Internal Revenue Code (relating to income from
discharge of Indebtedness is amended to read as follows: (Deleted matter in
brackets; new matter in italics).

"(9) INCOME FROM DISCHARGE OF INDETEDNESS.-Ill tile case of a corporation
the amount of any income of the taxpayer attributable to the discharge, within
the taxable year, of any indebtedness of the taxpayer or for which the taxpayer
is liable evidenced by a security (as hereinafter in this paragraph defined [if-

"(A) it is established to the satisfaction of the Commissioner, or
"(B) it is certified to the Commissioner by any Federal agency authorized

to make loans on behalf of the United States to such corporation or by
any Federal agency authorized to exercise regulatory power over such
corporation.

that at the time of such discharge the taxpayer was in an unsound financial
condition, and] if the taxpayer makes and files at the time of filing the return,
in such manner as the Commissioner, with the approval of the Secretary, by
regulations prescribes, its consent to the regulations prescribed under section
113 (b) (3) then .in effect. In such case the amount of any income of the
taxpayer attributable to any unamortized premium (computed as of the first
day of the taxable year In which such discharge occurred) with respect to such
indebtedness shall not be included in gross income and the amount of the
deduction attributable to any unamortized discount (computed as of the first
day of the taxable year in which such discharge occurred) with respect to such
indebtedness shall not be allowed as a deduction. As used in this paragraph
the term 'security' means any bond, debenture, note, or certificate, or other
evidence of indebtedness, issued by any corporation, in existence on June 1, 1039.
This paragraph shall not apply to any discharge to wich the provisions of para.
graph (10) of this section are applicable, nor to any discharge occurring before
the date of enactment of the Revenue Act of 1939, or in a taxable year begiiming
after December 31, [1942] 1945."

Senator VsnNr:nano. I should think there would be a general bene-
ficial effect on the general market value of railroad securities in the
hands of private investors if the railroads would be encouraged to
be substantial buyers in the market.

Mr. FLETCHER. *That has been the common opinion. I do not know
whether that would happen in the case of railroad securities or not.
Frankly, I have been somewhat discouraged and a little bit down-
case by the fact that even in the face of rather large earnings rail-
road bonds do not seem to improve in the market. I am afraid it
is due to the profound conviction on the part of a great many large
investors that the railroads are going to run into terrible difficulties
after the war period is over, and that they will be confronted with
some of the adverse economic conditions that developed in the past
10 years.
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Senator VANDENBERG. Or that they are going to run into Govern-
ment ownership.

Mr. FLETCHER. It may be, Senator, although I doubt that. Some
of us who are concerned about the future of the railroads are anx-
ious to see if, by legislation and otherwise, we cannot prevent that
slump in railroad credit that some people seem to anticipate.

Senator 1)ANAIED. Judge, the questions that have been asked sug-
gest one further inquiry.

What percentage roughly, of the railroads, would benefit by the
change?

Mr. FLETcHER. I have a little table here which I will just refer to,
Senator, with your permission.

Senator DANAHEII. Yes, please.
Mr. FLETCHER. I have a little table here that shows--pardon me

for reading these figures-that the solvent railroad companies, those
that so far have not resorted to bankruptcy and euphexnistically we
refer to theml as solvent, have now outstanding on the New York
Stock Exchange bonds in the amount of $4,780,790,000. The so.
called receivership and trustee companies have outstanding $2,279,.
800,000.

Now, when you examine these securities of the solvent companies
you will find that the current market value is $1,541,000,000 less than
the par value. In other words, the so-called discount amounts to
$1,500,000,000 in the case of the solvent companies and about $1,750,-
000,000 in the case of the insolvent companies.

So that now it would be possible, if the railroad had the money
and could make the contracts, they could reduce their fixed charges
by $3,339,000,000 if they were to buy all of the bonds which are now
selling at a discount.

Now that would not happen, of course. All of them could not
be bought. Some railroads would not have the money.

But as Senator Vandenberg has suggested, the enactment of a
statute of this kind, and particularly the entry by the railroads upon
a program of purchasing the bonds, might have an effect of increas-
ing the price to some extent, although I am afraid not as much as I
would lke to see them increased.

But, if the railroads could thereby reduce their fixed charges by
31/3 billion dollars they could relieve themselves of fixed charges of
about $120,000,000 a year, assuming 4 percent is about the average
rate of interest on these securities.

If they could reduce the fixed charges by $120,000,000 they would
greatly improve their financial condition, and of course that $120,-
000,000 would be added to the taxable income of the railroads and
subjected to taxes in the ordinary way.

Senator RADCLIFFE. Mr. Fletcher, I understood you to say just a
moment ago that there was a certain amount of uncertainty or pessi-
mism in regard to the future of railroads and it has a rather de-
pressing effect on railroad securities. Would not that apply to many
other kinds of businesses, or is there any special reason why, in your
opinion, it should be accentuated as far as railroads are concerned?

Mr. FuERcEa. It would apply, of course, to others, if the same
feeling exists. There is a tendency in the investment market to go
to stocks rather than bonds. You can understand readily why that
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would be, That would be more or less of a hedge against inflation,
so to.speak, according to the view of the ordinary economists.

I am a Very ordinary economist. That has some effect. My state-
ment applies more to the railroad bonds and securities that are now
selling at a very depressed figure in the market, in spite of the fact
that the earnings of the railroads are better than they have been for
a long time.

Senator RADCLIFFE. When you spoke a moment ago you had in
mind merely railroad bonds and not railroad stocks?

Mr. FLETCIER. I was talking about bonds; yes.
Senator RADCLIFFE. Would you say the same attitude is applicable

in regard to railroad stocks?
Mr. FLrTCHER. You need only look at your market quotations to

see how low railroad stocks are to make certain I would have to
answer it in the affirmative.

The same depressing effect applies to stocks as to bonds.
Senator DANAHIR. You really mean "security" as defined in section

22 (b) (9) with the exception of the words "in existence on June 1,
1939 1"

Mr. FLETCHER. "Security" there is-defined, Senator Danaher, as
interest-bearing obligations.

Senator D,%NAIIEI. That is right; but any other certificate of in-
debtedness issued is also included?

Mr. FLETCInED. That is true.
Senator TAFT. Are profits also involved from buying your own

stock? Are the companies buying their own stock?
Mr. FLETCHEn. No. I might say, in concluding what, I had to say

on this subject, in the hearing before the House committee the presi-
dent of the New York Central, Mr. Williamson, and the president of
the Baltimore & Ohio, Mr, White, and the vice president of the Illinois
Central, Mr. Connolly appeared before the committee and their testi-
mony can be found in the published House hearings. They are prac-
tical railroad men who gave cogent reasons why it would be of
tremendous interest to the industry if this change was made. I doubt
if they will be here, they certainly will not be here today, and for that
reason I would like to call attention respectfully to the testimony of
these gentlemen, and to say that that testimony can be examined in
the House hearings if any Senator desires to pursue the matter further.

I conclude what I have to say on the subject with this rather con-
fident assertion, that I believe if the matter is referred to the expellts
of the treasury, you will find them inclined to go along with the draft
which I have put in the record here, with the exception of the change
in date. I have not consulted with them about it.

Senator RADCLIFFE. Mr. Fletcher, I would like to ask you a question.
I am not quite sure that it is an entirely reasonable one.

Do you feel that there is any matter of general policy which the
Government could adopt which would tend to offset tho feeling of
distress as to the future that you described?

Mr. FLETCHER. Oh, yes, Senator. That is probably another subject
but I have very strong feelings on that, as to what'legislation would
be desirable in that connection.

My own opinion is we have got to get away from the idea of railroad
companies and bus companies and truck companies and airline com-
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panics and water companiesthat are all competing with coach other ill a
mad scramble for traffic. All our transportation should be a coor-
dinated whole. Some day that is going to have to come about if they
are to surVive as private agencies.

Senator RADCLUPE. I realize the question is somewhat afield from
tile present matter, but I thought you had some idea in mind on it.

Mr. FLETCHER. I will pass from this particular topic. I want to get
through as soon as I can, Senator.

The CHAIRMAN. Yes.
Mr. FLFTcHER. The next question which is of great importance to

the railroads has to do with this serious problem of deferred mainte-
nance.

Now here the railroads are doing a splendid piece of work, as I
rather exultantly say at this time, in connection with the war effort
handling the freight traffic of the country without serious delays and
congestions, doing the best they can with the passenger traffic, moving
the troops to the satisfaction of the War Department, and winning the
encomiums of all branches of the war service.

In order to accomplish that which is being done, with fewer cars and
fewer locomotives than they had in earlier times, they have made a
great increase in the efficiency of their train operations, in the loading
and unloading of freight.

There has been a marked improvement, partly technological and
partly due to improved operating methods in the way in which the
railroad business is being handled. But to do that, Senators, has an
exhausting effect upon the equipment.

There is scarcely time to repair the equipment as it should be
repaired, because it has to be kept moving.

Take the enormous oil movement to te East, which now amounts
to about 800,000 barrels a day which has surprised everybody in its
maInitude.

You remember at one time, when there was an investigation made
by another committee of this Senate, when the president of our asso-
ciation ventured to say if they had the cars-and the cars belonged to.
rivate owners, you understand-they could move 200,000 barrels a

say. It was considered to be an extremely exaggerated and ridiculous
statement, and was so denounced by a hi h official of the Government.

They are moving 800,000 barrels a dfay now, and efforts are being
made now, through the wise cooperation of the railroads and govern-
ment, to increase that amount in view of the serious oil shortage in the
eastern territory.

Well, all that means a tremendous loss of service life on the part of
the railroads, both as to their equipment and as to their track.

Railroads are in funds, so to speak, at the present time as this state-
ment that I have put in indicates. If they could get the men and
could get the materials it would be good, sound business judgment
to spend larger amounts than they can possibly spend now in maintain.
ing their track and maintaining their equipment.

They are going to come out of this war, I hope, with a commendable
record of notable achievement in the handling of the war traffic but
they are going to come out with their tracks more or less run down
andwith their equipment in a shaky condition, just as they did in the
other war, you remember.
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You have here 'the problem, therefore, of what is going to happen
in reference to this deferred maintenance and it seems to us to be a
sound proposition that there should be written into this revenue bill
a provision which would, under proper supervision, which I will
mention in a moment, give the privilege to the railroads to set up
in their accounts as a eharge.to operating expenses such amounts
as they ought to spend on maintenance at the present time but which
they are prevented from spending by reason of the inability to se-
cure the men and materials, the materials of course being controlled
by rigid priority orders and I do not quarrel with the policy of the
Government in that respect.

I have no doubt these orders are essential to the winning of the war.
But the fact remains when these railroads come out of the war at the
end of hostilities and are put back on a normal basis, when they have
to live on the civilian traffic, they are going to find that they need to
spend very considerable amounts in bringing their property back to a
proper standard, and they will not have the funds because they will
have been paid out in taxes during this period.

Senator GERY. Do you think the railroads will be able to increase
the movement of oil that is going to New England?

Mr. FxrCHER. It is just a question, Senator, of getting the oil
tank cars.

If you can get them-and they all belong, you know to the owners
of the oil practically all of them. It has never been the policy of
the oil industry to allow anybody to own any of the things that they
use, in other words, it is a so-called self-contained industry. They
own the oil, they own the wells that produce the oil, they own the
pipe lines and they own the tank cars. There is an order which has
been put out, I see, by the Secretary of the Interior, who is the Oil
Coordinator, that a large number of tank cars now being used in
the West for short-haul service shall be thrown into the eastern
territory. The railroads will furnish the locomotives, if the cars
will be produced.

Senator GEany. That is what I had in mind.
Mr. FLMHR. I am hopeful that the 800,000 barrels a day may be

increased somewhat. I do not mean to say that they can take up all
the slack due to the discontinuance in the movements of tankers. I do
not think that can be done.

Senator DAVIS. What was the financial condition of the railroads
after World War II

Mr. FmvnRa. They had a fairly liberal treatment at the hands
of the Government during the first World War. They were paid a
substantial amount for the use of their property. They were given a
6 months' guarantee of earnings at the close of the war.

Then after the depression in 1922, they entered upon 7 fat years,
until the collapse in 1929.

Senator RADCLIFMF. When there were hearings before the gasoline
committee, of which I was a member, statements were made agam
and again that there were about 20,000 tank cars that could be made
available for the transportation of oil.

Do you know about what the general situation is now in regard
to that?

Mr. Fnmrcnm. I have the impression, Senator, that practically all
of the tank cars available are being used now.
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Senator RADCLIFFE. That would mean that practically all of the
20,000 tank cars are utilized at this time.

hr. FLECEiiF. I have an idea that that is true, although I am no
authority on that subject.

You understand, Senator Radcliffe, it costs a great deal more to
move oil by tank car than by tanker or pipe line.

Senator RADCLIFFE. Yes.
Mr. FLETCHlER. In normal times it is not economical to move oil

long distances in tank cars.
The CHAIRMAN. What are you suggesting?
Mr. FLrcHEn. I am suggesting this, Senator-and I want to get

through with this-
The CJtAInMAN. I mean in regard to the ordinary, normal mainte-

nlance.
Mr. FLETCHER. May I say in that connection that the Interstate

Commerce Commission has very recently entered an order, which bears
the date of June 20, 1942, providing that as a matter of accounting, if
the railroads make a showing to the Interstate Commerce Commis-
sion as to the necessity for the expenditure of funds for maintenance,
and also a showing that they cannot get the men and material for
that purpose, under special orders of the Commission they may set
up in their accounts and charge to operating expenses the amount
which the Commission may approve as desirable for that purpose,
and our contention hero is that it should be written into the statute
that in calculating the taxes of the railroads they should be allowed
to deduct from income the amount so approved by the Interstate Com.
merce Commission upon the roper certificate from the Commission.

Senator BRowN. That wound not follow as a matter of course?
Mr. FLtcimRIt. It would not follow except under the strictest super-

vision, Senator.
I appreciate the fact it must be supervised. Here is the Interstate

Commerce Commission that knows the railroad situation thoroughly.
of unquestionable integrity, and of approved ability.

If it puts out an order authorizing and permitting this to be
charged into the accounts of the railroad, then our contention is
that the Government can very safely permit that amount to be
deducted from revenue and used in a certain prescribed way.

We propose further that these sums so charged to operating ex-
penses and not actually expended shall be required immediately
to be invested in Government securities.

In other words, the Government gets the use of the money imme-
diately and that money is held until the close of the war, and there
should be a provision in the act that it must be spent within 5 years
after the close of hostilities, spent for maintenance and if it is not
spent for maintenance the funds reserved will then ie taxable, either
at the rate prevailing ini that year or possibly referred back to the
year when they were created and taxed at the rate prevailing at that
time, as the Congress may see proper.

The CHAInMAN. On the same principle as inventory reserves, if
not taken lip in depreciation, would then be returnable at that time.

Mr. FLETCHER. Yes.
Another question has arisen, Mr. Chairman, in this connection, and

that is should there be a ceiling or limit on the amount? We have
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tried to work on that problem in the railroad industry, and we hmvc
examined the amount for expenditures for normal maintenance
through past years over a series of years.

And I think it would probably be correct to say that somewhere
between 2 and 3 percent of the gross revenues of the railroads have,
in a reasonable test period, been expended for that purpose.

So I should think it woul not be unreasonable to provide that
the ceiling should not be more than 3 percent of the gross revenues
of the railroads, or possibly 2 or 2, percent.

Senator Tawr. How much is that in dollars, just roughly?
What are the gross revenues of the railroads?
Mr. FiTCtER. Will you let me figure that out?
Senator TFr. I was just wondering how much was involved.
Mr. FleTCHLER. I should have been ale to answer that question off-

hand. I will have it ill a moment.
Two percent would mean about $120,000,000.
Senator TAI"r. And 45 percent of that would be around $50,000,000

of taxes.
Mr. FLETCIHEI. Yes. If it goes to tlat point.
I was counting it, on a $6,000,000,000 revenue. We are going to run

very close to $6,000,000,000 this year. Of course, in normal times it
will be less.

Now, in order to shorten my presentation here, I should like to
file with the committee it more, detailed explanation of this matter,
which the experts of the committee or the committee members them-
selves, might possibly like sometime to examine.

Is it too long, Senator, to put into the record?
The CJIAIrlMW.N. No; you may put it in the record.
Mr. FLETCuEm. It is about nine pages.
(The statement referred to is as follows:)

PaROPOSAL FOR DEDUCTIONS IN COMPUTING TAXABLE INCOME OF RAILROADS SII.11:CT
TO TE INTERSTATE CoMMI-:ncE ACT OF AMOUNTS FOR MAINTENANCE AND RIEPAIllS
WIncH CANNOT BIE ('UItlENTLY MADE IY SEASON OF WAR ('ONDII ONS, SUB-

mIrEv ily It. V. 1'I.ETcIIEI, VICE PI'IESIIIENr, ASsOcIA'ioN Or1 AmlockAN tlT.-
ROADS

GENERAL STATEMENT

By reason of the tremelhndus volume of Var production, divesioli of coastwise
and Inland water tragic, ratinling of tires and gaol1in, mid the necessity for
transportation fin coieelloln with tihe war effort, the rail'oulls of til United
States are translportilg tile hrgest voluilIO of tramle ill their hitry,. This
Is clearly demIlOnstrated by tile followig allatlion, which shows the IrlellelndoulS
iiIl le'ei Ill roVellulO toll 'lies iul l '1eVOIIl0 I SSellgCr liellos of the 'ilrOadS
for the first 5 nionths of 1942, as comi)ared with similar peilods during tile
years 1929, 1033, and 1941:

I'ercernt

ilOlle loll- Ibm eces $IIC 151 P ercnt
]hiles 11142 over seiwur.m les 1942 over

tnmonths oudcd May 31:
19M ................................. 178,692, 8170, 111 32.2 12,1. ,102.000 34.6
1933 .................................... 0, 294, M5, 000 101.7 S, 477,971,000 197.4
1941 .................................. 170,066,8. 000 3.9 iD, 7A2, M. 307 1. 1
1942 .................................... 230, 285, 003, 000 ............ 100 29Z 367,077.
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Consequently, there has been and will continue to be unpredecented ex-
haustion, wear and tear of tile railroad properties.

Under ordinary and usual comltions, when they are not confronted with
difficulty in obtaining the necessary labor and material, railroads maintain and
repair their properties currently, and, In compliance with the accounting classi-
fications prescribed by the Interstate Commerce Commission, charge the cost of
such anaintelance and reptairs to their operating expenses. Such expenses are
recognized by the Internal Ilevenue Code as allowable deductions for tax
purposes.

During war conditions, the railroads are faced with the difficulty, first, of
(htlilling Illaterial to Ililliltlin and repair their properties, second, of providing
the lleelscary labor to apply the material, and third, of performing maiu-
tenance md repairs by reason of the Interruption of work caused by the heavy
movement of tratlic. For lilustralion, the railroads have recently been unable
to secure a large amount of critical material, such as steel and other metals,
doe to priorities regulations, and the Office of Defense Transportation lies esti-
111ated that the ltilroaIds are faci ng an acute labor shortage in many depart-
ments (if tmlnlenalince and operation anl will have to employ 320,000 additional
amen before the end (If 1942, Deoerl'ed Maintenance ulider sucl conditions is
inevitable and beyond the control of the railroads.

In consequence of tile heavy movement of traffic, income reaches a high
level. Unless provision is made for reservation of cash for maintenance and
repair work which must be deferred because of war conditions and deduction
of the amount so set asile ill computing Federal income taxes, the income of
the railroads will be overstlated and taxes will be paid upon income which does
not tiko proper account of the wear and tear of property used In the production
thereof,

RecoglliIling tis Situation, the Interstate Comerce Commission, under (late
of June 20, 1942, Issued an accounting order, effective July 1, 1042, providing
for cirges to operating expenses, currently, of estimated alnounts to provide
for the cost of maintenance arnd repairs which the railroads are unable to
undertake or complete during any calendar year due to inability to obtain
material o account of priority regulations or shortage of labor or otherwise,
the amount so charged to be concurrently credited to a maintenance reserve
icecorunt. The deferred mllliteltnce can only be set up upon authority of the
Commission, upon application tierefor, stating full particulars concerning the
attire (f the malaitenallnce and repair work and an estimate of the cost thereof,

The Commisslon's order further provides that to the extent provision is made
for deferred nailltemlce and repairs an amount of cash or United States
Treasury securities equal thereto shall be deposited in a special account.
Funds under such restrictions will thus be available when the maintenance
and repair expenditures can be made by tile railroads.

The Coinlnissioner's order not only insures that current railroad statements
will correctly set forth their true Income after consiUdU-ltion of all elements
bearing upon the condition of railroad properties, but makes provision for set.
ting aside funds or seciritics for tile purchase of material and the employment
of labor required to make good In subsequent years the deferred maintenance
set up upln allthorizatioll of tile Comnmission. The use of the funds thus set
aside will ald the war effort and will provide a miucllc-eeded cushion with
which to combat ally slumlp Ill Industry and business colnditlons after con-
eluslon of the war.

Tie Commission's order ls solved the situation Insofar as depicting the true
corporate income ant( making provision for the future is concerned, but tie raU-
roits will be seriously prejudiced if soe action is not taken to relieve the situ-
ation from a tax standpoint. Provision should, tlertfore, be made ill tile 1912
Revenue Act permitting the railroads to deduct for tax purposes the amount of
deferred Inalnienance and repairs wlich the Interstate Commerce Commission
will authorize the railroads to Include in their accounts.

PROPOSAL OF TilE RAILIROADS

The raliroals urge tile enactment by Congress of legislation which will permit
the deduction for income tax purposes of the deferred maintenance accrued In
their accounts upon specific authorization of the Interstate Commerce Commis-
sion, Tile Internal Revenue Code does ilot specifically provide for a deduction
to covet maintenance and repairs not actually performed. Nor does It appear
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that there is any possibility that any interpretation of exlstiig provisions of the
code wold authorize deductions for charges of this character. The code, there-
fore, should be amended to provide for deduction of proper allowances for de-
ferred maintenance, Such deduction would be analogous to the allowances now
provided for depreciation and anortization in sections 23 (I) and 23 (t) of
the code. It is suggested, therefore, that there be added to the code a short,
concisely worded subsection, designated as 23 (u)-deferred maintenance, and
that there be added an additional section designated as section 125, stating the
ternis and conditions under which the deduction may be taken. The suggested
amendments need not Ie complicated. They tny merely provide--

1. Deductions for deferred maintenance based ipon prior authorization of the
Interstate Commerce Commission and limited to taxable years begin1n ig after
December 31, 1941, and during the war period.

2. Investment of the anionit of such deferred niahlitenaince in United States
Treasury securities to he held ini the corporation's treasury until disbursed in
settlement of the charges Incurred iln making good tie deferred maintenance.

3. Deferred matinteniance aot expended within ii 5 year period beglilnig with
tho first day of tie illrst calendar year after peace Is declared, by reason of reduc-
tion lit price level, or otherwise, to be Itcluded in taxable Income, and a corre-
spoiliig amount of United States Treasuiry securities released.,

Tite proposal herein suggested would apportion the taxpayer's payments In
proper relation to income, It would prevent taxation of iicoate without proper
adjustment for wear and tear of property used in its production. It would make
the amount of the deferred maintenance currently available for the purchase of
Governnient securities and would create a fund to be used for the purchase of
materials and the employment of labor in the post-war period.

SPECIAL sIrUATION OF TILE RAILROADS

While It Is reasonable to assume that till business enterprises employing plant
aind equipment in the production of income will experience some difficulty, vary-
Ing in degree, in providing proper maintenance during the war, the following
conditions, iarrnnt the adoption of special pruivlsiuas for deferred maintenance
with respect to railroads.

1, The welfare of the Nation depends upon the maltenance of adequate
any efficient railroad transportation. Trade and commerce of the country can
iiot flourish and develop without tile aid of such transportation. The fact hits
frequently been recognized and declared by Congress i legislation. It is, there.
fore essential that the vast railroad plant not be permitted to deteriorate find
)ecr me physically bankrupt, and that adequate and proper provision be made for
the restoration of railroad properties to proper physical condition after the
w'r period.

2, hilliroads are a highly regulated. Industry with respect to tie matters
here under consideration. Railroad accounting Is regulated by the Interstate
Commerce Commission pursuant to law, and is uniform throughout tile Industry.
There Is no such regulation and uniformity of accounting with respect to most
other industries. Railroad accounts and affairs tire regularly policed by the
Conlissfon's examilers, whereas the policing of tie accounts of other Industries
is generally discretionary. By reason of the degree of supervision and control
exercised by the Interstate Commerce Commission with respect to railroad
aceounlfng, it is appropriate, as a practical administrative matter, for Congress
to adopt the proposal lierein suggested without detriment to the public Interest.

3. The using tip of property is a cost of producing Income, and Is an allow-
able deduction in determing taxable net Income. Such deduction may be In
the nature of maintenance and repair expenditures which restore property,
or depreciation charges, or a combination of both items. Unlike most other
Industries, however, the railroad industry is largely dependent upon maintenance
and repair expenditures to make good wear and tear of property. Depreciation
allowances have generally been limited to equipment. By mandatory order
dated June 8, 1942, the railroads of the United States have for the first time
been required by the Interstate Commerce Commission to make charges for
depreciation to operating expenses applicable to certain classes of road property,
commencing January 1, 1948. However, the track structure, consisting of rails,
ties, ballast, etc-a substantial part of the railroad plant-Is not embraced
within tile requirements of the Commission's order, and road property included
In the order Is not required to be treated as depreciable property in the year
1942. Unless provision is made for deduction for deferred maintenance as
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herein proposed, It Is manifest that railroads will be deprived of the opportunity
to make good the extraordinary exhaustion, wear, and tear of a large part
of their property attendant upon the war effort.

4. So far as equipment is concerned, railroads make charges to operating
expenses for depreciation because of exhaustion, wear and tear of property
not restored by current maintenance and repairs. The same situation would
exist with respect to certain classes of road property, commencing January 1,
19-18, to the extent that tie railroads tire permitted by tire Commissioner to change
front the retirement to the depreciation method of accounting. However, rail-
roads will not be able to make good the excessive exhaustion of railroad equip-
mireit and road property, such as bridges and station buildings, resulting from
tire uriprceerdented volume of traffic now being transported by them, through the
rnediin of rates for depreciatio now applicable to equipment and those which
may be 1mde applenble to road property after January 1, 1043.

5. Business enterprises gcniraly tlke carol of excessive wea. anrd tear of plant
an(d equipia'it by ii n<,dirig the irouit thereof in tile cost of production of the
product rntriulicrtured and sold or by accelerating the latest of depreciation
aplicahle to such plant and equipment. II bulletin F, revised January 1012,
It i sleet flraiiy rc(,ignied that tie usoefil life of soine depreclible property,
or items therertf, utny be affected by a radical Irerease In plhnt activity, and
that accelerateld rates of iieprceiatioi may ie allowed to tie extent thiit the
excessive wear rnd tear of pilnt and equipment Is not arrested by a simul-
thileris increase In charges for maintenance and repairs,

6. But the railroads wili not, us a practical latter, be able to secure accel-
erated irtes of depreciation for application to (qnipnient and roan property.
'rhe rates of depreciation determined for application to railroad equipment aind
roal properly m1arist necessarily be predicated upon the pist poley of railroad
niaingenent with respect to maintenance and repairs (regulations 103, sees.
19.23 (1)-I and 19.28 (1)-5, and bulletin F. supra). They have experienced
no period like the present, and the extent to which rates of depreciation would
have to be accelerated by reason of the present excessive use of their properties
Is not susceptible of reasonable proof or measurement. Moreover, because of the
size and life of tire deprecilible units of railroad property, it Is not practicable
fuir the rnihonds to ace rLerrite rats of deinrecilition to lake crrare of theo tenpo-
rary Increased lise of their properties. A complete locomotive, a complete
freight train car, a complete structure, etc., comprise the railroad unit of
derieciable property. All of tihe iiiis to which rates of depreelatlori tre applied
have a long-life expectancy. Rites of depreciation are predicated upon the
large unit with a long life being maintained in good condition by ordinary
current repairs, the costs of which ure chargeable to expenses of operation.
Other industries base their depreciatilon clargois o smaller units having shorter
lives, and tire able more effectively to translate increase(] plant activity into
accelerated rates of depreciation. Also, other inliastrcs treat many items of
property as depr able units which tire railroads treat as parts of units and,
therefore, they become to the railroads maintenance iand reprrir expense when
replaced.

7. With relatively few exceptions, the railroad pint now being used was
acquired irniry years ago. Tue property which is being rapidly exinrsted in
thn handlrilg cf tifo present hrge volume ir traflic. thr."foro, represents in a
vry largo dgree tire property which wis provided by railroad investors priorto the war. lRailroads, itsai con~sequence, have not derived much advantage from
the provIsions of the Internal Ievene Code permitting rapid a ortization of
defense facilities, and have not been able to protect themselves, by contract or
otherwise, againt the extraordinary exhautlon of their properties resriltig
from tire war effort. Other Industries, on tire other hnnd, have benefited in
large imnasure front Government assistance in tire form of loans for ilrlrit
acquisition or expansion, capital recoveries through tire prices charged for
rarntfacitred products, and/or rpid amortization, liuch (if tiMe cot of plant
construction and expnurslon in the rinitions, aircraft, and shipbuilding indus.
tries has been provided by the Government, D.preciation of such plants Is
accordingly bornie by tire GOverrinient, In somlre instances, tire plants con-
structed at the expense of the Government aro leased to private concerns with
the privilege of purchase at an appraised value at the termination of a 1 year
periri. In these cise, of course, the wear' and tear of such plurnts is borne by
tire Novermnent, None of these situations exists on the railroads.
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POLICING OF DEDUCTION FOR DFERRED MAINTENANCE

The Bureau of Internal Revenue should rely upon the reasonableness of the
amounts of deferred min Intenance authorIzed by the Interstate Coninlerce Com-
mission to be accrued in the accounts of the railroads, The Commission is
thoroughly acquainted with railroad affairs, and is constantly engaged In check.
Ing railroad accounts. However, the railroads will welcome the opportunity
to supply whatever additional data may be required by the Bureau of Internal
Revenue.

The engineering staffs of the railroads are thoroughly conversant with tile
trailic demands upon the railroad properties and the resulting need for inainte-
Dance and repairs. They will prepare estimates of the amounts required for
maintenance and repairs for specific purposes in the same manner as they now
customarily estimate the various items of railroad cost. Estimates (if deferred
maintenance prepared in such manner may be safely relied upon by the Commis-
sion ti passing upon the reasonableness of tile amounts of deferred maintenance
sought to be accrued by the railroads.

The Commission in its order has required ihat railroad applications shall state
full particulars respecting the naitue of the repair work involved, and the esti-
mated cost thereof, by primary accounts. The amounts of deferred maintenance
authorized by tihe Comnission will, therefore, be based upon a factual showing
of specific work needed and planned for the current year not performed because
of lack of material or labor or both.

Unless actually expended within the period specified in tile suggested legisla-
tion, the amount thereof would be restored to Income and taxed. When tile
expenditures are made and paid for out of the reserve, they will not be included
as an operating expense in tile year in which they are made. The method of
deduction and adjustment provided In the suggested legislation thus In and of
Itself constitutes an effectual check upon the amount of deferred maintenance
which will be taken as a deduction.

The CHAIRMAN. May I ask you whether this particular question was
presented to the Ways and Means Committee?

Mr. FLETCHER.R No sir; it was not presented to the Ways and Means
Committee. We haA not then worked the thing out. At that time,
Senator, when the hearing was had before the Ways and Means Coin-
mittee, we did not have the approval of the Interstate Commerce
Commission, in the matter, and that is a very important feature
of it, you see.

The CHAIRMAN. Yes.
Mr. FLETCHER. Because the policing would be done by that body.
I would like also to put into the record our suggestion as to a draft

of an amendment which would bring this about.
That is an amendment to section 125 (a).
The CmIRnMAN. You may do so.
(The amendment referred to is as follows:)

DRAFT OF PIZOPOSED AIENDMENT TO TINE INTERNAL R1EENUE CODE

Sc. 23 (v) DIFhr1awn MAINTENANCE Droucrrn-RFnaO.as.-The deduction
for deferred maintenance provided in Section 125.
Sao. 125 (a) DEFaERD MArrNTENANCe D)ucTnOr-RAr.raOxDsI-n computing

net income of common carriers by railroad subject to tile Interstate Conimmerce
Act, as amended, there shall be allowed as deductions the amounts which any
such common carrier shal' have accrued in its accounts, upon specific authoriza-
tion of the Interstate Commerce Commission, representing the estimated cost of
maintenance and repairs which such common carrier finds Itself unable in any
taxable year to undertake or complete due to Inability to obtain materials and
supplies, shortage of labor, or adverse labor conditions, or other causes arisIng
from the war emergency: Provided, That the amounts so deducted shall be evi-
denced by certificates of the Interstate Commerce Commission, copies of which
shall be filed with the taxpayer's Income-tax return : And provided further, That
United States Treasury securities In the amounts so deducted shall be set aside
and held in the taxpayer's treasury until utilized In settlement of charges incurred
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for sl1(1h realirriao it( ropli's or released III rieeor'illrice with ilhe proivIasol
of liar gr'liph (b) irereof.

(1)) The d'ilirctioris provided II paragraph (it) of tis section iay le avatlild
of i any taxable year ieginirig after )oeeneirrhr 31, 1941, but may not hi' taken
Illa n taxilih year' iegirhling after Dernlier .31 of the year in whih ithe Trei.
dint ,sit i, eerie iris pro rlhiltin dceliiing the wir ended by i, tillf rtaton of a
ti'caN' of police or otierwlse: Provrided, That lMe ariount illy which (lie actual
ex1rilditircs of ti rlixir yei' i' ri r r ir iiiitriainee and r'ispaii', irildi w lhhi
fiv' yeai', after fli'i'enirh' i of le y ll' Ill wthlch the Pi''shiirt Isst 's his prela-
lnittloi, Is 10i thiln tile total rlc lrcttl ol l on erorilit tliier f, e,4lit lie rlhldi
I tie gross' incoie of tile Irxltnyo' hi the rext srrccetldng taxable year' andil1 irxod

at lhe rate rippiii'iile to tie tnxtile year i whi li stich dvietIlirs were allowed,
olriri'r i thinhlls ir'es''ri'led iby tire Comirrssioner of itrnrll lA-iie with thr
.1iI''roill of tire secroiir'y of tile Treaseiri, and it corresporrltrig Portion of the
I rlrpoiiled Frilod States 'i''en siir'y secri tics released.

M'. FLETcsrrrr, I submit these drafts with a, considerable amunotit of
reltretance, becraruse I know something about the excellence of the draft-
ing" service of the Colgr'ess, blit possibly there mioht 1)e some ideas
there which wou(l 1). of value to your draftill service.

Now, there is one other matter that I would like to subm:t-and I
will lirry through lithese other iiatters.

Those are the two principal ones I wanted to discuss.
On this question of consolidated returns, the committee vill remem-

her that some years ago, upon replresentations made by representatives
(f the railroads, they were permitted-and the only industry I
relieve that was perlnitted-to make consolidated returns where
there was an ownership of 95 percent of the total amount of tile
capital stock of the corporation~s entering into the svsteni.

The ronon why the railr'ords were allowed to do that and Ohers
were not was this. brieflv Railroads have to have these subsidiary
corporations on account of State laws. If you take the State of Texas,
for example, in Texas no railroad company can operate in that State
unless it is incorporated under the law of that State. It has to have
a ....rreral office in that State. and maintain a staff of enmlovees there.
so that they will be srhject to all of the rules and regulations that
apolv to State corporations.

No railroad company, so far as I know, willingly and purposely has
all of these various subsidiary corporations, It is done because the
State laws rcouire it. In my own State. tiat I lived in 50 len11. in the
State of Mississippi. there was a constitutional provision that foreign
r'ailr'oad co1noratons colrld not, own a domestic railroad corpora-
lion. and a domestic corporation hiid t he owned by another corpora-
lion which was itself domestic in its nature.

By reason of the fact that these various subsidiary colnrianies
existed, not by the will and desire of the companies but in obedience
to State law, they were allowed to make a consolidated return.

Now. this act, as it passed the House. you understand, allows all
cornorations, to make a consolidated return, with which I ]rave no
quarrel, but it puts a 2-percent tax penalty upon those who select
that method of making their returns,

We do not think that is quite fair in the case of the railroads who
had to have these subsidiary corporations.

Senator BRoWi. Two percent of the total amount of the tax?
Mr. FLr'rr., Two percent of the total amount of the tax, Senator,
For that reason, I respectfully suggest that in line 19, on page 104
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of the bill, as it, passed the House, there be alded this provision, which
I will quote into the record. It is very short.

Pro oidcd, holvcrc', '1i1t such 2-percetvn tax on the ilvilege of making con-
solidated returns shall not apply to railroad corporations, subJhct to tio ii ter-
swto (,onneree Act,

It does not seorn to ie that railroads should be penalized fur sonie-
thing they cannot avoid.

M.. Chairman, I want to say just o0e word bout the provision of
the House bill Which requires employers to deduct 10 percent on
wages, the so-called withholding )rovisin of tie act.

Whether that will be approved by the Senate Finance Committee
and by the Senate, of cmrse, I (o not know; but I do soy this pro-
vision, if it is applied to railroad companies, as it will be if it follows
tile foirl- provided by the House, sloull be rewritten.

For installco, if you examille th ComplicatVd provisions of that
part of the law whic-h deals with withholding, you will find that the
el)loyer has got to find out about the married status of the eml)loyee,
and how uny children he bas, iin order to make the right amount
of deduction.

Now, in the railroad business, we have lots of people who work
only 1, 2, or 3 days at, a time, because a big snow falls in Detroit
or some other city in that section of the country.

'he CAmitRAN. They are excepted as casual workers.
Mr. FurTcxn,. Are they entirely excepted?
The CnrTn N. I had that impression.
Mr. Ftmcim I do not think they would be, Senator. I may be

wrong.
The CAItoMAN. I may be wrong.
Mr. FLETCHEIR. In ayll event, the railroad workers drift from place

to p11ce, and you have to keep all this detail about whether they are
married or not, and whether they halve dependents, and what should
be the amount of the deduction.

Why not just put a straight tax on them? It may be a graduated
tax according to their income, and let them settle with the Treasury
later on.

They have to do that anyhow. The Treasury has got to examine
the status of each one of these peoplee

It seems to me that is a burden that should not be put upon the
employers, and I would like therefore to submit to the committee,
if I may, without reading it, but putting it in the record, a pro-
posel ainendment to section 426 dealirig with tax collected at the
source, which provides for a sliding scaFe of 2 percent on payments
up to $500, 4 percent up to $75, 0' percent up to $1,000 and so on.
Of course, in the year 19,13, when there is only a 5-percent tax, there
would be just half of that amount.

(The amendmnt referred to is as follows:)
(a) REQUIIIEMIENT OF WITHrOLD o,-There shall be withheld, collected, and

j)ald (except in the eases provided for in section 143) upon all dividends,
bond interest, rlnd wages of every person, to tile extent that such dividends,
interest, and wages are Ineludible In gross Income, a tax equal -to 10 per
erntu of (1) such dividends and interest, and (2) a tax equal to-

2 percent of each payment of wages in excess of $500 but not in excess of
$750.
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4 percent of each payment of wages In excess of $750 but not In excess of
$1,000.

6 percent of each payment of wages In excess of $1,000 but not In excess of
$1 ,rO0.

8 percent of each payment of wages In excess of $1,500 but not in excess of
$4,000.

10 percent of each payment of wages InI excess of $1,000.
except that, for the calendar year 1043, such tax shall be 5 per centum of
such dividends and Interest, and on each payment of wages tax shall be
equal to-

1 percent of each payment of wages In excess of $500 but not In excess of
$750.

2 percent of each payment of wages In excess of $750 but not in excess of
$1,000.

3 percent of each payment of wages in excess of $1,000 but not In excess of
$1,500.

4 percent of each payment of wages In excess of $1,500 but not In excess of
$4,000.

5 percent of each payment of wages In excess of $4,000.
Senator Gana. Do you have any estimates as to what it would cost

the railroad to withhold'the tax at the source?
Mr. FLETCHER. I could not give you a figure on that, Senator. It

would be a mere guess. I know it would be an enormous burden
however.

Senator GRaaY. They could not even get the men to do it, could
they?

Mr. FLETCHEI. I am afraid that is true; I certainly think that
is true because the field of clerical workers is running shorter all the
time.

Mr. Chairman, I do think the change in the law about long-term
capital losses is going to work a very great hardship.

You know, at the present time, under the act as it passed the House,
long-term cal)ital losses-and my understanding is it means capital
obligations running over a pcricl greater than 15 montbs---annot be
deduicted, except they may be deducted as a. credit against capital gains.
In other words, before you canl get any deduction for capital losses
you have to have capital gains in an equal amount or a greater
amount,.

Here is the trouble, and it is peculiar of the railroad industry : We
are now in a program of abandoning branch lines-

The CITAIRIMAN. How is that?
Mr. FLETCHER. I say, we are engaged in a program of abandon-

ing branch lines.
The CHAIRMAN. Yes, sir.
Mr. FLTn-cirn. We are urged by the War Production Board to ex-

pedite that program,
Some cases have happened where the steel which constitutes the

rails on these branch ines has actually been seized by the Govern-
ment without waiting for an abandonment order to be issued by the
Interstate Commerce Commission. I do not mean they have seized
any lines of very great importance.

Here is a constant urge by the War Production Board to let them
have the steel which composes the roadbed, the rails in these branch
lines which they need for the manufacture of the steel so essential to
the war effort. If they are not allowed to write off the losses which
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occur by the abandonment of these branch lines, it is going to make a
very great hardship upon certain railroads.

Again many of these railroads are being reorganized as you know
and in the process of reorganization, the capital stock is being wiped
out, and some of the railroads have investments in that capital stock
of very considerable amounts. There again it seems to me that the
present law should be kept in the form it is in, in order that these
long-term losses may be taken in instances where the railroad com-
pany, the investor, is absolutely helpless.

The CHAIRMAN. You have no objection to breaking it into two
brackets between short and long terms?

Mr. FLETCHEn. No; only in preserving the right to have long-
term losses deducted, as the law stands now.

The CHAIRMAN. I am very much inclined to think you are correct
about that, as to all legitimate long-term losses.

Mr. FLETCHER. Legitimate long-term losses, capital losses.
The CHAIRMAN. Outside of the speculative group.
Mr. FLETCHEiR. That is right.
The CHAIRMAN. If you are going to have nothing but losses you

are going to have nothin gto charge them against.
Senator VANRENBFREO. Especially if those losses are chargeable to

Government orders.
Mr. FLETCHER. That is right. It amounts to that.
Mr. Chairman, in section 23 (q) of the code, corporations are

allowed to make deductions for certain amounts which constitute
contributions to charities.

The CIIAInRMAN. Yes.
Mr. FLETCHER. I do not believe that law as it stands now would

apply to contributions made for the United Service Organizations.
Mr. Chairman, I respectfully ask the committee to have someone

look at that and see if it would not be a sound policy to permit such
an amendment to that act as would permit railroads to make reason-
able contributions to the United States.

They cannot make unreasonable ones, because that is governed by
general principles of law anyhow, but they should be permitted to
make reasonable contributions to the United Service Organizations and
similar war activities.

Your attention is called to that feature.
The CHAIRMAN. We will be pleased to do that.
Mr. FLETCHER. With respect to freight transportation, there is a

10 percent tax on freight transportation. I understand that has
been disapproved, so to speak by the Treasury, and that it is not
favored by Mr. Henderson of the Office of Price Administration.

I express no yiew on the subject generally. If it is considered to
be desirable and necessary to put that tax on freight transporta-
tion, the railroads of course will not pay it, but I would like to make
just a suggestion or two.

I thinK the tax on coal should be stated in short tons instead of
long tons. It is a 5-cent tax on long tons, which makes it very diffi-
cult, as an accounting matter.

In the second place, I would like to call your attention to a state-
ment on page 318 of the act as it passed the House and to suggest
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that in the second line on that page, after the word "express com-
pany" there be included the words "railroad company."

The effect of that amendment would be to prevent a double tax.
You know sometimes railroads have a pick-tip and delivery service.

They hire trucks, or they hire express companies to pick up and
deliver, and the trucks deliver the freight. It is possible the law
might be construed as putting a tax on the amount which the railroad
companies pay to these truckers for performing that pick-up and
delivery service.

An effort has been made, you notice by looking at page 318 of the
bill, to I)revent that double' taxation, and I think it would be well
to insert the words "railroad company" after the words "express
company" in the second line.

I also call your attention to the fact that in the War Revenue Act
of 1917, in putting a tax upon freight transportation there was an
exemption made in the case of freight moved by a subsidiary of the
railroad to another railroad company in the same system.

I should like to ask the reporter to quote at this point the provision
of the War Revenue Act of 1917 which exempted from the tax the
transportation of materials moving by a carrier for the conduct of its
own business, and also transportation of company material generally.

(The provision of the act referred to is as follows:)
Provided further, That notlhig In 1his or the preceding section shall be con-

strued as Imposing a tax (a) tipon the transportation of any conmodity which
Is necessary for the use of the carrier in the conduct of Its business as suchii and
Is Ittendd to be so used or hs been so used; or (b) upon the transportation
of company iimaterial transported by one carrier, which constitutes a part of a
railroad system, for another carrier which is also a part of the same system.

Mr. FLEToiJER, Mr. Chairman, I have just one more word to say.
As I have said before, we have about one-third of the mileage of the
railroads of the country in bankruptcy.

I have a list of those bankrupt railroads here. If you would like
to see it put in the record, I could do so, but I presume it is hardly
necessary at this time.

Senator CONNALLY. May I ask you a question right there?
Mr. FLETCHER. Yes, Senator.
Senator CONNALLY. What percentage of the railroads in bankruptcy

is there in which the owners of the bonds are also substantially the
owners of the stock?

Mr. FLETCHER. Very few; very few. On the reorganization, they
ouaht to be the owners of the stock.

Senator CONNALLY. I mean before that.
Mr. FLEicHER. No; I do not think there is much of that.
Senator DAVIS. I would suggest you list them in the record.
Mr. FLEToHER. I would be glad to put them in the r cord, At this

time I offer for the record a list of the railroads that are now under-
going reorganization, either in equity receivership or under section 77
proceedings.

(The list of railroads referred to is as follows:)
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Class I railways in the hands of receivers and trustees, excluding switching and
terminal companies, Mar. 31, 10412

Stiles of road
operated

In receivership: Dee. 81, 1940
Ann Arbor ---------------------------------------------------- 204
Georgia & 101ori.da ----------------------------------------------- 408
Mlinneapolis & St. Louis ----------------------------------------- 1,409
Pittsburgh, Shawatut & Northern --------------------------------- 190
Rutland -------------------------------------------------------- 407
Seaboard Air Line ---------------------------------------------- 4,310

Total (6 roads) ----------------------------------------------- 7,018

In trusteeship:
Akron, Cinton & Youngstown ---------------------------------- 171
Central of Georgia --------------------------------------------- 1, 864
Central It. It. Co. of New Jersey --------------------------------- 711
Chicago & North Western -------------------------------------- 8,319
Chicago, Indianapolis & Louisville -------------------------------- 549
Chicago, Mlvaukee, St. Paul & Pacific --------------------------- 10, 854
Chicago, Rock Island & Pacific -.----------------------------------- 7,90(1
Denver & Rio Grande Western ----------------------------------- 2,566
Duluth, Soulh Shore & Atlantic --------------------------------- 550
Florida Ea1st Coast ---------------------------------------------- 68.5
Gulf Coast Lines:

Beaninont, Sour Luke & Western ---------------------------- 1 46
New Orleans, Texas & Mexico --------------------------------- 191
San Antonio, Uvalde & Gulf ---------------------------- ------ 317
St. Louis, Brownsville & Mexico ------------------------------ 0 02

International-Great Northern -------------------------------------- 1,155
Mhiieapolls, St. Paul & Sault Ste. Marie ------------------------- 4, 267
Missouri.Illhnols ------------------------------------------------ 139
Mlssolri Pacific ------------------------------------------------ 7,146
New York, New Haven & Hartford -------------------------------- 1,853
New York, Ontario & Western ..----------------------------------- 576
New York, Susquehanna & Western ------------------------------- 144
St. Louis-San Francisco ----------------------------------------- 4,769
St. Louis Southwestern -------------------------------------------- 1, (60
St. Lotls Southwestern of Texas --------------------------------- 644
Western Pacific ------------------------------------------------ 1,199

Total (25 roads) ---------------------------------------------- 58,377
Mr. FLEToHER. Now these railroads, Mr. Chairman, have had a

very serious tax problem before them. They cannot emerge from
bankruptcy unless they get some relief on this question of taxes.
They are going to have their capital obligations tremendously
scaled down as the result of the bankruptcy proceedings.

If you are going to have to put a tax at the very severe rates-
which apparently the Congress is going to have to impose 1pon all
corporations-upon the difference between their old capitalization
and their new capitalization, they start out bankrupt, they are
busted, to use the common expression, before they leave the starting
point,

Now, in addition to that it is absolutely essential that these rail-
roads should preserve their old capital basis for the purpose of cal-
culating the excess-profits tax.

If they are to take the new capital basis they are in the excess-
profits-tax class before they start again.
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So that the carriers which are now in reorganization, one-third,
as I said, of the mileage of the country, if they are not permitted to
have some form of relief here, why they never will be able to emerge
from bankruptcy and get upon a sound position. They have got to
preserve the basis of their property, and the reorganizations must be
tax-free.

This question has been discussed with the Treasury at considerable
length. As those gentlemen who work in the Treasury-worked with
us at least-are always considerate, always patient, and always intelli-
gent, they have considered these suggestions, and we are very hopeful
that we will be able to agree with them, if the Congress will agree
with both of us, as to the character of legislation which is desirable
to enable these bankrupt rbads to come out of bankruptcy and get
started on their own.

Again I ask the privilege of filing with the committee a memoran-
dum here, which is the joint product of the Association of American
Railroads and the Railroad Security Owners Association in which
this subject is very fully discussed and the character of amendments
which the railroads desire is set out in the memorandum.

May I file it if it is not too long, Mr. ChairmanI
The CITAIRMAN. You may put it in the record.
(The memorandum referred to is as follows:)

PSDEIIAL TAX PROBLEM OF RAILROADS IN REORoANIZATION, A ,EtMORANDUH Su-
ITRE ay AssOcIATION OF AMEIxc.N IAILaOADS AND RAILIEOAD SEcUITY

OWNRS ASSOCIATION, INC., WSINoTON, D. C., AuaTs 27, 1941

TAX PROBLEMS OF RAILROADS IN IUEORANIZATION

About 75,000 miles of railroad are now in the hands of the courts In reorganiza-
tion proceedings, Including some 15 of the major carriers. These roads, as public
service corporations, are expected to continue to play their full part in a strong
well-managed, and ample transportation system for the country. Through tie
courts and Interstate Commerce Commission, railroad reorganizations are pre-
sumed to lie effected for the dtl purpose of assuring efficiency of operation and
greater stability In railroad Investments-scaled down as these investments are
in reorganizations to represent souid capitalization.

It cannot have been contemplated by the public or the Congress that by such
reorganization the tax contributions of the railroads should be increased-
increased Indeed, to an amount quite out of proportion to the contributions of
the other railroads which are already cartyIng as full a share of the Nation's
tax burden as it Is economically wise to impose. Yet that very result wil follow
under existing law as now administered unless the Congress enacts remedial
amendments.

The existing provisions of tie Internal Revenue Code. as they are being applied
to a reorganized railroad, so reduce the taxable basis of its property as to create
for It taxable income for normal and excess-profits taxes which will be very much
greater than would be the case if it vere not reorganized, though it continues
with the very same property and with the very same revenue. Obviously such
a result not only operates to defeat the sound purposes of reorganization but
Jeopardizes the future credit of the company upon which depends the mainte-
nance of the property and the services essential to the public welfare.

It may go even further. The diversion to taxes of a much greater proportion
of the net Income necessarily will increase the reluctance of security holders to
aQcept such drastic reductions in their securities and may In some cases prevent
entiely the consummation of the pending plnns. Certainly there will be no
Incentive to effect early and prompt reorganizations.

This memorandum is Intended to set forth the anomalous tax situation above
referred to, and to suggest amendments to the pending revenue bill which will
reasonably correct that situation.
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I. Increased Federal taxes resulting from decrease in deduction for interest
charges

The first item of the increased tax burden results from the fact that in all
pending reorganizations the amount of fixed and contingent interest charges has
been substantially reduced. The Immediate effect oit a reorganized carrier Is
that tile amount of deductions which It may claim for these payments hits been
correspondingly reduced, and its normal Income and surtax charges correspond-
ingly increased. For Instance, a carrier in reorganization has old fixed charges
aggregating $14,000,000. With an income of $20,000,000 in 1041, Its normal income
tax and surtax would be 80 percent of approximately $6,000,000, or $1,800,000.
If its fixed charges were reduced to $5,000,000, its normal and surtaxes on the
1941 basis would be 30 percent of approximately $15,000,000, or about $4,500,000.

It must be presumed that the Interstate Commerce Commission takes cog-
nizance of this situation in prescribing the new capitalizations, and that the
benefit to the carriers of having a substantial deht reduction offsets the dis-
advantage of having to pay a greatly Increased normal tax. No legislation is
suggested with respect to this matter.

11. Possible reductlon in basis of property

Section 112 (g) of the Internal Revenue Code, which defines "tax-free" re-
organizations, Is not broad enough under present Interprotttions of the Bureau
to Include all railroad reorganizations, 's a result of which a reorganized railroad
might be held to have a reduced basis for its property, Furthermore, under the
present Ianw, a cancelation of Indebtedness incident to a reorganization may be
held to be Income If so, the reorganized carrier roust either pay (which none
could do) the resulting Income taxes ou the amount of tle debt reduction ot
may consent to a reduction Itn its iiasis of property In conformity with the pertinent
regulations.

Such Interpretations of the present law by the Bureau will operate in two
ways, both to the disadvantage of the reorgnnlzod carrier, as compared with the
solvent carrier.
1.. Decrease fi deductions for depreciation and retirements,-Tn computing

Its taxable Income, the carrier Is entitled to deductions for depreciation and
retirements. Those deductions are at present computed oii the basis of original
cost of the property. If tire basis of property is reduced, the allowable deduc-
tions for depreciation and retirements will be correspondingly reduced to
amounts that will be substantially less than similar allowances for a solvent
carrier, and less than required by the Interstate Commerce Commission as a
basis for the statement of net Income. The decrease In allowable deductions
for depreciation and retirements will result in Increased taxable Income.

To Illustrate: On a property of which the original cost Is $500,000.000, the
retirement and depreciation deductions for tax purposes irray be $5,000,000.
If tile basis of property Is reduced to t200,000,000, these allowable deductions
will be proportionately reduced to two-fifths of $5,000,000, or $2,000,000. Two
carriers with tie same Income from operations will have different taxable
incomes, and the disadvantage will be with that carrier which has been reor-
ganized.

The Interstate Commerce Commission has recognized this inequity so far
as Its own accounting rules are concerned. In the Chicago Goreat Western
ease, TRm Porte 138, It prescribed regulations which require t carrier as reor-
ganized to show on Its new books the original cost as a "basis of property."
This basis Is to he used for determining depreciation charges and retirement
losses, maintenance costs, capital expenditures, fixed and contingent charges
earned, and availability of funds for dividends or other purposes, upon which

I Tire following excerpts from the Coimssion's opinion in the Great Western case
reversing the order of division 1 establish this poet :

"With resrpet to property other than eriipment and siriject to rotireirent oecountin.
the effect Of tire accounting proposed by division 1 would i somewhat different, Such
property would be carried iii tie lniiry Irvestment accounts, under the distribution plan
nsnted nboVe, it nioun very naterinly below Its tliniel cost, Trpon retirement of any
unit which Is replaced, tierefenee operating expenses would bo charged with seh a low
ariornt. On the other hand another rstiroad orerati g In the sane territory which had
managed to escape hankrrrptcy and reorganization woril ripon retiring a comaraile rirop-
erty unit, charge operating expenses with tie full original cost. Tire one railroad would
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recipients of interest and dividends are required to pay their income taxes.
2. Decrease in invested capital credit for excess-profits taxes.-In cases now

pending in the Internal Revenue Bureau, its findings Indicate that the new
basis of property will be determined by reference to the market value of all or
part of the reorganized company's securities. Application of the market value
method would also decrease the Invested capital credit for the purpose of com-
puting excess-profits taxes. This would further increase the disproportionate
burden of taxes payable by the reorganized carrier, with results as shown
below.

II11. llustration

For purposes of simplicity and equitable comparisons no allowance has been
made In the following Illustratlons for any effect of the excess-profits credit
carry-over under section 710 (c). The specific exemption of $5,000 allowed by
the statute in arriving at adjusted excess profits net Inconic and the item of
inadmissible assets have also been Ignored for reasons of simplicity.

Assume two rallroads-A and B--each having the same original cost of
$000,000,000 ($500,000,000 road and $100,000,000 equiplment) and each having
$50,000,000 of equipment depreciation reserve, and now capitalized as follows:

Debt --------------------------------------------------------- $3A0, 000, 000
Stock ------------------------------------------------------- 200,000,000
Surplus of road A or unpaid accumulated Interest of road 1.--. 50, 000,000

Total -------------------------------------------------- 550,000,000
Earnings from operation In 1941 ------------------------------ 20, OCO, 000
Annual fixed charges ----------------------------------------- 15, 000,000
Annual retirement charges ($3,000,000 less $1,000,000 already in-

eluded In operating expenses) -------------------------------- 2,000,000
Net taxable income ----------------------------------------- 3, 00,000

Railroad A is not reorganized; railroad B is reorganized under section 77 of
the Bankruptcy Act. Its new capitalization, approved by ihe Commission and
the courts, Is as follows:
Debt ----------------------------------------------------------- $125, 000,'0(
Stock --------------------------------------------------------- 200, 0, 000

Total ---------------------------------------------- 825,000 000
Earnings from operation in 1041 -----.------------------------- 20, 000, (00
Fixed and contingent interest charges -------------------------- 6, 000,1 100
Retirements deductible on basis of original cost ----------------- 2, 000, 000
Net taxble Income If retirement deductions are allowed on pres-
ent base ---------------------------------------------------- 12, 00,000
If the reorganization should be completed during 1941, a comparison of the

taxes to be paid by these roads on the basis of the tax rates provided in the 1911
revenue bill as passed by the House, but Ignoring the special 10-percent tax on)
corporations with low base period incomes, is as follows:

Total Income hnd excess-profits taxes:
Road A -------------------.-------------------------------- $899, 750

- Road B after reorganization ---------------------------------- 8, 26 050

have a lower operating expense thon the other, but thereby less cash would be reserved from
revenue which could be used for the replacement of the unit. A considerable part of the
cost or replacement would ie eapitallzble aml might require the istie of now securities.
Also taxes on income would be increased as the result of the reduced o ting expenses."

"What has already been said shows, we believe, the adrantageN of a uniform and continlning
hsis for the depreciation and retirement charges on account of railroad property, regarlless
of whether the accounting company has or has not undergone financial reorpanizaton or
whether It has acquired units of property new or as parts of going concerns. The fact that
if such charges were based on original cost rather thon on depreciated value, they would, in
a case ike this, more early approximate the replacement cost. Is an important element In
these advantages." [Italics supplied.
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'Jie details are as follows (it is believed that the illustrations chosen approach
actual facts it the catwe of several of the companies)

ROAD A
(1) Excess-profits tax:

Invested capital will be-
(a) One-half of debt --------------------------------- $150, 000, 001)
(b) Capital stock and surplus ------------------------ 250.000,000

Total ---------------------------------------------- 400, 000, 000
Invested capital credit:

8 percent of flrst $5,000,000 ------------------ $400, 000
7 percent of $305,000,000 ------------------- 27, 050, 000 228, 050, 000

1Ixcessprotlls tax ----------------------------------------- None
(2) Normal and surtax:

Net taxable Income --------------------------------------- 3, 000, 000

Ntmrnal tax---24 percent ---------------------------------- 7 20, 000
Surtax:

5 percent on first $25,000 --------------------- $1, 250
0l percent on $2,075,000 ------------------------ 178, 500

rJ-ta I t-xes ... .. ... .. ... .. .. ... .. ... .. ..

ROAD B

179. 750

899, 750

The Bureau of lIternal Itevenue In caes now pending has Indicated an in.
tention of computing the basis of property by reference to the face amount of
the reorganized company's debt plus market value of Its Issued stock, and
without reference to the original cost basis established by the Interstate Commerce
Commission in the Great Western case. Assuming an average market value of
15 for the nw stock of the reorganized road B, which is a liberal estimate, its
basis of property will be $155,000,000.

In such case, the taxes of rod B will be as follows;
(1) Excess profits tax:

Invested capital will be-
(a) One-half of debt ----------- ------------------- $62, 00, 000
(b) Capital stock at market value . . ...--------------- 80,000,000

Total_ ........... .......... .. . ....... ...... . 92,500,000
Invested capital credit:

8 percent on first $5,000,000 ------------------ $400,000
7 percent on first $87,500,0006......... 6,125, 000

Earnings available for charges in 1941 ......................
One-half of fixed and contingent Interest charges__$3, 000,000
Retirements of $2,000,00 reduced in proportion to

reduction of $305,000,000 in present $500,000,000
original cost basis of road and structures (no ad-
justment has been included hetwmn for retirements
charged to operating expenses, which may be
assumed to amount to $1,000,000) -----------.-. 420,000

0,525,000
20,000,000

.Q Ain ((f
Excess profits net income ----------------------- --- 16, 58O, 000

Less--credit ---------.-.----- ............------------- 0, 0525,000

Adjusted excess profits net income ----------------------- 10, 055, 000

Excess profits tax ($254,000, plus 60 percent of excess over
$50,000) --_----------------- ---------------------------- 5,087,000
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(2) Normal and surtax:
Excess profits net Income ---------------------------------- $16, 580,000
One-half of fixed rnd contingent Inoterest charges-.. $3, 000, 000
Excess profits tax ----------------------------- 5, 087,000

8,087,000

Normal and surtax net Income ----------------------- 7, 5093, 000

Normal tax-24 percent ------------------------------------ 1,822, 320
Surtax:

5 percent on first $25,000 -------------------- $1,250
1 percent oa $7,568,000 ----------------------- 454, 080

455, 3.30

Total normal and surtax ---------------------------- 2, 277,650

Total taxes ----------------------------------------- 8,264,50
This tax of $8,204,650 payable by road I Is $7,304,00 greater than the tax

payable by road A. The em rlungs fraom operatiara, before fiNtxs, are $20,000,000
fi the cose of each road. The original cost of each property is still the same,
$600,000,000.

In an industry so thoroughly regulated, this disparity is manifestly unjust.

IV. An actual case

The foregoing figures are used for illustration, They are based oar the rates
contained in the spending revenue hill. Ii he following illustration the cain-
putattoras are made on the basis of the rates in the 1040 act, except that a
normal tax rate of )30 percent Is used, insteol of 24 percent.

(ne of the largest of tho railroads now in bankruptcy will report approxi-
mately $21,000,000 as earnings available for fixed charges in 19-il before any
deduction for Federal-licono taxes (If present upward trend continues, actual
earnings nny exceed this). If this railroad company were not undergoing
reorganization, earnings to the amount of $21,091,000 would be used to pay
fixed charges of $10,591,000 and absorb estimated retirement charges of $4,500,.
WHO not Inicluled i) operating expenses, or a total of $21,091,000 as proper and
legitimate deductions in arriving at taxable Income. Thus there would be no
Federal normal income tax nor nay excess-profits tax.

As a result of reorganization, the position of the company with respect to
Income taxes with these same earningss of $21,091,000 available for fixed charges
would be mnueh different. The effect of the reorganization is to reduce fixed
charges of $10,501,000 to fixed charges and contingent interest of $9,043,000.
This reduction of $7,5.18,000 would become taxable Income of the company,
which brat for reorganization wouhl le nontaxable. At the rate of 30 percent
the normal tax thereon would be $2,26,t)0. Thus it is seerl by reason of
the reorgiri-zation the company will pay much greater taxes. Tie security-
holders have suffered heavy losses and will suffer further by the heavy taxes
vxacted from the reorganized company as the result of the scaling down of fixed
charges.

There is a Justifiable fear that, unless there is clarifying legislation, the
tax burden may be even greater than outlined above.

A recent ruling by the Bureau of Internal Revenue for another railroad
which was reorganized this year holds that Ihe tax batis of the reorganized
property should be the par value of the liabilities plus tire fair market value
of the stocks of the reorganized company. Applying this ruling to the case In
question, the tax basis would le approximately $323,000,000 representing a
total of $205,000,000 bonded debt, $106,000,000 other liabilities and credits
and $11,827,000 market value of stock. The latter was computed by using
recent market prices of $7,88 per share for 1,009,061 shares of new preferred
stock and $315 per share for 1,077,098 shares of new common stock. This
constructed tax basis of $323,000,000 compares with the present tax basis on an
original cost basis of $708,000,000, or a reduction of $475,000,000,

It Is reasonable to assume that the present tax basis for equipment amounting
to $151,000,000 and for current assets would remain undisturbed, Also since
(here las not been a determination of the write-down to be tiade fi this com-
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pany's security investments of $78,000,000, it ts assumed the entire reduction
of $475,000,000 in the tax basis would be applied to the present tax basis of
$480,000,000 in road and structures. This would cause a reduction of 07.4 percent
In the tax basis of such property. Admittedly, the resulting tax base of $1,4,000,.
000 for road and structures compared with its original cost of $4890,000,00 is
so unrealistic as to be absurd, but it Is necessary to make this illustration to
show tie tax consequences. While the reduction of 97.4 percent shown above
is caused by applying the entire write-down of $475,000,000 against road and
structures, if the entire security investments of some $78,000,000 were arbitrarily
written off, the balance of tile required write-down would be $807,000,000. Ap-
plying this reduction of $397,000,000 to road and structures with an original
cost of $489,000,000, the resulting percentage decrease would be about 80 percent.
Thus, the change on this most conservative basis would still lie fantastic.

Retirement charges in 1941 for property other than equipment are estimated
to be $000,000 chargeable as operating expenses and $4,500,000 chargeable to
profit and loss, or a total of $5,400,000. The amount of these charges is based
on original cost as prescribed by the Interstate Commerce Commission in the
Chicago Great Western opening entries (e Parte 188) decision. If the tax
basis of this property Is reduced 97.4 percent, the retirement charges of $5,400,000
which tle company is presently entitled to deduct in determining taxable in-
come would be reduced by 97.4 percent or by $5,260,000. Thus taxable inconic
would be increased by this amount. (If the reduction in retirements were made
at the rate of 80 percent, the resulting increase in taxable income would be
$4,320,000 Instead of the $5,260,000 shown In the preceding sentence. The elinina-
tion of the difference of $940,000 from taxable Income would reduce the total
normal and excess-profits taxes by $011,000, which would appear to be the
maximum amount by which the tax burden used In this illustration might
be overstated.)

This $5,200,000 would be taxable Income created solely by reason of the
reduction In the tax basis and the income tax thereon at 30 percent would be
$1,578,000. When this tax Is added to the $2,264,000 tax which will result from
the lower interest charges of the reorganized company, the total normal income
tax resulting from the reorganization would be $3,842,000 In contrast to no in-
come tax if (he company had not undergone reorganization. The magnitude of
the $3,842,000 tax may be better sensed when it is realized It Is equal to almost
25 percent of the old fixed charges and it exceeds the reorganized company's
new fixed charges of $3,058,000,

In addition to tile foregoing substantial increase In the normal Income tax,
this railroad reorganized would be exposed to a large excess-profits tax If the
Bureau determined invested capital by Including equity capital at market value.
Under the market value theory, the excess-profits tax for 1941 would be about
$2,000,000, assuming an 8 percent credit basis and assuming a normal income
tax rate of 30 percent. This tax would be greater if the tax bill as passed
by lhe House, which reduces the credit to 7 percent, becomes law.

Summarizing, there Is shown below the probable tax consequence for 1041
for this particular railroad, which It will be noted would have lied to pay no
Income or excess-profits taxes on esthnated 141 income with its old capital
structure. But this same enterprise and investment continuing to be devoted
to the public service and with the same earnings would have to pay to the
Federal Government $5,842,000, or 28 percent of Its relatively low income. Tills
tax is equal to 4 percent on approximately $146,000,000

The original cost of road and equipment in this case Is approximately $640,000,-
000. A fair return on this amount would lie approxinetely $32,000.000. Ti
earnings for 1041, before taxes, of $21,091,000, is a return of only 8.3 percent
on the original cost. After deduction of the taxes of $5,842,000, time remaining
earnings would be $15,249,000, or less than 21/ percent on the original cost.

Present company

Income available for fixed charges ------------------------------- $21,091,000
Fixed charges ..-... .. ..-------------------------- $10, 591,000
Retirement losses ---------------------------------- 4, 500, 000

Total deductions ----------------------------------------- 21,091, 000

Taxable income ------------------------------------------------ None
Normal income tax --------------------------------------------- None
Excess-profits tax ---------------------------------------------- None
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Reorganized company-with no change in tax basis

Income available for fixed charges (before income taxes) ---------- $21,091,000
Fixed charges and contingent interest --------------- $9, 043,000
Retirement losses ----------------------------------- 4,500, 000

Total deductions ------------------------------------------ 13, 543,000

Taxable income ------------------------------------------------ 7,548,000
Normal income tax at 30 percent -------------------------------- 2,264,000
Excess-profits tax ---------------------------------------------- None

Total normal and exess-profits -ax-.............-.--- 2,204,000

NOTE.-No objection is made to tile tax.

Reorganized company-with tea basis reduced as explained above

Income available for fixed charges (before income taxes) --------- $21,091,000
Increase in above income resulting from reductions of 97.4 percent in

$900,000 retirement charges included in operating expenses -------- 877,000

Restated income available for fixed charges------------------- 21,968, 000
Fixed charges nnd contingent interest ---------------- $9,043,000
Retirement losses of $4,500,000 reduced 97.4 percent t--- 117, 000

Total deductions ------------------------------------------ 9,100,000

Taxable income ------------------------------------------------ 12, 808, 000
Normal income tax at 30 percent --------------------------------- 3,842,000
Excess-profits tax (8 percent credit basis) ----------------------- 2,000,000

Total normal and excess-profits tax ------------------------ 5,842,000

As Indicated above, the foregoing computations are based on tile 1940 act, with
the exception of the normal tax rate having been changed from 24 to 30 percent.
(An application of the tax rates in the pending bill, as used for road 1 in th16
preceding Illustration, would result in a tax of about $7,624,000.)

It should be repeated that no objection Is raised to the Increased taxes of
$2,204,000 Included in the $5,842,000 resulting from reduced Interest charges
but the balance of $3,578,000 resulting from the change in the tax basis
should be eliminated by legislation.

Changes in the plan, decisions of the courts, or rulings by the Bureau may,
of course, affect the above illustrations.

V. Proposal

The proposal of the reorganized carriers and of the security owners is that
the law be amended to provide that the basis of property shall not be reduced
below the original cost basis approved by the Interstate Commerce Commission
under the accounting rules prescribed In the Oreat Western case. A draft
of proposed amendments Is attached hereto as an appendix.

Respectfully submitted.
ASSOCIATION OF AMERICAN RAILROADS,
RAILROAD SFOURITY OWNERS AssocATioN, INC.

APPENDrX

Proposed amendments

Section 113 of the Internal Revenue Code should be amended, applicable
to all taxable years beginning after December 81, 1938, by adding at the end
thereof the following new subsection:

"(c) Reorganization of common carrier by railroad.-Notwthstanding the
provisions of subsections (a) and (b) of this section and the provisions of
section 114, the basis of property of a common carrier by railroad shall not
be Increased or decreased as a result of any judicial reorganization; and
where In any such reorganization one or more new corporations are organized
and pursuant to such plan of reorganization acquire property of such com-
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mon carrier, the basis of such property to the new corporation or corporations
siall be the same as the basis of such property would have been to the old
corporation had there been no such judicial reorganization."

Section 112 of the Internal Revenue Code should be amended, applicable
to all taxable years beginning after December 31, 1938, by adding at the end
thereof the following new subsection:

"kl) Reorganization of common carrier by rallroad.-No income, gain, or
profit shall, in respect to the adjustment of the Indebtedness of any railroad
corporation in any judicial reorganization, be deemed, under any law of tile
United States of of any State now In force or hereafter enacted, to have
accrued or to have been realized by such corporation, or any successor or
successors In such reorganization, by reason of the modification or cancelation in
whole or in parL of the principal or interest of any such indebtedness of such
corporation."

Mr. FLwrciER. I am very hopeful we may be able to reach a con-
clusion with the Treasury.

May I say that a certain gentleman here, Mr. Shorb, who expects
to appear before this committee a week from today, upon another
matter, would probably like to have an opportunity to say a word
on the tax problem of thie reorganized railroads.
The CHAIRMAN. All right.
Mr. FLETCHER. I thank the committee very much for your patient

attention, and unless there are questions, I shall retire.
The CHAIRMAN. I wanted to ask if Mr. Wheeler is here.
Mr. FLrCHFER. Mr. Harry A. Wheeler, of Chicago, is the president

of the Railway Business Association. He was the first president of
flhe Chamber of Commerce of the United States. In my humble
judgment, he is one of the great economic statesmen of the country.
He expected to be here. I wrote him that this would be his day.
I do not see him in the room, and I am inclined to think that there
must be some misunderstanding.

I ant very hopeful that the committee might give him a few minutes,
10 minutes, say, at some later date, if they possibly can, provided lie
desires I o appear.

The CIIAIMAN. He may appear later today.
Mr. FLETCHER. No. Senator; what heprobably wanted to discuss

was this deferred-maintenance question that I discussed secondly in
my remarks.'We have here a representative of the Great Northern Railroad, Mr.
Dorety. He would like 5 minutes to discuss a certain special point.

Would you permit me to distribute to the committee this technical
discussion on the deferred-maintenance proposition? I have a num-
ber of copies.

'l'he CHAIRMAN. Yes, sir; we will be glad to have you distribute
them.

(The following statements were submitted by Mr. Fletcher:)

STA'rMENT' BY MAacUS L. Bar, GENERAL COUNSKaI, THE CHICAGmO, Rocx IsLAND &
PACIFIC RAI.WAY Co., CHICAGO

TAX PrODL I O R01 oRANIZED RAII,ROADS

The tax problem of the railroads now undergoing reorganization results from
the mere impact of the existing revenue laws on their new capital structures. The
memorandum of August 27, 1941, prepared by the Association of American Rail-
roads and the Railroad Security Owners Association, states the problem iI a
general way. It contains, on page 13, two suggested amendments to the Internal
Revenue Code.
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The necessity for the adoption of these or similar arendlents is eiphasizetd by
recent decisions of the Supreme Court concerning reorganizations of business
corporations. Froa these decisions it riny be deduced that none of the lending
plbrs for the reorgaraizatiol of railroads under section 77 is "tax-free" inder the
Iirrset laws. It follows that ira ho (ase of at reorganized railroad ie new
'on ly which takes over tl1 prolberty will encounter ilrunediatoly it sltuatior

which, unless ithe law is atniended, will treble or quadruple the tax burden which
the property will have to bear.

A part of this increase in taxes results fromr the fact that the new cmpally's
funded debt hats been redaiced, arnl it will have less Interest to pay, arid, ihereforo,
a greater iet taxable Incone; but one of tie pnrposes of it reorganization is to
reduce the amount of interest charges which the property must supliort, so that
(is result Is inherent in the situation and Is not a]le to any defect in the tax laws.
Th' great-aid, we stabrait, lnJust-tax Itcrease result s front the fortuitous ca'-
errrnrslraices that the new coaary's "basis of property" will have been redared in
tii reorganiiilaa laroces. Tile basis of property Is tle base upon which alaust
be computed tue ainourat of depreciation and retirements which rare alcdictible In
determnal ring net Ircome for I ax purposes; and it is tile starting point for the
computaaiot of tire excess-profits tax.

Consider first the effect ot depreciation anal retirement eiaarges of a reduction
In the tax basis. Tie basis of property geriarally for any corporation is the
cost of the property to the corporation. It the ease of railroad corripaies, It is
the cost irs shown oar their books-te investment account. If, as part of a
reorganization plan, the property Is sold to a new company, then the basis of
laroperty for tie new company, under the present laws, is what tile new company
pays for it, either III new securities or cash, or both.

All tie reorganization plans heretofore certified by the Comaission Involve a
substantial reduction not only In til interest-bearing debt, but also In the total
capitalization. The maxinum that the new company, under the present laws,
carl be held to have paid for the old company's property is the total par value of
lhe new seculItles. It Is much more likely that It will be held that what the new
company has paid for the old company's property Is not the face or stated amount
of the now securities issle1 for the acquisition of the property, but the current
value of those securities; which means merely the parl value of the new debt-
that is, of tire bonds of tire new company, plus 'only the market value of the new
stack. In either case, there would be a very substantial reduction Ir tile basis of
property.

If, oi the other hand, the Commission approves a plan of reorganization
wich does not involve tie formation of a new company, but allows the old
conrpa ny to continue It the ownership of its property, with a much reduced
capitalization, then the old company meets the same problem In a different form.
Its debt has been substantially reduced. If tire total capitalization Is not reduced,
the conversion of old bonds Into stock Is only a capital exchange, and tire tax
basis Is not affected ly it; lut If the total capitalization Is reduced, then It
probably will be held that this reduction In debt Is Income at least to the amount
of tire reduction In total capitalization and on this Income tile company rmst pay
tan Income tax, unless It consents to a reduction In Its basis of property equal In
amount to so-called Incorue resulting froi tile transaction.

In either case, tire realuction In the basqs of property Will entail a very sub-
stantial reduction Ini tire allowances which the irBureau of Internal Revenue
will minke for depreciation and retirements, These allowances will be reduca'd
Ir tie rarr, proportlon that the basis of property has been reduced. As stated
i the memorandum of August 27, 1941, referred to above, the Interstate Com-
neice Commission in tire Mileago Great Western case has recognized tie In-

eqalty of this by permitting the new corarpanny to Inclade ill Its balance sheet
certili accounts which preserve a record of the actual Investment In the property
oar the basis of original cost, whether niade by the accounting eornany or its
predecessor. In Its opinion In that case (247 I. C. C. 193), the Corinrlsslon points
out that this practice Is followed by the Federal Commtlietoas Fomatslon
and by the Federal Power Commission. Under the Conrrission's ruling, the new
company charges Its depreciation ard retreent against this origirial cost mrs
stated or the books of the old company.

Thut the deductions permitted by tiae Butreau of Internal Revenue for depre-
ciation and retirenrts are altogether separate and dtstlnct fror the depreca.
lion which Is set il) on the books ander the Interstate Cotneoree C(onraissloti's
accounting rules, The Bureau considers that It is not bound by the amounts
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charged on the books under the accounting rules, and computes its depreciation
allowances on an entirely different basis. If, therefore, the property base of
road A, In reorganization, Is cut in two, the depreciation and retirement charges
allowed by the Bureau as a deduction in computing taxable income will be revised
lit the sanet proportion; whereas the deduction allowed to road B, not in reorgani-
zation, will continue unchanged. The tax burden of road A will be relatively
higher than the tax burden of road It. Solely by reason of the fact that it has
undergone what the Congress in framing section 77, and the Commission in
administering it, have thought to be a desirable rejuvenation, its tax burden has
been increased, as compared with its inregenerated competitors. Road A's credit
has been impaired, and its securitylolders, having suffered already a heavy loss
in their capital through the reorganization, are faced with a further loss in the
Income on their new securities. They are further than ever from the realization
of a return on their investment.

At present the Interstate Commerce Commission requires depreciation to be
charged only against equipment, but beginning In 1943 sillar charges will be
made applicable to the greater part of the fixed structures. There is no differ-
ence, so far as the Interstate Commerce Contutission's depreciation accounting
is concerned, between road A and road B. From an accounting standpoint the
bridges, buildings, freight cars, and locomotives of the Rock Island depreciate at
the same rate and for the same reasons tlat similar items depreciate on the
Santa Fe or the Burlington, and the Interstate Commerce Commission recog-
nizes this fact. After the Hock Island reorganization Is completed, however,
and its basis of property thereby reduced, there will be a substantial difference,
so far as the Treasury is concerned, in the depreciation charges allowable to the
Rock Island as compared with its unreorganlzed competitors.

Inevitably, the Rock Island, or any other road in similar circumstances, will
suffer a large increase in its taxes by reason of the smaller allowances for
depreciation and retirements. This increase, added to the Increase resulting
front the minimizing of interest deductions, Is almost enough to overload the
new ship before it begins its voyage. It certainly puts the new company at a
disadvantage as compared with its old neighbors.

But this is only the beginning. It is when we come to the excess-profits tax
that we can appreciate the real burden resulting from a reduction of the tax
base. Under the present law, the excesss-profits tax may be computed upon
either of two bases. The railroads generally use the so-called Invested-capital
base. This term is a misnomer. "Invested capital" in the colloquial sense
means one thing; but in the tax laws It is an arbitrary figure derived by adding
50 percent of the corporation's debt to the "equity invested capital" which, in
general, may be considered as the sum of the capital stock and the surplus. It,
therefore, Is not the same as the basis of properly, but, if the basis of property
is reduced, "invested capital" wilt be correspondingly reduced, because both
of its components (50 percent of the debt and "equity invested capital") will
be reduced.

The "tnvested-calptal credit," which is deducted before computing excess-profits
taxes, Is a certain percentage of this "invested capital." Under tie proposed bill
It Is 8 percent on the first $5,000,000, 7 percent upon the next $5,000,000, then 6
percent on the remainder up to $200,000,000, and 5 percent oit thie excess. Deduct-
Ing the invested-capital credit, the remaluder of the income Is called "excess
profits," and is taxed at very high rates, the rate under the proposed bill being 90
percent. Under the present law, "Invested capital" of the new company after
reorganization will be computed on the basis of the new capitalization. If
"Invested capital" should be computed on the same basis for the new company as
is proposed with respect to the "basis of property" (the new debt plus the market
value of the new stock), then the new ship would be sunk before it left the harbor.

Time effect of the present laws ont the pending reorganizations may be illustrated
by a reference to the Rock Island, I use that illustration because I am familiar
with it. It is typical, however, of the other cases.

The present capitalization of tie Rock Island Is approximately $452,000,000,
composed of approximately $322,000,000 of debt and $130,000,000 of stock, with
Interest charges of about $14,000,000 a year. Its property base Is substantially in
excess of that figure. Its investment account is in excess of $500,000,000. The
value of Its properties, computed under the Federal Valuation Act, at the present
time is in excess of $460,000,000.
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The present "Invested capital" used for tile computation of tile excess-profits tax,
being half of the present debt plus the total of tile present stock, is $289,700,000,
and the "Invested capital credit" of tile present company at tire rates proposed In
the bill is $16,648,361. This means that, until tile earnings exceed $16,648,361,
there will be no excess-profits tax to pay.

It is expected that the earnings available for Interest charges, taxes, and divi.
dends, if any, during the current year will be $24,140,730. Tills is tie best estliniate
the accounting department can make at this time. It is based on the actual
figures for the first 6 months of the year and tile estimated figures for the final 6
months. On tire basis of the present eapitilizalion, the Federal Income taxes on
these earnings, computed at the rntes embodied in the revenue bill as it linseed
the House, will be $3,506,160. This is because tie deductions for interest and
retirements will aggregate some $16,300,000. A statement showing Imw this
amount is computed is attached hereto its exhlbit 1.
This brings us to a consideration of the effect of tire taxes oni the plan of reor-

ganization now pending in court. One of tire primary purposes of riny reorgarnt-
zation plan is a reduction of interest charges.
The Interstate Commerce Commission in. certifying a plan to the district

court estimated that the normal earning power of tire system oar gross revenues
of $100,000,000 would be $11,000,00 above operating expenses. It fixed a maxi-
mum capitalization of $368,000,000, a reduction of $84,000,000. It held that the
preferred and common stocks of the old company were without equity, and pro
scribed a new capital structure consisting of approximately $61,000,000 of fixed
interest-bearing obligations, or 16.8 percent of the total; $80,000,000 of income
boads, or 21.7 percent of tile total; $75,000,000 of preferred stock, 20.3 percent
of tile total; and $151,000,000 of common stock, 41.2 percent of the total. The
total funded debt, $141,000,000, aniounis to 381/ percent of the new capitaliza-
tion; the total stock, $226,000,000, to 611/ percent. The requirements for In-
terest charges are about $5,100,000; the sinking funds are $600,000, a total of
approximately $6,500,000. In addition, the new corupany Is required, before
the payment of interest on the $80,000,000 Income bonds, to set aside each year
as a capital fund an amount equal to 2 percent of the gross operating revenues
for the preceding year, up to a maximum of $3,000,000. From tins it will ie
seen trat the total capitalization ias Ireen refduced $84,000,000. The total debt
has been reduced from $322,000,000 to $141,000,000, a difference of $181,000,000;
and tire total interest charges from $14,000,000 to $6,000,000.

Tire new company Is required under the plan to provide from earnings only
$9,50,000 a year for Interest, capital, and sinking funds, prior to the stock-
holders' right or expectation to receive dividends,

But tils is before taxes are computed. When we figure out tie taxes under
the present law, we see that the vision of dividends, or even of interest on tire
proposed income bonds, Is illusory: The reorganization is a vain thing.

Under tire plan tire present stockholders a Ie eliminated, so that It will be
necessary to form a new company to take over tie properties. 'li'r "basis of
property" to the new company will be wrat the r ew corprany Irs parid for tire
old company's property; it is quite likely to be the farce value of the new debt,
plus the market vilie of the new stock. No ame knows exactly what tins
will be, but if it Is $10 or $15 a share (which Is a liberal estimate of the
prices at which such securities are sold), the property base will be very
greatly reduced. Likewise, It will be necessary to determine the "invested
capital" of the new company. If thl Is deetrined by taking half tile new
debt and the market value of the new stock, It will be approximately $89,000,-
000, and the "invested capital credit" will be $6,332,000, Instead of $16,648,361-
a reduction of $10,300,000, This difference in the invested capital credit areanrs
that $10,300,000 more of the earnings will be subject to tile excess-prots tax.
At the proposed rate of 90 percent, the additionIi excess-profits taxes oi $10,000,000
would he $9,000,000.

If the plan had been in effect during 1942 with the basis of property
adjusted as indicated, tire 19,42 taxes on tire $24,140,000 which we expect to have
available for charges as a result of 1042 earnings would be $15,540,279. At-
tached as exhibit 2 is a statement showing how this amount is computed.
Bearing in mind that the Commission Tias estimated tie normal earning power
of the Rock Island to be $11,000,000 a year and has based its new capitalization
upon that estimate, let us see what would happen to the new securities pro-
vided in the plan, unless relief Is obtained in the way of the legislation which
we rare seeking.
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In the hearings on the plan li the United States District Court at Chicago
certain representatives of tie General Mortgage bonds, the underlying security,
introduced as exhibit 11 a statement showing how the securities would be
affected by Federal Income and excess-profits taxes at the rates imposed in
the 1941 Revenue Act. Briefly, that exhibit showed that when the earnings
iii any year aiounted to $11,000,000 ($641,000 In excess of what tile Com-
mission found normal), tie company would be able to pay only tile interest
charges ot tie new boids and would not even be able to provide tho necessary
sinking funds for retirement; the new stock would receive no dividends.
Stated another way, 38/2 percent of the tow securities given to tile creditors
under the plant would have an Income; 61/ percent would have none. The
new storks, on the theory ont which this itlan is constructed, would be worth-
less froa the start, unless tile earnings greatly exceeded the ConnlIssion's
estitnate of norma! earning power; that is, the new stock hatts no prospect
of it dividend unless the earnings are abnormally high.

Exhibit 11 showed that it would require net earnings of $26,659,308 (nearly
two and ole-ltlf times what the (onmlssion prognosticated) to pay the

required ,)-percent diviltid ot the new preferred stock; and until the earnings
exce(dd tiat ligure, tile new common stock, 41.2 percent of the total securities,
Ni 0li(1 receive no return. Since the stockholders are eliminated in the reor-
ganization, these new preferred and cotninon stocks represent securities issued
to creditors in exchange for their bonds.

But these damning figures were the result of tii 1941 tax rates, When tite
192 rates are applied to the new capital structure, Cite results are fantastic.
I have taken exhibit 11, tttd through the courtesy of the accounting department
of the trustees In bankruptcy, itve hitad (e figures compiled to show the effect
of he proposed 1942 rates, This statement is attached as exhibit 3; and III
order to forestall skepticism as to the figures, exhibit 3 contains detailed com-
putations of tie taxes tit eact level of income mentioned. This statement
siuws that, with the proposed capital structure atid the tax rates embodied In
this bill, It would require earnings of $26,682,490 for the reorganized company
to pay interest oi its new bonds and to provide the capital and sinking funds
required by tie plan of reorganization. The capital stock, representing 61V
percent of Cite new capitalization, could not share in the earnings until they
had exceeded $26,682,490, which is about two and one-half times what the Coin-
mission considered the normal earning power of the system.

Titoi satue statenient shows that it would require net earnings of $64,182,490
to Ipy tile full percent dividend upon tle preferred stock; so that the coal-

in stock, 41.2 percent of the total, could not receive a dollar until the earn-
lags lind exceeded $64.000,(00, nearly six t ,es wtt the Commission found to
tie niortli.

The most fantastic figure of all, however, is fotd In column (f) of tile
stalenitt, wileh shows that under these saute tax rates it would require net
etri-ings of $139,803,490 to provide t 5-percent dividend ot the new common
stock.

'Tit effect of thIs oit Cite plan anti te disposition of security holders with
regard to its acceptance Is obvious. It already has manifested Itself in tie
fight tide on te Missouri Ptteific ttpla, whIcll is further along than tie Rock
hklannd. The Missouri Pacific plan has been rejected by the vote of 6 out of
1i classes of Cite security holders, for the simple reason that under tie capital
sirtetre proposed, the revetnes of the reorganized company are diverted to
taxes. If security holders reject by their votes tite pending plans of reorgani-
zatton, the situation of the bankrupt roads is almost hopeless.

Other companies not reorganized will not be affected. Their tax bttses are
unimpaired; tieir Invested capital and invested capital credit retaitin just as
they are.

It is for tiiis reason Ilit we sugge,,t ttat tie basis of property, the invested
capital, twil Che invested capital credit should not be affected by reorganization,
The tnieninents we propose, which ere attached as exhltit 5 to tills state-
taul, will accomplish that plurpose,

If these antdtnents should be adopted, our taxes ott this year's earnings
would be $7.001,060. Attached as exhibit 4 is a statement showing Cite conpa-
tations on which this figure is based,

Titls would leave $17,000,000 available for Cite security holders from tills year's
earnings, which would be suficient to pay full dividends otit tile preferred stock
and about $4 a share on the common, It is, of course, regrettable that it will take
earnings of more than twice wiat the Commission called "normal earnings"
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before dividends can be paid on the stock issued under the Commission's plan;
but that distressing circumstance, when tilts inequity it the tax laws Is removed,
Is a defect in th,3 plan, and will, of course, be argued in the proper place, All that
we can ask you to do here is to remove the discrimination between the companies
which have been reorganized and those which have not been reorganized.

The justice of our position with respect to cancelation of indebtedness is
exemplified by a reference to the Railroad Adjustment Act (chap. XV, Bank-
ruptcy Act) inlo which the Congress incorporated a provision substantially
similar to one of those for which we isk. Thils reads as follows:

"No income, gain, or profit taxable under any law of the Uited States or of
any State, now in force or hereafter enacted, shall lii respect to tie adjustment
of the Indebtedness of any petitioner in a proceeding under this chapter be
deemed to have accrued to or to have been realized by suell petitioner by reason
of a modification of or cancelation in whole or in part of any of the Indebtedness
of the petitioner affected by a proceeding under this chapter." (Bankruptcy
Act, oh. XV, see. 735.)

Somewhat similar provisions are embodied in supplement R of the Internal
Revenue Code, which exempts goin or loss with respect to exchanges and
distributions of securities unmler the Public Utility Htohling Company Act of
1935, where made lit obedience to tile orders of the Securities and Exchange
Commission.

These statutes do rot relate to the tax base, because in neither case is the
tax base affected by the procedure Involved. Congress has alleviated the situa-
tion with respect to time basis of property of industrial corporations being reor-
ganized under chapter X (formerly sec. 7711) by providing in section 270 that the
Commissioner shall not reduce the new property base below the fair market
value of the property. This Is not a precedent for a railroad corporation, and
the principle oli which it is based is not applicable to a railroad corporation's
property; because that property has no fair market value. It is not for sale;
there is no possible purchaser. Moreover, it must be kept in operation, and Ill
physical condition to render adequate and efficient service to tire public.

In our Judgment, the reason for treating the railroads in a different manner
from Industrial corporations with respect to their property base and Invested
capital, lies in tills fundamental distinction between railroad property aid.
railroad enterprise, one tire one hand, and private property and private enterprise,
or the other,

It Is elementary In the law that a railroad company which devotes its property
to the public service is entering into a very solem undertaking. It enters into a
compact with the public that it will furnish adequate service, at reasonable rates,
without discrimination. Part of the compact Is that it will submit to Govermnent
regulation of its rates and earnings, its operations and its Investments, and its
abandonments. What does It receive li return? Just one thing-the assurance
that, so far as tire public is concerned, it will be allowed to earn a reasonable
return on the value of the property which it devotes to public use.

Ai important part of the carrier's obligation is to keep its property ir readiness
to handle all traffic that may be offered. It must always be ready to handle a
peak load, no matter how long the preceding slump. The efficient performance
of the national transportation system im the present emergency shows how well
the carriers, including those in reorganization, have appreciated that obligation
and prepared for it. But there is a corollary. Under our metrold of conducting
the transportation business this obligation requires a constant Inflow of new
capital for every company. Not only must the railroad be maintained lii condi-
tion to render adequate and efficient transportation service, but it must, by the
very nature of the industry, be constantly providing a larger ard a better struc-
ture. This Is recognized by the Interstate Commerce Commission I its system
of accounts, which requires that wreni an old facility is replaced with a new one,
the excess cost and there usually Is an excess cost) must be charged to capital
account. It is recognized in the provisions of the pending reorganization plans,
establishing a capital fund chargeable against earnings, asurlly immediately
after tie payment of fixed interest, requiring the company to set aside a specific
amount for capital Investments. In the Rock Island plan, this amount is fixed it
2 percent of the gross revenue, with a imaxhnum of $3,000,000 a year. Bilfore
the Junior securities, or the new stockholders, can receive any Income, tinls
provision must be made for adding to the Invested capital of the enterprise.

This necessity continues regardless of the ownership of the property or the
vicissitudes of its capital structure, Whether it goes through one reorganization
or five, depending on the cycles of progress and poverty, the road rmust be kept
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In operation; the actual amount of dollars invested in it must grow from year
to year, As a going enterprise Its "invested capital," as shown by ius books,
must continue to increase.

It follows that, until the property has earned a fair return upon that invest-
meat, there are no "excess profits" in any logical sense of the word. It is a
violation of the public's covenant with the railway company and the people
who have Invested their money In Its securities to take any action, whether
through a State Legislature or commission or through the Interstate Comniierce
Commission or the Congress, that will shut off the right of the investors in such
a transportation property to the fair return which the lawv allows. This is
not saying that railroad corporations like all other properties should not pay
the regular and normal rates of Income tax applicable to all persons, whether
corporate or individual, It Is saying that, until the company has earned a fair
return on its Investment, the reduction of the invested capital base Is as much
a confiscation of property as a reduction of rates to a level which would pr-
elude a fair return. It is denying that the Government way say to Read A,
"Ymur 'invested capital' must be reduced because you have had a few bad years
either from drought, flood, storm, or a general business depression ;" while at
the same tine it says to Road B, which has survived the storm, "You may
retain your 'invested capital credit,' and your taxes will be computed on your
old base." This Is the fundamental reason why the bankrupt railroads should
not have their property bases reduced.

From a practical standpoint, the adoption of the suggested amnendinenis will
be advantalcous to the Treasury, because it will facilitate reorganizations, and,
therefore, expedite the flow of normal and surtaxes from these bankrupt roads
into the Treasury. As matters stand now, reorganization proceedings are
halted. The strenuous objections urged by junior bondholders against tile
Missouri Pacific plan were based on an Increase of $7,C00,000 in normal and
surtaxes alone which would attach to lhe new company under the plan, to say
nothing of excess-profits taxes, This sanie threat of Increased taxes will delay
and perhaps prevent the consumnmation of other similar plans, posing an
enormous hardship on all junior securities and stockholders,

The following figures Illustrate how the Treasury is losing money through
this failure to complete the pending reorganizations. They include nine class I
railroads and their subsidiaries for which the Interstate Commerce Commission
has approved reorganization plans that have so far failed to be completed.
These roads operate some 50,000 miles of line, and have an aggregate Investment
in road and equipment of some $3,600,000,000:

Fixed charges and contingent Interest
charges for the year 1041-

Mileage on bass of
On hasts of capitallzationpresent capi. in Intertat Drs
talilation Conmerfsson

S plarm

New York, Now Haven & Itartrord ................ 1. M7 $14,178 000 $10, 1, 000 $3, 780,000
Chicago, Milwaukee, St, Paul & Pacific.......... .10,890 23,494,000 9,038,000 14,4tA 000
Chicago, Rook Island & Pacflo............... . 7,894 14,047,000 6,694,000 8,353,000
Chicago & North western ............................ 8.327 16,306,000 9,01l3,000 7,3.3,000
Missouri Pacific ............................... 10, 26 2, 447,000 12, 691,000 13,806,000
St. L,otis.San Frnnclsco ........................ 4820 2, 74,000 4, 789, 000 7,780,5000
Western Pacific ................................... 1, 28 3,0635,0M 1,449, 000 2,186, 000
St. Louis Southwestern ............................... 1, 690 3 100,0 0 1,514,000 1,1t95, 000
Denver & lo Orande Western ....................... 2,784 0,03. 000 0.010,000 1,934.000

Total ............................................ 49,730 120,831,000 69 , , 0 61,208,000

This statement shows the fixed and cont)nigent interest charges for the year
1041 on the nine roads referred to, and intkicates a total decrease in fixed and
contingent Interest charges on these roads t4 the reorganization plans should be
completed of $61,298,000L At the 1941 .rate the normal and surtaxes on this
amount would be $10,000,000, which the Government has not received. At the
normal and surtax rates proposed by the Treasury in the present bill, tle total
tax which the Government is not colecting and could collect, if the eorganliza-
lons were completed, Is probably in excess of $35,000,000.
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We mention this practical aspect of the matter only in passing. We advocate
the changes we have proposed, because we think that, front an accounting, legal,
and practical standpoint, they are right.

Moreover, from the standpoint of public policy and the development of a sound
and efficient transportation system, these changes are essential. The very safety
of the country at this moment depends upon adequate rail transportation. The
railroads are giving it because they are prepared, The Rock Island is giving it
because it Is in excblient physical shape, and because the trustees during their
administration have wisely, under the orders of the court, invested over $50,003,000
of new capital in physical improvements. I do not mean in maintenance; not
only have the trustees maintained the property, but they have spent over
$50,000,000 in cash in improving it. They got the money by taking their earnings
aid investing their in rails, ties, cars, and locomotives instead of paying them to
the creditors, who have received no substantial sums since we filed a reorganiza-
tion petition in 1933; and who are now required to take In discharge of their
claims these mere tokens of a misplaced faltb.

But if this reorganization is completed and the tax law is not amcinded, who
will then provide the new capital which we must have, and what wiln be the
effect if the emergency conthmes for 4 or Ni years after reorganization? Cer-
tainly not the new company because, ,is shown by the statements I have handed
you, most of the earnings will have gone for taxes. Certainly not the security
holders of the new compally, because evon on these earnings, war time earnings,
they are receiving no return on the larger portion of their new securities.
Certainly not the investing public; because this treatment of present securities
under these plans is a warning against future Investments.

The necessity for new capital is paranmount; it is inevitable. If it can be
oibtaiuned only by foregoing again the payment of Interest charges, then the
credit of the new company Is destroyed, and one important part of the country's
transportation system Is back in the Court's hands, Its credit forever gone,

ExHImIT 1

In"onw; taxc comptatiot, Basi:t of Old Capftalizatit and Estimated laconic
Year 1912 Comuted at Rfites Passed by House of Rerecsrntativcs ,illtt
20, 194*

Excess profits tax:
Invested capital:

% of debt -------------------------------------------- -- $160, 874, 705
Capital stock on basis of $100 par value ---------------- 128, 892, 512

Total --.--------------------------------------------- 289,767,218
Invested capital credit:

Specific --------------------------------------- $10,000
8 percent on first $5,000,000 ----------------------- 400, 000
7 percent on second $5,000,000 ------------------- 850, 000
6 percent on next $190,000,000 ------------------ 11,400,000
5 percent all over $200,000,000 --------------------- 4, 4M8,361

Total invested capital credit ----------------------------.. 16, 648, 861
Earnings available for interest charges '------------------------- 24, 140, 730
Less'.

'A of fixed interest ------------------------------ V, 778,316
Service loss oni property retired and not replaced 2, ',"2, 632

9, 570, 48
Exces.s profit net income I ------------------------------------- 14,569,782

Less invested capital credit -------------- 16, 648,861
Adjusted excess-profits net income------ ------- Nlone
Ress-profiis tax, 90 percent -------------------------- None
Normal and surtax:

Excess-profits net income '--------------------------------- 14, 50,782
% of fixed Interest ----------------------------------------- 6, 77, 816
Normal and surtax net income ---------------------------.-- 7, 791,466
Normal tax, 24 percent- -------.-------------------------- 1, 86,, 952
Surtax tax, 21 percent --------------------------------------- 1,180,208

Total Federal Income taxes ------------------------------- .8, 506, 160

Based on 0 months' actual earnings and 0 months' estimated earnings.
No deduction made for operating carry-over losses, years 1940-41.
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ExuuBirr 2

Federal income and xc'ecns-proflls tax computation basis of new rapitalizatlon
pursurit to Intrstate Coinfierce Commisslon reorganization, plain and osti-
mrtted Incomv, yIe/r 19.4,2, comnputed at rtites pased by House of Reprcsentatives
J1111 20, 11)142

Excess-proflts tax:
Invested capital :

2 of debt (par ite) ---------------------------------- $70,942,488
Preferred stock at $15 a share. .......................... 11,250,000
Comimonl stock at $5 a share -------------------------- 7, 562, 120

Total invested capital ------------------------------- 89, 754, 008

Invested capital credit:
Specific .--------------------------------------.-- - ------- 10, 000

8 percent on first $5,000,000 ---------------------------.. 400,000
7 percent on next $5,000,000 ---------------------------- 350, 000
(t percent on all over $10,000,000 ----------------------- 4, 785, 276

Total Invested capital credit ------------------------- 5,545,276

Earnings available for charges ' -------- 24,140,780
Plus: Service loss oil property retired and replaced (1941)_-._ 081,315

Net earnings available for charges
1 -- - - - - - - - - - - - - - - - - - - - - - 

24, 822, 045

)eductions:
1/, of fixed and contingent interest ----------------------- 2, 85,086
Ret irenlelits:

Service loss on property retired and replaced $681,315,
shrunk 87.34 percent ----------------------------- 86,254

Service loss on property retired and not replaced
$2,712,632, shrunk 87.34 percent ------------------- 853, 547

Total dedueltions- .... ... .----- 3, 3,4,887

Excess-profits net Incomne..------------------------------- 21, 487, 158
Less invested cal)ital credit ---------------------------- 5, 545, 276

Adjusted excess-profits net income_ ...------------------------ 15, 941,882
Excess-profits tax 00 percent ...-.--------------------------- 14, 347, 694

Normal anti surtax:
Excess-profits net income ..---------------------------- 21, 487, 158

'/, of fixed and contingent interest ---------------------- 2,895, 086
Adjusted excess-profits net Income .......----------------- 15, 941, 882
Normal and surtax net Income -------------------------- 2,050, 190

Normal tax 24 percent --- ------------ ------------------- 636,045
SAurtax 21 percent --------------------------------------- 556, 540

Total normal and surtax ---------------------------- 1,192, 585
Total Federal Income and excess-profits tax ----------- 15, 540, 279

Based on 6 months' actual earninga and 6 months' estimated earnings.
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INCOME TAX COMPUTATION, COLUMN "C"

(1) Excess-profits tax:
Invested capital:

One-half of debt (par value) ------------------------ $70,942,498
Preferred stock, at $15 a share --------------------- 11, 250, 000
Common stock, at $5 a share --------------- .--------- 7, 562,120

Total invested capital --------- _----------------- 89, 754, 608
Invested capital credit:

Specific ---------.------------------------ $10,000
8 percent on first $5,000,000 -------------- 400,000
7 percent on second $5,00000 ----------- 350,000
6 percent on all over $10,000,000 -------- 4, 785, 276

5,545, 276
Earnings available for charges ------------------------- 10, 860, 500

One-half of fixed Interest --------------- $1, 076,336
Retiremenis of $2,792,632 shrunk 87,84.

percent -------------------------------- 353,547
- 1, 429, 883

Excess-profits net income ------------------------------- 9, 430,617
Less, Invested capital credit --------------------------- 5, 545, 276
Adjusted excess profits net income ---------------------- 3, 885, 341
Excess-profits tax 90 percent --------------------------- 3, 496, 807

(2) Normal and surtax:
Excess-profits net income ----------------------------- 9, 430, 617
One-half of fixed Interest -------------------- $1,076,336
Adjusted excess-profits net Income ------------ 3,885,341

4,961,677
Normal and surtax net Income ----------------------.--- 4, 468, 040
Normal tax, 24 percent ----------------------- $1,072, 546
Surtax, 21 percent ----------- _------------- 938, 477

Total normal and surtax ----------------------------- 2, 011,023
Total Federal income and excess-profits tax ------------ 5, 507, 830

INCOME TAX COMPUTATION, COLUMN "0"

(1) Excess-profits tax:
Invested capital:

1 of debt (par value) ----------------------------- $70, 942,488
Preferred stock at $15 a share ---------------------- 11,250,000
Common stock at $5 a share ------------------------ 7, 562, 120

Total Invested capital ----------------------- 89, 754, 608
Invested capital credit:

Specific --------------------------------- $10,000
8 percent on first $5,000,000 ------------- 400,000
7 percent on second $5,000,000 ------------ 850, 000
6 percent on all over $10,000,000 --------- 4,785,276

5,545,276
Earnlngs available for charges. ----------------------- 22,682,000

11 of fixed and contingent interest ------ $2, 895, 086
Retirements of $2,792,632 sbrunk 87.34

percent ------------------------------ 353,547
8, 248, 68

Excess-profits net income -------------------------------- 19, 488, 367
Less invested capital credit --------------------------- 5,545,276
Adjusted excess profits net Income --------------------- 18,888,091
Excess-profits tax, 90 percent ---------------------------- 12,499,282

76093-42-vol. 1- 56 '
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(2) Normal and surtax:
Excess-proilts net icom. -.. ..--------------------------- $11., 4,*1, 367
1/j of fixed Interest ------------------------ $2, W), 0hd
Adjusted excesw-profits net Income---------- 13,888, 001

1 , 78', 177
Normal and surtax. net incnue ------------------------ 2, 50, 190

Normal tax, 24 percent--------------------.. $[M36, 016
Surtax, 21 percent ---------------------------- 56, 54

Total normal and surtax ---------------------------- 1, 192, 58
Total Federal income and excess-profits tax ------------ 1 1, 691, 84;8

INCOME TAX V')MPITATION, COLUMN "N-"

1) Excess profits tax:
InvPqtd eanital:

%/j of debt (par value)---------------------------. , :u4K, -is
Preferred stock, at $15 a share--.---------. . 11, 250, Mo0
Common stock, at $5 a share --------------------- 7, 562, 120

Total Invested capital --------------------------- 89, 754, 608
Invested-capital credit:

Specific -------------------------------- $10,000
8 percent on first $5000,0) -------------- 400,000
7 Percent on second $5,000,000 ------------- 0, 61000
6 percent on all over $10,000,000 ------- 4, 785,1276

5, 545, 276

Earnings available for charges ----------------------- 2 , 62, N00
Y of fixed and contingent interest ---- $2, 895, 086
Retirements of $2,792,632 shrunk 87.34

percent ------------------------------- 35, 547
3, 248, 613

L. profits net Income ----------------------------- 23, 433, 867
L-,sw4 invested-capital credit -------------------------- 5,545,276

Adjusted excess-proflts net Invome ---------------------- 17,888,591
Excess-profits tax 90 percent .------------------------- 16,000,732

(2) Normal and surtax:
Excess-protits net income ------------------------------- 23 41Z,, 867

%of fixed Interest --------------------- $2, 85, 086
• Adjusted excess-profits net income--------17,888, 591

-• 20,783,677

Normal and surtax net Income -------------------------- 2,650), 190
Normal tax 24 percent ----------------- $636, 046
Surtax 21 percent ------------- ---------- 556, 540

Total normal and surtax ------------------------- 1, 192,586
Total Federal. Income and exess-profits tax -------- 17,292, 318

(1) l~xcess-profits tax:
Invested capital:

% of-debt (pllr value) ------------------------ -70, 942, 48
Preferred stock, at $15 a share ------------ ; ----------- 11,20, 000
Common stock, at $5 a share ------------------------ 7, 5M2,120

Total invested capital ---------------------------- 89,754, 0M
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(1) Excess-prolits tax-Contnued.
Invested-capital credit:

$pecific ---------------------------------- $10, 000
8 percent on first $,000,000 ---------------- 400, 000
7 percent on second $5,0,000 -------------- 350,000
6 percent on all over $10,00,000 ---------- 4, 785, 276

$5, 545, 276

Earnings available for charges --------------------------- 04, 182, 500
% of fixed and contingent laterPe --------- $2, 895, 086
Retirements of $2,792,632 shrunk 8734

percent ---------------------- .1--53,547
3, 248, 633

Excess-profits net ionu--..------------------------------- 60,93, 867
Less invested-capital credit ----------------------------- 5, 545,276

Adjusted excess-profitst net income --------------------- 55, 388, 591
Eveess-proflts tax, 90 percent .---------------------------- 49,849, 732

(2) Normal and surtax:
Excess-pry-fits net income -------------------------------- 60, 933, 867
One-half of fixed Interest ------------------- $2, 895, 086
AdJnmted excess-profits net Income ------------ 55, 88, 591

58, 283, 677

Nornual and surtax nt income --------------------------- 2, 650. 190
Normal tax, 24 percent ----------------------- $601,046
Surtax lax, 21 percent ------------------------ 55, 540

Total normal and surtax ------------------------- - 1, 19-2, 586
Total irederal income and excess-profits tax ------------- 51,042, 318

INCOMV-TAX COMPUTA'rIoN, COLUMN "o"

(1) Excess profits tax:
Invested egpital:

% of debt (par value) ---------------------------- $70,942, 488
Preferred stock, at $15 a share --------------------- 11,250,000
Common stock, at $5 a share .---------------------- 7, 52,120

Total invested capital ----------------------------- 89,754,68
Invested-cmpital credit:

Specif-c .-------------------------------- $ 10, 00
8 preent on first $5,W00,000 ---------------- 400, 00
7 percent on second $5,000,000 ------------- 350,000
6 percent on all over $10,000,000 ---------- 4,785,276

5,545, 276

Harninga available for cbargee ----------------------- 19, 8013, 500
% of fixed and contingent interest -------- $2, 895, 086
Retirements of $2,792,632 saiunk 87.34 per-

cent ------------ ---------------------- 353,547
8, 248,63

Excess.profits net lcowe -- ------------------------------ 136, 554, 867
ILes invested-capital credit --------------.-------------- 5, 545, 276

Adjusted excess-proflits net Income.: ----- 131,009, 591
Exrs-proflts tax. 90 percent -------------------------- 117,908,632
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(2) Normal and surtax:
Exwesa-profits tax Income -------------------- ---------- $13,554, 87
% of fixed Interest ----------- --- $2,-- ,0-0
Adjusted excess-profits net in oue .... 13L 009,591

1 33,904,677

Normal and surtax net In comee--............. --. -------- 2,650, 190
Normal tax, 24 percent $63, 046
Surtux, 21 percent ----------------------------- 6m, 544

Total normal and surtax ------------------ -----.. 1.. ,192, 58
Total Federal income and excess:profits tal------------119, 101,218

INCOME TAX COMPUTATION, COLUMN "H"

(11 Ifteem.-profifta tax:
Invested capital:

% of debt (par value) ------------------------------ $70,942,488
Preferred stock at $15 a share --------------------- 11, 250, 000
Common stock at $5 a share ------------------------ 7, 562,120

Total invested capital ----------------------------- 89, 754,

Invested capital credit:
Specific ------------------------- ------------------- __10,000
8 percent on first $5,000,000 -------------------------- 400, C0
7 percent on next $5,000,000 ------------------------- 350,000
6 percent on all over $10,000,000 ------------... . .------ 4,785,276

Total invested-capital credit ----------- --------- 5, 545, 274

Earnings available for char" ------------------ 24,140,786
Pits:. Service los on propety retired and replaced (1941) ------ 681,315

Net earnings available for charges --------------------- 24,822,045

Deductions:
% of fixed and contingent interest -- ----------------- 2,895, 086

IlotIrements:
Service loss on property retired and replaced, $681,815

shrunk 87.34 percent -------- -------------------- 86,251
Service loss on property reUed and not replaced,

$2,792,632 shrunk 8734 percent-.... ...... ...... ,. 353,547

o deductons.............-. 3, 34,887

Excess pretset income------ -.. ... 21, 487,158
Lees invested-capital credit -------------------------------- 5, 545, 276

Adjqsted excess-profits net Income ....- .- 15,941, 882
Vlxcess-proflts tax 90 percent -_- - . 14, 847, 694

(2) Normal and surtax:
n~t" t .nra 21.487.158

of fted and contingent Interest ----------- -------- 2, 8W, M
Adjusted excess-profits net income ----------------------- 15, 941, 882
Normal and surtax net income----------------.. 2 , 190

Normal tax, 24 percent.-...-------------------- --------- we o00
Surtax, 21 percent -..-.-.-- -556,540

Total normal and surtax ------------- ---,. .-.....-. . 1,192, W5

Total Federal income and excess-profits tax ----------- 15,540,279
Baed on 6 months actual earuiimg and 6 months estimated earnings.
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ExHHMIT 4

Federal income and e.ces.proflts-ta vonputat"o boaeI of Iaerstate Commerce
oowmniss'n reorganization plan and the adoption by the Treesury Department

of the proposed amendme#ta to the statutes, aing estimated itwome, year 1942,
oomputed at rates passed by House of Itepresentatives Jull 20, 1942

Excess-profits tax:
Invested capital:

11j of debt (par value) ----------------------------- $70, 942, 488. 00
Equity Invested capital ------------------------------ 362,924,204.00

Total invested capital -------- -------------------- 433,8 669200
invested capital credit:

Specific -------------------------------------------- 10, %0. 00
, 4-- '

q  
" n I---,.--. 400, 000. 0

7 percent on next *5:000,00 -------------------------- ao, I. UU
6 percent on next $190,000,000 ----------------------- 11,400, '100.00
5 percent on $23,8W,92 . .-- _ 11,0, b35. 00

Total Invested-capital It..-- ------------- f---28,853, 3&5. 00
Earnings available for efries- - ----- Ak,1 2 14-), 730 0

Deductions: 'N"
Y of fixed ai ontingent Interest_ 2 -,.,------------.. 5, 0. 00
Retlremen T krvce loss o qoperi rtt id not

replaced, -------- ---..... ----- _ 2, O.

TotI 5,67, 00
Exceww-pr not Incoe--- 18,45%, 00
Iss in ,,,ti .-_- -c ...... 2,, - 00
Adjusted profits net Ineom .... . .
Rt - tax, 90 rcnL.4- . - --

Normal and en 1 0.
Excess-p net in e--" ---- - 18,453,012
'Aof flxed d cot nt Inte---------- 2,8
Adjusted profits et inco e

Normal a sutax I e-1557 0

Nor al tax, . ----l .... , sMA0o
Surt~x, 21p t..---- -- S - fM

Tota xn al s t.. ........ 7, Ot 0.0
Total Vedeal I uMA~ ------- 7 00

COKMAIN OF flxvU7r1 A16 CSJI? *asw ONi iSO was RE3X

Book value of assets undeprteiated ..-.. I - $W, 4M, 741. 04
Add credit balance in acquisition adjustment accountL...------- 18, 68, 0, 91

%T"Ojo-tad h k of aseta ....-.----.------------------------ 58 174O510.0a
Less accrued depreciation, equipment ----------------- -, f. "

Adjusted basis of assets -------- 51-,34-O
Deduct liabilities!

Long-term debt -------------.. . ----- $141, 884, ?'M. 00
Current liabilities ---------------------- i, G1,'-W2. ,?
Deferred liabilities ------------------------ 40, 419. 82
Other unadjusted credts- ------------ 2,1%84* 8& 4

-----. a-M 1810K,141.890

Equity invested capital at Doc, 31, 1019".,- 8 Ms4 O. 91
Ad~d % of borrowed capital- ---- - ---------------- 70,94,% 4"800

Totai' iavested capital. 4*,oft,0oft%
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Invested capital credit:
Specific exemption ---------------------.-.................. $10,000.0 0
8 percent on first $5,000,00 ------------------------------ 400, 000. 00
7 percent on second $5,000,000 -------------------------- 35), 000. 00
6 percent on next $190,000,000 --------------------. 11,400, 00 00
5 percent on $233,88,691.91 ----------------------------- 11, 9, 334. 51)

23, 83, 934. 50

IXHIBT 5

I'HOPOCI) AMENDMENTS

Section 113 of the Internal Revenue Code should ke intended, airpilhable to all
taxable years beginning after 1)ecember 31, 1038, by adding at the end thereof
the following new subsection:

"(c) HFA)ROANIZATION OF COMMON (AHIrtr:1HY rAITJtOA.-NotwilhstandtlLg the
provlsioias of subs4ections 14a) and (h) ,e thim Qc'to g!"! !h~ . lo. *' . it,
114, the basis of property of a oninion carrier by railroad shall not be Increated
or decreased ts a result of any Judicial reorganization ; and where in any such
reorganization, one or more new corporate ions are organized and ptursualnt to such
plan of reorganization acquire property of such common carrier, the basis of
such property to the new corpttratimi l corporations, shall be the same as the
basis of such property would have been to th old corporation had there been nol
such judcl.I reorganization."

Section 112 of the Internal Revenue Code should be amended, applicable to
ill taxable years beginning after December 31, 1938, by adding at the end theritof

tl. following new subsection :
"(1) RWzROaANIZAT!ON OF COMMON CARRIzE BY RAILaOAD.-No intconre, gatu, or

profit shall, in respect to the adjustment of the Indebteinesq of any railroad cor-
poration in any judielal reorgamititla, be deemed, under any law of the United
States or of any State now in force or hereafter enacted, to have accrued or to
have been realized by such corporalilo, or any successor or successors In such
reorganization by reason of ti uodiifalion or cancelation in whole or In part
of the principal or interest of niy such indebtedness of such corporation,"

STATMMXN'T BY A. N. WHITLOCK, COUNSELL FOR TRUSTS, ('HICAGO, "MIWAUKEE, ST.
PI,A. & PACIo RAUXOAD Co., CHIcAo, IM1

sF'A!MMENT HE NiF.ERITY FOR AMENDMENT TO 5ZVENUF. TAWS AFFECTINO UOROANIZED
RAIlWOADO

At the outset I desire to state that those of us who appear in behalf of the
railroads In reorganization fully appreciate the necessity of increasing revenue
to the Government to meet the demands of war and we realize that the time is not
opportune for any proposals designed to reduce taxes. Consistent with that
undersanding, we do not propose or advocate any plan under which the Income tax
of such railroads after reorganization would be reduced as a result of the rear-
ganizatton. In fact, apart from the increase in rates, the income-tax bill of such
railroads will, as a result of reorganization be substantially increased as wil be
hereafter demonstrated. Our purpose, on the contrary, is to correct a method or
rule which in its application would penalize the reorganized railroad and require
it, by reason of its previous financial distress and Inability to meet Its obligations,
-to -y rmmer tn than !t vct!d ha= b-ncr. rcqt!rtd tL ypca n thc n= c
If it had been able to avoid reorganization.

RTATMItMNT OF Th P1101*M

The situation which presents our difficulties arises In this way. In arriving at
the taxable Income of any railroad, for the purpose of computing the normal
income tax, the Items of depreciation and retirements are deductible expenses
and In the railroad industry these items are quite substantial.

Depreclation ts computed by applying percentages, approved by the Interstate
Commerce Commisslon, to the cost of the property on which depreciation is to be
opcrued. The theory applying to depreciation is that the expense of operation
icludea tile cost of properly consumed In earning Income and that, by setting
aside amounts equal to the depreciation charges throughout the useful life of
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the property, the total amount of depte nation will provide for the replacement
of the property at the end of its life. Depreciation accounting Is applied generally
to equipment but, as to fixed property, most railroads, instead of depreciation,
apply retirement accounting under which the cost of the unit of property retired,
less the value of salvage recovered, If any, Is deducted at the time of retirement.
Both depreciation and retirements are allowable deductions for Income-tax pur-
poses, the difference being that depreciation Is deducted annually, whereas the
retirement loss is deducted all at one time. After January 1, 1943, it is expected
that the Interstate Commerce Commission will require that the depreciation
method be followed as to all depreciable IJroperty except certain excepted track
property.

Also, in computing the excess-proltts tax, the credlt provided by the law is an
linportani Item, and that credit for railroads undergoing reoJrganization must
obviously be based upon the Invested capital method. In general, invested capital
is the sum 6f the average equity invested capital find 5) percent of the average
borrowed capital less the Inadmissible assets. In arriving at the equity invested

oztn n9 a) 1,2 Nh11601iV t ~w't~' s ho In.
cluded in an amount equal to its bats (unadjusted) as provided by section
113 (a), with certain specifed limitations and reduced its provid(ld In section
718 (h).

It Is apparent, then, that, In iirriving at the deductions to be taken by the
taxpayer for depreciation and retirements and in arriving at the excess-profits
credit, the cost of the property to the taxpayer Is the basic figure which is used
and is commonly referred to as the tax hase. Any reduction of the tax base
results, In turn, in a reduction in the Items of depreciation and retirements or
Ihe excess-profita credit, as the case may be.

Many of the railroads of the country are In the process of reorganization
under section 77 of the National Bankruptcy Act. Under that section plans
of reorganization must be approved by the Interstate Commerce Commission
and the Court. The Commission has approved plans for the reorganization of
railroads in more than 20' cases and many others have not reached the stage
of an approved plan. In the plans so far promulgated by the Interstate Com-
merce Commission there has been uniformly a substantial reduction in the capital.
Ization of the company. In a majority of the instances the stock of the existing
company has been found to be of no value. The indebtedness has been sub-
stantially reduced and the old bondholders given new securities at least in
part of inferior grade, in many instances the junior bondholders receiving only
stock in the reorganized corporation.

As an Illustration, and using round figures only, in a recent plan proposed for
one of the larger railroads the original cost of the property of the old company
was in ex(*ss of $700,000,000 whereas the total capitalizatlon authorized in the
plan, taking the no-par stock at a valuation of f100 per share, was fixed at
somewhat in excess of $00,000,000, of whIch approximately $200,000,000 rep-
resented total system debt.

In a case of this character the Interstate COmmerce Commission has approved
accounting regulations conforming to its decision in the Chicago great Western
( cs, Rx parte 138 (247 I. C.. C. 193), which require a reorganized carrier to
set up In its property accounts the original cost or estimated original cost as
found by the Bureau of Valuation of the Interstate Commerce Commission as
the "basis of the property" to be used for determining depreciation charges and
retirement losses. For tax purposes, however, the Bureau of Internal Revenue,
for the purpose of computing depreciation, applies section 114 of the Internal
Revenue Code whieh prescribes the adjusted basis set forth In section 113 (b).
This basis Is interpreted by the Bureau to mean the cost to the new company,
to be arrtved at ny taKing tre par vattuv C € the iiew u ui J tk w e

company plus the market value of the stock. 'The date for computing such market
value has not been definitely determined but presumably it Is either the date of
final confirmation of the plan or the date of consummation thereof. 'Whichever
date Is taken, experience shows that the price of the new stock in such early state
of a reorganization is not likely to be quoted at a figure in excess of $10 per share
and usually much less than that. The result is that, in arriving at the tax base,
only one-tenth of the value used In the plan of reorganization for the property
represented by stock In the new corporation is recognized, and the depreciation,
retirements and excess profits credit are correspondingly reduced.

List of I:Itlroad a tu which plane had beta appoesed by the Conanldas " of 0 oew
81, 1941, Is appended,.
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TAx-Vaa EO&MANIzATION

The basis prescribed by section 113, unadjusted, as pointed out above, is the
cost of the property, but subdivision (a) provides, among other things, that in
cases where the property is acquired in a taxable year beginning after December
13, 35, by a corporation in connection with a reorganization, then the basis shall
be the same as it would be in the hands of the transferor. Reorganization, as
here used, means a so-called tax-free reorganization, and such reorganization Is
specifically defined by section 112 (g) (1) which lists six different types of reor-
ganizatlon. The law, as to the proper interpretation of this section, has been and
still is quite unsettled. The latest developments are represented by a number of
decisions of the Supreme Court of the United States. In the light of one of these
decisions, Helverirg v. SouthwC8t Coaolidated (Jorportioa (U. S. Sup. Ct. 86
L. Ed., Advance Edition, 512), the possibility of the ordinary railroad reorganiza-
tion coming within the definition set forth in section 112 (g) (1) is extremely
doubtiui and that doubt is not reinuved by Lhe reusai ol the Curt o ibke jusib-
diction in a certiorari proceeding In the ease of elclvertng v. N. H. d H. L. R.
(121 Fed. (2d) 895), in which case the Supreme Court denied certiorari on
February 9, 1942.

Reorganizations which fail so to qualify take the base prescribed by section 113,
that is, cost, which, under the proposal of the Bureau, will be construed to mean
cost to the new company arrived at In the manner indicated earlier,

DYSCUIMJNATION AGAINST ROADS IN ORGANIZATION

Illustrations of the severe penalties resulting to the reorguized roads by the
proposed application of the tax law are set forth in considerable detail in the
printed meinorandum entitled "Federal Tax Problem of Railroads In Reorganiza-
tion" prepared by the Association of American Railroads and the Railroad Security
Owners Association, Inc., and they need not be repeated at this point. In the case
of the railroad used earlier for illustration, where the original cost of the property
to the old company was in excess of $700,000:00 and the total cijitta0dation au-
thorized in the plan was fixed somewhat above $500,000,0M0, it bas been ehihnated
that the application of the rule proposed by the Bureau woulh reduce the tax bei'e
for that company from $700,000,000 to approximately $200,000,000, with a Cor.
responding reduction in depreciation, retirements, and excess-profits credit. The
result Is graphically illustrated In the memorandum referred to by a comparison
of two railroads having identical properties with the same original cost, the same
debt and stock, and the same earnings for a given year. One of these railroads is
not reorganized and the other is reorganized and operates upon the reorganized
basis for the year In question. In the two cases compared, it is assumed that the
plan of reorganization reduces the debt of the reorganized railroad from $300,-
000,000 to $125,000,000 and leaves the stock the same. In the comparison the
market value of stock of the reorganized road Is assumed to be $15 per share. The
computation shows that the tax upon the reorganized railroad, upon the same
earnings, is more than nine times the tax upon the road which Is not reorganized.

Certainly the tax law should not be applied in such a fashion as to discrimtnate
between railroads which have been reorganized and those which have been
fortunate enough to escape reorganization. An engine or other piece of equip-
ment of the same cost and quality depreciates to the same extent upon one
road as upon another. The same may be said of a bridge or other structure.
As pointed out above, the theory of depreciation is that by the end of the life
of the structure the amount of depreciation will offset tie original cost of the

r- ;,y -- l 0, 11i~nfg~p,,ft tn i-nilltnsgs PSdII
of their financial condition, yet under the rule proposed to be applied, the de-
preciation would be reduced In the same proportion as the tax base is reduced.

We do not believe that it was the Intention of Congress, in enacting section
77, that the tax burden should be Increased by reason of reorganization except
insofar as increase might result from a reduction in the interest obligations of
the company. Obviously, the purpose of the enactment of section 77 was to aid
railroads in financial difficulties and to assist them In the solution of those
difficulties, yet the existing provisions of the internal-revenue law, as presently
applied to reorganized railroads, greatly increase the tax over that of solvent
railroads similarly aitoated and over what it would be were there no reorganiza-
tion. Such a result operates to defeat the real purposes of reorganization and
jeopardizes the credit of the reorganized company. In fact, the proposed applL-
cation of the law may result lit nttking it practically inposslblo for sene raii-
roads. to emerge from pending reorganization proweedtngs.
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aUxotrION IN INTEREZT CHARGES

It was pointed out earlier that reorganizations will result in a certain in-
crease in tax to which there is no objection and which Is based upon sound
financial considerations. This may be illustrated in the following manner:
One of the principal results of all reorganization plans is to reduce the debt
of the corporation end correspondingly to reduce the interest charges. Interest
accruals represent deductions which are taken In arriving at taxable income.
If a railroad having outstanding Indebtedness of $500,000,000 reorgauhed and
its debt reduced to $250,t)(0,000, theb, if there were no change in the rate of
interest as between the old and new debt, the interest payment, would be cut
in half and the other half, which had theretofore been deducted, would pass
into taxable income and increase the tax accordingly. The solvent railroads
and the railroads which are in the process of reorganition now deduct the
Interf-st accruals upon their existing indebtedness but when those which are in
dot Iu-uems or .,L, tlo)i come out undcr a pn .vhieh r-de". t -
debt, the resulting Increase In tax to the Government will follow which would
seem to make it desirable, from the point of view of the Government, that the
completion of pending reorganizattions be facilitated as much as possible. There
is no objection to the Increase in tax resulting from reduced Inttrest charges.
There is an ofTsetting advantage to the corporation in that the lotrerest burden
is reduced, but there would seem to be no sound reason why, in addition to
this Increaso, a further wid mudoh uore severe 'one should be imNsed by means
of a reduction in the tax base though the reorganized company continues with
the very ame property that the old corporation had. This result c1,]o-dd be
avoided by remedial legislation. Such legislation might take various forms to
reach the same equitable objective.

SaMICWIAL LMILATION

Perhaps, the simplest method would be to amend section 113 of the Revenue
Code so its to provide that the basis of property of a common carrier by railroad
shall not be Increased or decreased as a result of a reorganization under section
77 or any judicial reorganization but that the basis of such property shall be
the same as the basis would have been to the old corporation had there been
no such reorganization. This is the type of amendment to existing law proposed
by the memorandum referred to, prepared by the Association of American Rail-
roads and the Railroad Security Owners Association, Inc. The same result might
be accomplished by the amendment of section 112 (g) (1) of the Internal Revenue
Code to so define reorganization as to include reorganizations of railroads under
section 77. Perhaps, the most logical method would be to provide that In
the case of reorganized railroads the basts of the property for depreciation,
retirement, and excess-preifits purposes shall be determined in accordance with
the effective classifications of the Interstate Commerce Commission and, more
particularly, in accordance with the Interstate Commerce Commission's decision
of Jtwe 16, 1941, in the Chicago Great Western Case, Do parte No. 138 (247
1. C. C. 193). This method is referred to as the more logical for the reason that
its adoption would produce uniformity in the treatment of the some subject as
between the Interstate Commerce Commission and the Bureau of Internal
Revenue, which would be a dedrable result and would greatly simplify procedure.

FURTHUI PRO=ZM ARISING FROM CANCELATION OF INDFMWrFNESS

The foregoing has dealt entirely with the questions of depreciation, retirements,
and excess-profIts credit. A further penalty threatens reorganizes railroacus by
reason of the fact that since the reorganization Invariably reduces the debt, quite
substantially, there is the probability that this reduction of cancelation of in-
debtedness incident to reorganization may be hold to be income in the year in
which the reorganization is consummated, or, if the same should be excluded
from gross income unoer section 22 (b) (9), the whole or a part of the amount
so excluded would be applied to reduce the basis of the property of the reorganized
company under section 11.3 (b) (3) which would give rise in a lesser degree to
the same discrimination and the same penalties heretofore pointed out. The
law upon this question is likewise unsettled and the results so obviously unfair
can only be avoided by further amendment to provide that in the case of reorgaai-
satlon of a common carrier by railroad 'o income, gain, or profit shall, in respect
to the adjus9tient of indebtedness of tL. reorganized company, be (lomed to have
accrued.
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It will be noted that the act of 1939, providing for railroad adjustments, which
appears as chapter XV of the Btankruptcy Act, specifically provides, section 735,
that no taxable income, gain, or profit shall be deemed to have accrued in
respect to the modification of, or cancelation in whole or in part of, any of the
indebtedness of the petitioner affected by the proceeding. In proceedings under
this chapter, the basis of debtor's property is not reduced. This statute Is
limited in its application and does not apply to railroads in reorganization under
section 77.

Reference should also be made to supplement R relating to exchanges and
distributions in obedience to orders of the Securities and Exchange Commission
secss. 371, 372, and 373 of the Internal Revenue Code). These sections provide
that, in the case of exchanges and distributions made in obedience to such orders,
no gain or loss shall be recognized and in general the basis of the property in
the hands of the transferor carries through. These cases arise out of tranacitons

• te -P 
- 
rol-d hy'nrfulr of the Securltles and Exchange Commissloa. The

reduction of debt and the readjustment of the capitalization of railroads which
are required to seek relief under section 77 of the Bankruptcy Act are made
necessary by the administration of that section by the Interstate Commerce
Commission and the courts. The two situations would seem to be comparable
and would likewise seem to justify treatment for tax purposes in a manner to
conform to the spirit and purposes of the law under which the transactions arise.

ExpiM r om

Viewed from the standpoint of excess profits, as I understand the theory, it is
that income in excess of some normal figure should be heavily texed as excess
profits. It would seem fair to say that the point at which excess profits begin
should not be reached until there is a fair return upon the prudent investment
in the property. Certainly there should not be one rule applying to a reorganized
railroad and another co a solvent railroad.

The practical application of existing revenue laws In the manner proposed to
reorganized railroads results in a vicious circle. Such railroads are In effect
told that their lack of earnings prior to reorganization haR brought on flmaneitil
disaster which, in turn, has reduced and unduly depressed their property values
and upon the basis of such depressed values their earnings are excessive and inust
be taxed as excess profits,

Railroads are public serviev corporations. Their services and operations are
completely regulated. Their rates are under the jurisdiction of the Interstate
Commerce Commission and various Statp commission. Their accounting, their
financial transactions, and many other matters are likewise directly supervised
and regulated by rhe Interstate Commerce Ceunnisslon. Their labor relations
are governed by Federal staiute, and the rate of pay to their employees is arrived
at through the operation of Government agencies. The most important conr"Idcra
tinn In connection with their continued and efficient operation is the public
interest. These considerations should be kvpt in mind in arriving at a proper
conclusion as to the tax base, and a rule should be adopted which will uniformly
affect and apply to the indus try ps a whole,

Railroads reorganized and otherwise, like all other persons and corporations,
should bear their fair share of the tax burden. No one contends otherwise. But
taxes are paid out of income which must first be earned and which can be earned
only If the property dedicated to the business of earning is kept in good condition
and a sound financial structure is maintained. Any rule which unduly reduces
the hass of depreciation and thus makes replacement more difficult or which re-
duces the basis for determining fair return temow the actua lutmU ea. 41M
property, directly impairs the ability to eurn. The objection is not to uniformly
higher rates of tax for all but to the application of rules of computation which
discriminate against a class already In financial difficulty,

RALWLLIAD IN WHICH PLANS OF EOR5GANIZAIO1N HAVI BEMN APPROVED aT THK iNrIM-
sTATF COMMEECr COMMISION AS OF OerOMs 81, 1041

The Akron, Canton & Youngstown Railway Co.; Alabama, Tennessee & Noithern
Railroad; Boston & Providence Railroad; Chicago & Eastern Illinois Railroad;
Chicago & North Western Railway Co.; Chicago Great Western Railway; Chi-
cago, Milwaukee, St. Pant & Pacific Railroad Co.; The Chicago, Rock Island &
Pacific Raiilway o.: Chicago, South Shore & Snoth Bend Railrnd;, Coppev
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Range Railroad Co.; Erie Railroad (including Chieago & Erie); Fort Dodge,
Des Moines & Southern Railroad Co.; Kan;as City Ktw Valley & Western Rail.
road; The Louisiana and North West Railroad Co.; Missouri Pacific Railroad Co. ,
The New York, New H1aven & H1artford Railroad Co,; Oregon, Pacific & Eastern
Railway; Reader Railroad; St. Louis-San Francieo Railway Co.; St. Louis South-
western Railway Lines; Savannah & Atlanta Railway Co.; Spokane Intrila-
ilonil Ritlroad ; The Western Pacific Jilrmd (Co. ; Yonevnte 'lley Railway Co.

All right, Mr. Dcrety.

STATEMENT OF-Y'. G. DORETY, ST. PAUL, MINN., VICE PRESIDENT
AND GENERAL COUNSEL OF THE GREAT NORTHERN RAILROAD

Mr. DoBgry. My name is F. 0. Dorety, St. Paul, Minn. I am vice-ebidlri.t and general coun.c cf the l.e..et Norb r.n ailrond.
Speaking for that company and a few other important railroads,

I am asking you to amend the excess-profits tax chapter by making
it clear and certain that companies using the inve'ed-capital basis
and buying cars or locomotives under conditional-sales contracts can
include thn' debt in their borrowed capital for computing excess
profits.

Under the present act, section 719 (a) (1), borrowed capital is
limited to debt that is evidenced by a bond, note, debenture, bill of
exchange, certificate of indebtedness, mortgage, or trust deed.

A conditional-sales contract contains a specific promise to pay prin-
cipal and interest on specified dates. It might be argued that it is a
note within the present act, but, on the other hand, it has provisions

'a and use of property. It is not ordinarily spoken of as a bond
-tote, and I find that able lawyers feel that there is a substantial

doubt whether a conditional-sales contract would fall within the tech-
nical, legal definition of any of the instruments which am listed in the
present statute.

Senator CONNALLY. Why isn't it a note?
Mr. DosRM. I would argue that it is, Senator, but, as I say, I find

sufficient doubts among lawyers about that.
Senator CONNAL'Y. We always find that.
Mr. DoRw'. I would not advise my company to use that form of

financing unless it was qualified.
Senator CONNALLY. The promise to pay in the conditional-sales

contract is, in fact, a mortgage, is it notV
Mr. Domry. That is my opinion. I think it is covered, but it is suffi-

ciently doubtful, because of the ordinary use of the terms, that we do
not feel safe.

The CHAIRMAN. Has it been taken up with the TreasuryI
Mr. Doaurn. It has been discussed with the chief of the taxpayers

ciaimant's section, bauu he dil 110V fol abie t4150 comfmt hj"M' 1pf on thA
matter one way or another.

Our suggestion is that the House bill be amended by inserting in
section 212on page 207 a subparagraph or else by inserting a new sec-
tion following section 212 which would insert the words, "Conditional-
sales contract" or perhaps the words "Conditional-sales contract and
equipment-trust certificate" following the words "certificate of indebt-
edness under the present act."

The question is a substantial one, because the use of these contract,
while they have been adopted to any considerable extent only in the
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last year or two by railroads, there are now outstanding about $100,-
000 000 principal amount of them, and it is growing rapidly.
We feel that there are three good reasons why such an amendment

should be adopted. In the first place, there seems to be no sound rea-
son why this form of finLncing should be penalized. As the Senator
points out, the conditional-sales contract has the obligation to pay
principal and interest in full, just as a note or bond has, and if it is
excluded it would appear to be an unfair discrimination.

Secondly, we feel that the amendment would accord what must have
been the original intent of Congress, that it should be regarded as a
,2horiflpni,,n rathr than al amendment. We feel that those who
drafted the act must have felt either that conditional saies were
known and were included in the act, or else they must have overlooked
the omission entirely, because there seemed to be no sound reason for
excluding this form of security.

Senator RADrLIF'iE. Was there any specific discussion of the point
when it was pending before the House?

Mr. Donwyry. Well, Senator, not either this year or when the original
act was passed. There was a provision in the original House bill
which included all debt evidenced in writing or by written instrument.
That was included in the original House bill in 1939 and was dropped
by the Senate. Of course, that is a much wider provision than we are
asking for here.

The third and most important reason for requesting the amendment
is that to exclude these contracts is to penalize a form of financing
that is the most economical for the railroads and would produce the
largest tax collections for the Government.

Senator CON NALLY. May I ask you a question there?
Mr. Doinry. Yes.
Senator CONNALLY. As a result of the fact that the railroads have

been in a bad financial condition, have been in bankruptcy, is not
the sole purpose of these conditional sales contracts so as to recoup
i± case of a bankruptcy?

Mr. DORETY. I think not, Senator. I can only speak for my own
company. The reason we have adopted it is because of its simplicity
and low costs. These contracts' not only avoid underwriters' charges,
trustees' fees, engraving costs, and other expenses of that sort, but
they reduce the total interest payments, because the principal on which
interest is computed is reduced by monthly installments instead of
annually or semiannually.

We compute that a conditional sales contract will cost the borrower
approximately (ne-fourth of 1 percent a year less than an equipment
trust bearing 6 t rtuc i,6r inef - ara, for the same
term.

Senator CONNALLY. Oh, yes.
Mr. Doarry. In spite of that, I feel unwilling to advise my com-

pany to continue to use that form of financing if the present law per-
sists because of the danger of excess-profits tax. Of course to the
extent that the total interest charges paid by the taxpayer are reduced,
the taxpayer's deductions from income are reduced, and its ordinary
income taxes are increased. So that while the Government might
not collect as much excess-profits tax from the few companies who
are in the excess-profits class, those companies are in the minority,
and the Government would collect more ordinary income taxes from

882
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every company using this form of financing. So that we feel that
the amendment is not only just and fair and would avoid an unfair
discrimination, but that it would profit the taxpayer by reducing his
financing cost, and that-it would profit the Government by increasing
total tax collections.

Senator TAr. I wanted to ask you how many railroads would
come into the excess-profits tax class.

Mr. DopTEry. I cannot answer that, Senator. I think possibly Judge
Fletcher could answer it. I do not know. In fact, we do not know
ourselves yet. It would depend a good deal on the terms of this
final bill. I cannot say whether our company will be this year or not
until this bill is passed.

It is possible you might wish to exclude small contracts for auto-
mobiles and washing machines, and that sort of thing. That, of
course, can be readily done by limiting the amendment to contracts
to railroad industrial equipment, or to contracts for a minimum amount
like $100,000 or contracts for a specified term like 4 or 5 years.

We hope you can see your way clear to adopt the amendment in one
of these forms, and I appreciate very much the privilege of presenting
the matter to the committee.

Senator CoNNALLY. You made a very good statement.
Mr. Doarmcy. Thank you.
The CHAnMA2.. Thank you very much.
Judge Fletcher, will you answer the question propounded by Senator

Taft?
Mr. F yrcHm. I could not answer it Senator, with any degree of

confidence. I could only say in a general way that I think there would
be quite a number in the excess-profits tax.

The CHATRMAN. All right. Thank you very much.
Mr. Porter.

STATEMENT BY J. W. PORTER, PRESIDENT, ALABAMA
BY-PRODUCTS CORPORATION, BIRXINGHAM, ALA.

Mr. Powrm. My name is J. W. Porter. I am president of Alabama
By-Products Corporation, which is the largest commercial producer
of coal, coke, and byproducts of coal in the Birmingham district. The
company is at the present time engaged to the extent of probably 80
percent in production entering directly into the war effort. Indi-
rectly, all of its present functions are fairly referable to the war situ-
ation. We are producing currently about 2,500,000 tons of coal annu.
ally, and about 600,00 tons of coke and resulting byproducts. We
, a-, r abut. 3-700 men.

. jurpose.in appearing before the committee is to urge ,ii u
aton of a provision in the pending revenue bill that will more certainly
and effectively encourage the discharge by corporations of their excess
indebtedness and long accumulated interest accruals, without the tax
penalties and risks which now attach.

By the 1939 amendment of section 22 (b) (9) of the Internal Rev-
enue Code and section 19.22 (b) (9) of the income tax regulations
Congress and the Commissioner undoubtedly desired to give practical
relief to corporations which had assumed in past years t heavy a
burden of fixed debt. It was assumed that those corporations which
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dealt with a Federal loan or regulatory agency such as the Reconstruc-
tion Finance Corporation or the Interstate Co-mnerce Commission
might readily obtain a certificate from those agencies that would per-
mit them to exclude from gross income any profit resulting from
the purchase of their bonds and accrued interest at less than face.
Other corporations were required to convince the Commissioner as to
their "unsound financial condition."

That term is not defined in the law. It certainly was not intended
to signify insolvency, for insolvents who discount their debts and yet
remain insolvent are not taxed on the discount, even without this
provision.

The regulations recognize that the aitiLtt, e q " Olit. polk,ilc a,,- .-

pressed in the market value of the securities, is primary evidence of
sound or unsound financial condition. The regulations .tate that it
corporation may be in "unsound financial condition" even though tie
fair market value of its assets exceeds its liabilities, and even if it
is able to meet its current liabilities as they mature. They state that
the fact that the corporation's bonds are selling in a free market at
prices substantially below their issue and below the market price
of similar issues of similar businesses is highly indicative, but not
conclusive, of an unsound financial condition.

Hence, it would seem that the act as drafted and as intended by
Congress and as thus liberally interpreted b, the regulations, would
be sufficient to permit corporations plainly overburdened with fixed
charges and accumulated interest to improve their structures by
purchasing their securities far below par value without incurring
tax liability that would more than offset the improvement.

In practice it is certain that the statute and the regulations have
riot had the effect intended, since no corporation can take the risk
of the Commissioner's conclusion, reached months or years after the
transaction.

I am advised that only in rare instances, even in the case of the
railroads, have the necessary certificates been issued. Under the
procedure required as to other corporations by the Commissioner
of Internal Revenue it is impracticable for any corporation to im-
prove its position without the-risk of having the benefit offset or
more than offset by a tax determination which cannot be known at
the time of the purchase of its obligations and may well result in a
cash deficiency assessment sufficient to destroy it.

This is true for the reason that the Commissioner adheres to the
conclusion that no ruling can be made however definitely presented
prior to the examination of the return or the tax year by the internal
rcv'uc agen+ ;,n e..rdp ThisQ facf mokPQ th risk of adverse action
too great for any corporation to encounter,

I am, of course, primarily interested in the status of my own
company but its details are fairly representative. They illustrate the
problem. The company was organized by merger many years ago
in boon times (1924-25) for our industry in Alabama when we hadi large market for bunker coal and had not yet met the competitive

impact of fuel oil along the coast and natural gas through the heart
of cur market area.

The Birmingham district waa producing its maxinmum tonnage of
coal, a maximnin which has never bean attained even during the
preset war effort. The constituent companies had enjoyed several
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years of fairly profitable operations. There was accordingly, issued
1)y the merged company, it, addition to the bonds of the constituent
companies assumed, an issue of inime bonds, representing sup-
posedly sound equity, amounting to $2,886,500, in addition to the
equity stocks issued.

Between the years 1925 and 1932 net earnings were sufficient to pay
something mot(re than half of the interest accrued on the income
bonds. Between 19:12 mid 1939 no paymentss were made on this ac-
crual and by the end of 1939 we had outstanding oui $2,886,500 rrin-
cipal amount of income bonds accrued interest in the amount of
.€1,17,490.
'1 '11- hnnd have been for many years wurchaseable at 40 flat or

less, with nothing for accn emulated interest,- thus clearly falling with-
in the prime test of "uns,,md financial condition" meant by the
statute and prescribed by the Regulations, namely, sale in at free
market at prices so substantially below face and interest that the
application of the statute should be undoubted. But it, is not so
administered.

Of course, this company is able to pay its current tolerating
expenses as they mature and during the present period is showing a
subUstantial operating income before taxes.

Nevertheless, as the provision in question is now interpreted and
as proposed by section 112 of the House bill, which merely extends
the present provision through 1945, this company and many others
similarly situated are denied any po'actical Opportunity to improve
their financial structure for the grave Perud undoubtedly ahead
of us.

My company docs not occupy any unique position in this respect.
I should say that more or less the same situation exists in the case of
a great many, if not the majority, of locally owned corporations in
the South. It is essential in the public interest that these companies
be in position to square their shoulders to the shock wlwni the tail
spin sets in following the current war effort.

It will not add to post-war staibility or employment if the many
corporations in our area find themselves unable to cushion against
the inevitable recession in business activity. We must be ready to
open up new avenues, carry on research, adopt new processes and
continue to give employment to our workers. We cannot do that
unless we are able in a fair sense to reorganize our financial structure
in a manner fully acceptable to the holders of the securities, that is by
p irlarin g then at a discount.

As the law is now administered, we can do nothing and nobody is
benefited. I a corporation reduces its bonds and fixed charges and

however drastic, I am advised that the Commissioner has ruled "iu
advance in particular cases, based on the plan of reorganization sub-
mitted for the purpose of relieving the proposed reorganization of a
risk which might have crushed it that the resulting dichnrge of
indebtedness would not be taxable; and later on Congress saw the
necessity of making express provision to that effect in order to clarify
the doubt in the case of bona fide reorganizations.

I do not believe that it should be necessary for corporations, plainly
overbonmv( mid able to retire. their excess burden through purvhaie of
(heir bonds and accrued interest at a heavy discountt, to be forced
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during these times to formal, expensive and disturbing court reorgani-
zation in order to avoid drastic tax "penalties." I think that term
"penalty" is a correct term to use in connection with the administra-
tion of the present provision.

A field agent now in the office of my company is taking the po-
sition with reference to the purchase and discharge of a limited
amount of our income bonds and accrued interest, acquired from
the holder at 40 flat, that is $400 for a $1,000 bond, with about
$500 accumulated interest, that would make the purchase cost about
$1,200 after paying taxes on the transaction.

Needless to state, at present tax rates we can no longer consider
that opportunity and unless Congress clarifies that situation we
are going to hit the recession with unpayable debt and interest
accumulations.

We earnestly hope that the committee will take the necessary ac-
tion to relieve corporations in this situation. They are performing
a useful function and are indispensable to post-war stability. They
are now faced with the artificial prohibition which now stands in the
way of necessary improvement of their financial set-up.

Under the present law my understanding is that if a taxpayer
which is insolvent settles a debt for less than its face amount and
still remains insolvent after the settlement, there is no taxable gain;
but if the settlement restores him to solvency, he is to that extent
chargeable with taxable income.

I mention this as a basis for the suggestion that it is in the public
interest, for the period ahead of us, that American business or-
ganizations be definitely encouraged to strengthen their position
by paying or curtailing their debts in any manner possible; and if
it restores them to what the Commissioner would call solvency, so
much the better.

There seems to be no controlling reason why this should be en-
couraged to the vague point where a corporation approaches what
some revenue agent would call solvency and penalized if, according
, the .ureu "nrpret-tion, it has crossed thnt linA.

No one can guess, when the opportunity of settlement is presented,
whether the Bureau would say that the company is solvent or in-
solvent, just as here no one can guess whether the Commigsioner
will, after the discharge of indebtednes has been carried out, say
that the heavy debt of my corporation with its steadily accumulat-
in interest, places it in "unsound condition" within the long range
4A constructive meaning of the tax statute.

In discussing this matter with the field agent of the Bureau we
have been given the definite impression that because of our rela-
tively high operating income for crrent years, little of which will
be retained, he would not recommend that we be given the benefit
of the aebt discharge amendment, although when the recession sets
in we wili still have the debt and the long accumulated interest.
And he further advises that because our interest accumulation is
not represented by a coupon, it is therefore not a security and not
subject to the discharge provisions even if they applied.

These technical distinctions merely add barrier on barrier against
the relief necessary to stabilize corporate structures. Debt and ac-
crued interest menace stability, whatever their form.

Again, this field agent-and I am not criticizing his competence or
his desire to be entirely fair-insists that if we discharge, by purchase
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of our income bonds at below face and interest, the large amount (now
55 percent) of interest accrued and accumulated during past years,
the entire interest so discharged as well as the discount on principal will
be taxable income. And this notwithstanding the fact that this
accrual in past years, accrued because we report on an accrual basis,
was of no benefit to the company during most of the period as an income
tax deduction. In short, if we took the discount, it would strangle us
at 1942 or 1943 tax rates.

If stockholders waive claims against a corporation in proportion
to their holdings, the forgiveness of indebtedness is generally treated
as a contribution to capital. It often happens that the holders of
obligations of corporations, which they are entirely willing to sell to
their corporations at a discount, hold different classes of stock and in
widely different proportions, and reach their conclusion to sell based
on the fair market or intrinsic value of the obligation along with
others who may have no stock interest in the corporation.

In these circumstances the discounts would be taxable, although
in a real sense a bona fide reorganization or recapitalization is involved.

We believe that if the committee invites a reconsideration of the
technical rules. which now discourage the improvement of corporate
solvency in connection with the aspects of the matter which I have
mentioned, definite public benefit will result.

These items are generally long-held claims or long-held capital items
nd i:ie from the standpoint off tax deductions in favor of thc creditors

of secondary or diminishing importance.
Our company is deeply concerned as to the post-war market for its

byproducts. We should, as I have suggested, like to engage in research
and ex periment, but we are stymied against that approach by the
impossibility of discharging our large accumulated debt and interest
through payments entirely satisfactory to the holders of the indebt-
edness. That recourse would apparently subject the company to the
excessive taxation of current years and leave us worse off than before.

Congress has necessarily adopted the theory of maximum taxation of
incoe. t mSt operate by broad rle- of general application. For

that very reason, we believe that it should make every effort to enable
its industrial units to get on their own feet by internal adjustments
of this nature which are only in an artificial and cOnstructiv sense
to be termed income.

The CHAxIMAN. Any questions, gentlemen ?
If not, Mr. Porter, we thank you, sir.
Mr. PoRTn. Thank you, gentlemen, very kindly.
The CHAIRMAN. Mr. Benjamin Young.

STATEMENT OF BENJAMIN 9. YOUNG, DETROIT, MICH.

Mr. YorNo. Mr. Chairman and members of the Senate Finance
Committee: Gentlemen, I deeply appreciate the privilege and respon-
sibility of appearing before you to present my views concerning the
pending, highly important, tax measure upon which you now deaber-
ate. I come before you in the same spirit as our ancestors did when
presenting their views in the town-hall meetings, where a man's opin-
ion was accepted and considered for what it was worth regardless of
his position, his influence, or his income. Thus, I speak only for
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myself, with a full realization of the critical position in which this
country, the last great hope of deraocracy, finds itself. This critical
period in our history and it alono impels me to appear before you
at this time.

Before I undertake a discussioai of the tax bill I would as!k your
indulgence for just a few minutes -in order that I inay sketch the back-
ground against which I have reviewed the subject. It seems impos-
sible to give reasoned consideration to a new tax measure of this
character without first examining and fixing in one's mind the cur-
rently existing conditions under which we live, including those which
necessitate a new revenue measure. Such reflection must of necessity.
take into account the Government's known fiscal policy, the methods
which have been used to finance our Government of late years, the
effects of such financing upon our American social, political, and eco-
nomic life and the vc lume of new expenditures required to finance
our Government with the Nation at war.

When one has studied this background to the point of having it
firmly fixed in his mind and also has considered the possible effects of
wartime financing, he then is in a position, I believe, better to con-
sider all of the important questions implicit in the measure now before
you, ge ntlemen.

I think those questions may be stated Ps follows:
1. Firt, w1%!t 1Q thA safe division between those amounts of neces-

sary governmental expenditures which may be deferred and iunded
through borrowing and those which should be paid currently through
taxes,

2. How may the required taxes best be levied ?
3. How should the deferred amounts be borrowed?
That the fiscal policy of our Government, for many years, has been

one of deficit spending is a well-known fact. This means, of course,
that it has been considered unwise either to tax the people--all the
people-in sufficient amount to pay for the various Government
projects, or to reduce those expenditures to the point that the taxes
actually levied would cover them. In this manner, the internal debt
of our Government has been built up to an amount considered by
many to be of staggering proportions, and this was the case even
before huge additional sums were required for our war program.

Another factor, most important in its effects, is the method chosen
to finance the deficit. A large share of this rapidly accumulating
deficit, a share amounting already to more than $20,000,000,000, has
not been financed by borrowing from our people-rather the funds
have been obtained by writing up bank deposits through the process
ofp lacing Government securities with commercial banks.

Still another factor, important in its effects, is that of our Govern-
ment's purchase policy with respect to silver and to gold which
flowed to our country from all parts of the world. The further
action of taking this huge supply of gold into our monetary system
not only increased bank deposits and outstanding currency by more
than $15,000,000,000 between June 30, 1933, and June 30, 1941, but
also increased our monetary and banking reserves by a similar
amount. It was this action which made the funding of our recur-
rin deficits possible through placing the securities with commercial
banks.
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These three governmental policies have created conditions in
America difficult of evaluation. But, gentlemen, it is upon this
framework that we must now superimpose the financing of the
costliest war in the world's history, and as you well realize, that is
the monumental problem with which you are faced because of its
distinct relationship to any tax measure.

May I offer some conclusions I have drawn from observation of
the effects of these policies? I feel I should do this since such
recommendations as I have to present before you are largely based
upon my conclusions in this respect and a brief statement of them may
possibly give you a measuring stick by which you may test my re-
marks. These conclusions are as follows:

1. The fiscal policies of our Government have had the effect of
destroying the system of automatic checks and balances which his-
torically have controlled the volume of our money. We have substi-
tuted therefor a system based upon arbitrary decision. I think
most of us will agree that the old controls may have been too rigid
to meet the needs of our economy in such a rapidly changing world.
At the same time this breaking away has subjected us to grave
dangers.2. The departure from our previous system of checks and balances
has made it infinitely easier for blocks and geographical groups to
realize on their demands. Legislation for the benefi- of such groups
and sections has been substituted for the will of all of the people.
This trend has a tendency to destroy our national unity.

3. The impact of these fiscal policies has been such that invasion
after invasion has been made by the Federal Government into the
rights of the people to govern themselves within the respective
States; and the liberty of action of the average American individual
has been progressively restricted.

4. There are two tragic consequences of this course that I particu-
larly want to mention because of their profound effect upon the lives
and well-being of each and every American. whether they are in the
armed forces or are doing their part as private citizens 6n the home
front:

(a) The first of these is the specter of inflation. I need not enlarge
upon this because I believe the Government is wholly cognizant of its
dangers, although I personally have doubts as to the soundness of
steps so far taken to avoid it.

(b) The second is the relentless trend, wholly apart from our pres-
ent war emergency during which every American freely surrenders
his individual liberty of action, toward a stifling of human freedom
and substituting therefor a system of governmental planning of our
lives and property which will be even less acceptable to the men in
the armed services when they return than it is to those of us now at
home. The course which we have followed leads inevitably to these
results for no people can escape them if they choose to perpetuate
monetary and fiscal policies founded upon extravagance, manipula-
tion and confusion.

These, gentlemen, are in my opinion direct results of the fiscal
policies we have been following. It is needless for me to say that the
results of these policies will be greatly magnified in time of war-this
obviously for the reason that while we have already spent billions of
dollars in an attempt to treat our social ills, we must now spend tens
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of billions for absolute military needs. So far as I can see, there is
no valid reason why the tremendous resources of our Nation cannot
be marshalled for these purposes and I know of no American who
begrudges one single dollar spent for the vigorous prosecution of our
war effort.

Nevertheless, we can more effectively battle our enemies if we quickly
dispense with every policy which hampers our war effort even though
we felt that such policies might have been condoned before Pearl
Harbor.

The President has asked the Congress to provide for an additional
8 to 9 billions of taxes. This would make about 25 billions per year
to apply against an annual expenditure of 70 billions or more. Men
who are in position to make fair estimates think that 75 billions rep-
resents about the maximum we physically can spend for the Military
Establishment and for the conduct of Government. In other words,
we now know something of what our financial problem is. If that is
our problem, I want to say that this discrepancy is too great-that
the resources of even this wealthy country cannot withstand the strain
of such a debt as is contemplated.

This is the first major problem before your committee--to determine
how much must be raised through taxes. And I believe that if the
people knew the problem with which you gentlemen are faced, if they
understood it, and I believe they can understand it, they would
promptly respond with their entire resources.

Certainly at this point provision should be made by Congress for
raising every dollar of revenue which can be raised through taxation
without permanent injury to our American way of living. I do not
pretend to know just where that point lies, but I am sure that the
method of approach has much to do with the distance you may go
before entering the danger zone.

We all know that sacrifices are required-that sacrifice is the price
of national safety, We are not afraid of that-rather we welcome it
in such a cause. But we are afraid of an inexorable trend toward
collectivism. We don't want our victory to be a hollow mockery.

As to taxes, there are certain facts and conditions which I would like
to call to your attention. They are:

1. Taxes I think, can best be applied for the purpose of raising
revenue only. Notwithstanding all that has been saidof taxation as
an inflation control, I am convinced that this is true only to a minor
degree for the reason that the most of our newly created increase in
national income lies in the hands of farmers and workers. There
is no tax schedule that can be devised which would adequately deal
with the inflationary threat from this direction-there are other meth-
ods of dealing with it, however, and I hope to touch upon them at a
subsequent point.

2. So far as income from the investment of capital is concerned,
there is little opportunity for raising substantial amounts when com-
pared with the magnitude of the problem, for two reasons:

(a) The Government's fiscal policies have already resulted in what
amounts to a capital levy of 33/3 to 50 percent in that market rates
for money are controlled at a reduction in rate amounting to that
approximate percentage. This applies not only to the wealthy but
also to every man or women who carries a savings account or who owns
an insurance policy.

Soo
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(b) Insofar as the wealthy are concerned or insofar as individuals
having hi11 earned incomes are concerned, there, unfortunately, is
little left for you to do. Surtax rates on such incomes already rest
at high levels, and I am informed, although I have no way of verifying
the statement, that existing death taxes in America are now the highest
in the world.

So, while some additional taxes may be realized through raising
existing rates on individual incomes, you undoubtedly must turn in
other directions for the major amounts required. May I now discuss
the details of the various classifications of taxes?

Individual income taxe8.-The House has provided increases in nor-
mal and surtax rates on individual incomes and has lowered exemp.
tions to the point that a drastic schedule has been provided. It is my
conclusion that this or even a more drastic schedule may be required.

In addition, some way should be found to place the citizens of so-
called community-property States on the same basis as that upon
which the rest of us stand. It appears to me that the cure which has
been suggested, that of penalizing certain citizens of 40 States in order
to bring conformity in the other 8, is an improper approach to the
problem. Some way should be found to deal with it in the 8 States
involved.

The capital-gains-and-losses section of the individual income-tax
schedule is, in my opinion, an unwise provision. Producing practi-
cally no income for the Government, it serves, more than any other
factor I know of, to interfere with the intelligent handling f the in-
dividual's affairs and to restrain the free movement of securities and
equities in our markets. A clear, concise statement in this regard was
recently made by Mr. Emil Schram before the House Ways and Means
Committee.

The House bill contains provisions with respect to pension trusts
which severely curtail the iberty of action of a corporation in the
handling of the retirement problem of certain of its employees. As
a wartime measure, I agree that some restriction is necessary. May
I icnnmmend. however, that your committp look cnrefully into these
restrictions in order to insure that pension plans, which so many
corporations have provided on a company-wide basis, be not adversely
affected, for these plans have been the source of great stability and
independence on tie part of countless retired employees, and they
deserve to be continued.

Corporation taxes.-I am convinced that our entire approach to the
problem of corporation taxes is wrong, but I realize that this is no
occasion for a discussion of that particular subject. All that can
be done n this emergency is to make the most of a difficult situation
and find the maximum of additional revenue with the minimum of
harm to the country's permanent business structure.

It must be remembered, however that the money taken away from
the corporation in taxes cannot also be taken away from the individuals
who own the stock of that particular corporation. It must be remem-
bered also that unless the corporation is permitted to keep a share
of its earnings for growth and reserve it cannot bring forth new
products and supply stable employment, nor can it pour forth a steady
stream of dividends for the Government to tax in the hands of in-
dividuals.
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If we could only realize it, there are no people in America whose
self-interest run in any direction other than that of maintaining
health and strength in our corporate business structure for the reason
that we all are dependent thereon, if not for wages or dividends, then
for the products produced. This was never more true than today
when our need for the implements with which to fight the war can be
satisfied only by the efficient performance of these combinations of
men, plant, and material which we call corporations.

I should like very much to see the lottery, which is known as the
declared value excess-profits tax eliminated, even if the amount is
added on somewhere else.

The House provision for a 45 percent normal and surtax rate ap-
pears to me to be so high as to threaten the long-term stability of the
corporate system. Smaller corporations, particularly those unable to
handle war goods, will be severely affectd. Realizing the great need
for taxes, I think that some increase in the present over-all rate of 31
percent will have to be made. The new rate in my opinion, should
not exceed 40 percent and it would be highly beneficial were the Con-
gress to announce that the new rate, when fixed, will apply for the
duration of the war. Uncertainty as to taxes is destructive to cor-
porate management and initiative.

As to excess-profits taxes, the 90 percent provided by the House is
very stringent, even in these perilous times. Nevertheless, one might
favor such a proposal were it not for its psychological effects with
which you are al- familiar. i believe the Brilisli have uudeL'gotu ail
experience in that direction from which we may well learn a lesson.
That experience has to do with the lack of efficiency and the disregard
of costs which unconsciously crept into the operation when the profit
motive was taken away.

I am familiar with the problem so many of the corporations have to
face, in securing financing with which to carry on the unusual volume
of war production they have undertaken and at the same time meet
their income-tax assessments. I also am familiar with the extremely
difficult problem laid in the laps of these corporations by your action
in Congress in providing for the renegotiation of wpr contracts.

It may now truthfully be said that. no corporation, engaged in war
.work, can possibly know just where it stands with reference to either
profits or its financial position. I doubt if one could conceive of any
greater impediment that could possibly be placed in the way of men
who are managing their businesses and striving to coordinate the com-
binations of manpower, materials, plant, and machinery which pro-
vide the implements of war.

My conclusion is that the House proposal as to the excess-profits tax
is too high. Anything over 80 percent appears certain, in the light of
experience, to promote a lack of efficiency and a disregard of costs.

Other taxee.-I am not going to take your time to discuss the ques-
tion of taxing State and municipal securities. This committee is
quite familiar with that problem. I hope however, that when it is
considered, you will have in mind the dangers which accompany
the continued invasion of State rights to which I have already
referred.

The House committee gave considerable thought to including a
sales tax in the bill before you. No doubt you will do likewise, be-
cause the imposition of some such tax is a practical necessity under
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existing circumstances. I realize that a sales tax, once it has be-
come part of our tax structure, will be difficult to eliminate when
the emergency has passed, due to its hidden nature. Also it is im-
possible to apply such a tax upon the principle of the ability to
pay. In addition, I think it may prove to be somewhat inflationary.

Notwithstanding these weaknesses some form of a general sales
tax or an extension of our present luxury taxes to the point that they
represent practically a general sales tax is undoubtedly required.

After the levy of all taxes that can be practically imposed, a wide
gap between income and expenditures will still remain. I am aware
that the financing of the deficit is not a subject germane to the dis-
cussion you now are conducting, but the matter is so much part
and parcel of your general consideration that I ask leave to file a brief
memorandum with your committee apropos thereto.

The CHAIRMAN. You may do so.
Mr. YouNG. My purpose in bringing up this subject is to say that

I believe one of the great controls which may be a p plied to the in-
flationary tendencies arising during this emergency lies in the meth-
ods which may be used to finance the deficit, Ibelieve also that
through this financing, we have a great opportunity to stabilize pur-
chasing power during the reconstruction period after the war and,
further, that the means are at hand to make countless numbers of our
countrymen real "stakeholders" in the American enterprise system
for the first time in their lives.

May I have your direction, Mr. Chairman, as to whether I may
file this memorandum or would you direct that I read it at this
point?

The CHAmMAN. You may file it if you desire to.
Mr. YouNG. Thank you.
It must be quite obvious to you that I am more certain of the

causes for my recommendations than I am of the remedes. One cycle
in our history saw economic changes come so fast that social read-
justments were left far behind. The next cycle found social develop-
ments coming so fast that economic readjustment were left even
further behind.

Now with the pendulum at its extreme limit, you are left with
the deficit of the years preceding the war, upon which must now be
superimposed the cost of the war to date and the even greater cost
for the future. It is a colossal task, but one not beyond the power
and the willingness of this country to meet.

The other day I lunched with officials of two great labor unions,
a veteran labor conciliator, and a man who enjoys the confidence of
both capital and labor. All these gentlemen were veterans of the
first World War. We did not agree on everything, but each expressed
his eagerness to make every sacrifice' necessary to win this war.

And we had another point of agreement. We all shared the same
fear-a fear of something we cannot quite place or define or express,
not that we will fail to win the war, but that we might lose the peace
even before we have achieved a military victory.

For my part, I believe that if we try to finance the war with an
extension of the methods which have already proven unsound, we
certainly not only endanger our war effort but most certainly the
winning of the peace.
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I feel that these methods have largely been motivated by an errone-
ous belief, either that they are what the people want or a fear that
the people are unwilling to face the facts and pay the bill. I am quite
certain that they can be convinced, that they are anxious to be taken
into your complete confidence, and to make every sacrifice not only
to win the war, but to lay the groundwork now for the winning of the
peace and for the preservation and the advancement of both social
and economic conditions, not one at the cost of the other, but both
going forward together.

I thank you very much, sir, for the opportunity to present my views.
The CHAIMMAN. We thank you very much, Mr. Young. Are there

any questions that any member of the committee would desire to ask
Mr. Young? If not, we thank you very much.

(The memorandum submitted by Mr. Young is as follows:)

MEMORANDUM ON WAR FINANCING, SUBMITTED BY BENJAMIN FA YOUNG,
DsmorrT, MicH.

It is my belief that the methods chosen for financing our war deficit will have
much to do with the degree of price inflation we experience in America. I do
not advocate that other controls be neglected, but, rather, that in the methods
chosen for the financing lies the first point of attack and that this attack should
be promptly launched in order that other and more direct controls may be
effective.

As I view the matter, there are three factors which, taken together, will bring
about a ruinous pric- l-aflaton un!em 2trcnuo!,. ,ction of a fundament

n
! nature

is promptly undertaken and carried out. They are:
1. An overabundant supply of money. We have that condition as the result of

taking into our monetary system a large percentage of the world's monetary
gold and silver and as a result of financing a large portion of the depression
deficit through the sale of United States Government securities to commercial
banks.

2. A greatly augmented national income. We have that condition as the
result of the Government's policy with regard to wages and hours of work and
with regard to farm prices, together with a vastly increased degree of profitable
employment; first, due to the defense preparations and, now, due to the war.

3. A shortage of consumer goods. We have that condition because the great
national effort is now directed to the production of Implements of war.

So, we are ripe for price inflation on the basis of present operations. But
the immediate future holds even greater dangers. It is said we will spend
$70,000,000,000, or thereabouts, in the 1043 fiscal year, largely on war produc-
tion. Therefore, in each of the three directions just mentioned the problem
becomes intensified. Regardless of taxes levied and regardless of other financing
steps taken, more GovernmJent securities must be sold to commercial banks,
with accompanying increases in the monetary supply; more national income will
be produced as great numbers of people go to work, and less consumer goods
will be available as presently existing stocks are used up.

Certain steps are being taken. Taxes on corporations and individuals, enjoy-
Ing the higher incomes, have been increased and will undoubtedly be further
increased to the point that little, if any, excess income will rest in their hands.
In addition, attempts at rationing and price fixing are having some effect.

But the great problem remains untouched. This problem has to do with the
amount of excess income, estimated by various individuals at from $20,000,000,000
to $35,000,000,000 for this year, going to farmers and workers. The increases
in our national income appear to be going, almost entirely, to these groups.

One hears of numerous plans for taxing this newly found income out of their
hands. Some additional taxes will undoubtedly be applied, either through lowered
exemptions or through sales taxes or both. But taxes of sufficient weight to
meet the Inflationary threat from this direction cannot and will not be applied.

If a large share of the excess income of individuals were direct,9d to the
financing of the war, three things would be accomplished, each one vital to our
American future. They are:

1. Means would be provided for financing a large share of the national deficit,
thereby reducing the amount necessary to be placed with commercial banks.
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2. Means would be provided for stabilizing purchasing power after the war.
3. Means would be proved d for making great numbers of our countrymen

real "stakeholders" in the American enterprise system, many for the first time
in their lives.

A deterrent to the realization of these worth-while aims arises from the nature
of our present War Savings bond contract, Such bonds are, in effect, payable
upon demand.

Following is a suggestion for accomplishing these aims:

VICTORY SAVINGS BONDS

1. These bonds, bearing social-security number of purchaser for identification
purposes, in addition to the Treasury serial number, would be issued at the
close of the war. For farmers, domestic servants, and others not now listed,
special social-security numbers should be provided. Pending the close of the
war, interim certificates would be issued evidencing all payments made to
the Treasury.

2. The bond would take the form of a series of 25 coupons, each covering one
twenty-fifth of the principal paid in, plus accrued interest. The first coupon
would fall due 6 months following the close of the war and one each 6 months
thereafter until all have been retired. In effect, this amounts to a 12

1
A-year

annuity covering the period of stabilization after the war.
3. Every person receiving income would be required, for the duration of the

war, to pay in a fixed percentage of his income, after Federal income taxes have
been deducted and, in addition, a large percentage of his income in excess of an
average based upon the years 1939, 1940, and 1941, or in excess of $1,500 for a
married person or $750 for a single person, whichever is greater. It would be
incumbent upon each individual to establish his base to the satisfaction of the
Treasury In most cases this can be done by reference to social-security ree-
ordsa or to !n_-ome-tY! r'"0!ns flold for the ha years.

4. The Treasury would compute the average monthly income for the base
period and would require a monthly withholding, by employers, for employed
persons, or a monthly payment by self-employed persons, of both the fixed
percentage, and the exeess-earnings percentage, so that purchasing power may
be immediately, and drastically, reduced.

5. Members of the armed forces of the United States woul- be exempt from
these requirements.
6. A relief provision would be included so that the Treasury could redeem,

or authenticate for borrowing purposes, a Victory Savings bond held by one who
proves, to the satisfaction of a properly constituted authority, that a 'dire
emergency has arisen.

The CMAMMAN. We have a communication from Mr. Rahn of
Minneapolis, Minn., vice president of the Shevlin, Carpenter &
Clarke Co., which will be inserted in the record, if there is no
objection.

(The communication referred to is as follows:)
SH MIN, CAIPENTRUR & CLARKE Co.,

Minneapolis, Minn., August 4, 1943.
Hon. WALTER F. GEORoo,

Chairman, Senate Flnance Committee,
Senate Office Building, Washington, D. C.

DzRs SENATOa: I am vice president of the Shevlln, Carpenter & Clarke Co.,
of Minneapolis, Minn., operating the McCloud River Lumber Co., McCloud,
Calif., and the Shevlin-Hixon Co., Bend, Oreg., each with a capacity of 150,-
000,000 feet of lumber.

The lumber manufacturers of the West Coast Lumbermens Association and
the Western Pine Association believe that the proposed tax of 5 percent on
lumber transportation, as contained in the revenue bill passed by the House,
will constitute a discrimination against them, and we submit the following
for your consideration.

We are not trying to avoid a tax, but we do believe that the suggestions are
sound, easily worked out, and will produce more revenue more equitably with
less trouble.

The statistics for class I railroads for the calendar year ending December S1
1940, show:
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A verage freigh t rate
Tons term -____
nated or Revenue

delivered Per ton Per 00'er tonpounds

Item 4310: Lumber, shingles, lath ............ 23,253,132 $163,002, 376 37.01 no,
Item 431: Box, crate, and cooperagenmaterial ...... 2,04W.118 12,306,459 6.04 '5.12

Total ....................... 25,299,270 175 304,5 6 .93 X4.5

Authority : Interstate Commerce Commission Bureau of Statistics--Statement No. 41100
[17th in the series) Freight Commodity Statistics Class I Steam Railways in the United
States, year ended December 31, 1940.

These figures show that for the year 1940, the railroads of the United States
as a whole, received on lumber, shine 2s, box, crate,. and cooperage material
$6.93 per ton, or an average rate of ireight of 34.6 cents per 100 pounds.

There has been a general increase of 6 percent on lumber freight rates since
1940. The 1940 revenue figures shown above, revised to reflect this 6 percent
increase would be as follows:

Average freight rate
Tons termi-

nated or Revenue
delivered Per ton Per 10

poundea

C ents
Total -------.......................................... 2, 299, 270 $1355, 890, 95 $7.35 3.8

It certainly would be more equitable in the case of lumber to make a fiat
charge In cents per 100 pounds. This would easily be arrived at by using the
average rate of freight of 36.8 cents per 100 pounds. All freight bills show the
number of pounds loaded in it car. Applying the proposed 5-percent tax to the
average rate of 36.8 cents per 100 pounds, would give a tax rate of 1.84 cents
per 100 pounds on all lumber terminated. We suggest a tax rate of 2 cents per
100 pounds which would produce 8 percent more revenue than is contemplated
under the proposed 5-percent tax, and prevent a discrimination. The hgures
are shown below:

5,99,270,tons, at 2 cents per 100 pounds ----------- $10,110, 708
$185,890,965, at 5 perce-it-- ----------------------- 9,294,548

In suggesting a rate of 2 cr ats per 100 pound, It I. taking into consideration
the movement of logs from the woods to the sawmill. We believe that saw
lows should be exempted e'tlrely from the application of a transportation tax.
For the calendar year e-,ding 1940 the total revenue accruing to the Class I
carriers from logs was 48,370,470. A 5-p-rcent tax based on the 1940 revenue
would produce $418,V.l. In propoeIng a ..at rate of 2 cents per 100 pounds on
lumber, lath, shinr~es, L-)x, crate, and cooperage material, on bisis of the
1940 revenue would i produce $825,160 more than a 5-percent tax which would be
more than sufficle it to take care of the log movement. Furthermore, in con-
nection with the m ,vement of saw logs only a small percentage of operators use
common carrier trai.t,-ortation facilities which would be subjected to the pro-
posed tax. This would aceate a di;," nation against operators using common
carriers.

A tax based on a flat rate of 2 cents per 100 1ounds, applied to all lumber
transportation charges, regardless of its origin or destination, would create no
market disturbances, would prove equitable and wc lild raise more revenue than
the propose( 5-percent tax.

The House Ways and Means Committee has alre dy recognized the principle
of a flat rate of tax in the case of coal. The bill ak passed by the House pro-
vides that there shall be a tax of 5 cents per long to, of 2,240 pounds on coal;
that there shall be only one tax collected. In other vords, the original move-
ment from the mine is the only one on which there sk all be collected a tax.
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We are not asking for relief from the tax, but merely a more equitable dis-
tribution of the same.

The application of a 5-percent tax on freight transportation charges as con-
tained in the revenue bill passed by the House will create disturbances in
lumber market relationships, as it is equivalent to a 5-percent increase in lum-
ber freight rates, which means the greater the rate of freight the greter the
amount of the tax. Lumber freight rates from western producing areas were.
originally established to reflect competitive market relationships between prin-
cipal lumber-producing areas. This principal has been continued throughout
the years. There is active competition between all lumber-producing areas.

The price of lumber at the point of consumption is the principal factor in
determining what lumber shall be used. On lumber shipped from Bend, Oreg.,
or McCloud, Calif., the transportation cost is a very substantial percentage of
the f. o. b. mill value. In some instances on the lower grades of lumber the
cost of transportation has exceeded the f. o. b. mill value of the product itself
as shown in the following table:

Relationship of transportation charges to the mill value of the product
shipped from Bend, Oreg., or McCloud, Calif., to Detroit, Mich.

Delivered F. n. b. mill Freight Freight
price per price per t, cost as

Ponderospins i,000 feet, , bo.,d compared
bardoard tr with f. n. b.

measure measure measure mill value

Percent
I by 2 inches random lengths, No. 3 ...... ... - - $47.50 $31.00 $16.50 51,32
l inch random widths, andnm lengthsN.4---------8.0 22.00 1.60 76.14
t inch random widths, random lengths, No. ............ 3060 14.00 16.50 118.07

The production by grades for the year 1941 was as follows:

McCloud, Calif. Bend, Oreg.
471 percent No. 2 and Better 33% percent No. 2 and Better
521/1 percent No. 3 and Poorer 66% percent No. 3 and Poorer

Lumber from the Western Pine Association and West Coast Lumberinens
Association Is shipped on muc]e higher rates of freight than from mills in pro-
dud ng areas located closer to the large points of consumption, such as Chicago,
Ill.; Detroit, Mich.; and Biffalo and New York, N. Y.

During the present period of strong demand and ceiling prices, this means the
consumer who has to pay the high freight charge is penallTd as against the
consumer with low freight rates. A percentage increase either for freight
charge or tax further accentuates the discrimination. In a period of light de-
mand and low competitive prices any percentage increase in fixed costs discrimi-
nates against the manufacturer who ships on a hligh freight rare as against
the shipper with the short rate of freight.

The following are examples of present comparative freight rates on lumber
of representative shipping points:

Ponderosa
Southern pine from

To- pine from Bend, Oreg.
Alexandria, and

La, McCloud,
Calf.

Cfe, per 100 1b. Cy's. per 100 2b.
Chicago, Ill-----------------------------------------...... ---............. 43 75
Detroit, Mich ......................................- ............ ......... 4 87Buffalo, N. Y ------------.................................................. 

49 87
New York, N. Y ........................................................... 0 7

On basis of today's ceiling prices, the delivered prices in Detroit, Mich., on
competitive items, using southern yellow pine No. 2, and ponderosa pine No. 3,
boards, I by 12 random lengths, ar:
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i rDelivered
reigtt r~ at

f. et ,I b.h, per[ ih.per 1,O0 eet, Mih, [ Mich ae
bo d 1,000 feet,

measure measure board
measure

Alend rrLs ................................. . $3300. $15. 2 $44.25
Bend, 0 ....................................... 31:00. 16. 50 47.50

If a 5-percent tax on transportation were put into effect as proposed, the fol-
lowing would be the result on the same item:

Freight and Delivered
Ceiling price 5 percent tax price at
[. . b. mill, to Detroit, Dotrolt,
per 1,000d Mich.. per Mich., per

feet, bo rd 1,000 feet 1,000 Oeet
measure board board

measure measure

Alexandria, La...............................................
Bend, Oreg ...................................................

$33 001 $11.71
31.00 17.33

$44.71
48.33

If a tax of 2 cents per 100 pounds were applied instead of a 5.percent tax,
the following would be the result on the same Item:

Freight and
.g prie tax at 2 cents Deliveredoll, per 100 price at Do-f . ,o b . ill p o u n d s t o D o -t r o t , M i c h .,

botetroit, Mich. pr 1,000 feet
er1,000 &eet board mew-

111 board meas- ure
ure

Alexandria, La ................................................ $33.00 $11.7.5 $k 7
Bend, Oreg ...... 2.......................................... 31.00 16.88 47,88

A percentage tax !9 I rv f!et n naroontege Increase in freight rates, and is a
further discrimination.

Ldmber is a commodity that must be secured from the source where the,
timber is grown. It is unlike many pommoditles in this respect, the manufac-
turer having no control over the location of his raw material. The manufac-
turer must go where the raw material (trees) grows.

The Pacific Northwest and California manufactures more lumber than any
other producing region, The largest stands of virgin timber are located in
that area. The lumber freight rate from that area Is substantially higher than
the rate from any other lumber producing region.

We hope, as chairman of the finance committee, you will submit this letter
to your whole committee for serious considertion, filing for committee print
(without witnesses being present), and take action to eliminate the discrimi-
natory effect of a 5-percent tax.

I am sending a copy of this letter to each member of the Senate Finance Com-
mittee so they may have an opportunity of acquainting themselves with our
proposal.

Very truly yours, A. A. D. RAnt.

The CHAIRMAN. The committee will recess until 2 o'clock.
(Whereupon, at the hour of 12:22 p. m., the committee recessed

until 2 p. m. of the same day.)
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AFTERNOON SENION

Whereupon, at 2 p. m., the committee met, pursuant to recess.)

STATEMENT OF WILLIAM F. MORTON, BOSTON, MASS., VICE PRESI-
DENT, STATE STREET INVESTMENT CORPORATION

The CHAIRMAN. Are you here on regulated investment companies?
Mr. MoRToN. Yes sir.
The CHAIRMAN. Are there any others?
Mr. MoRmN. There are three others. There are a group of four

of us who are to testify. My own appearance will take not more
than 10 minutes, and the group as a whole shouldn't take more than
35 or 40 minutes.

The CHAiRMAN. Aren't you all on the same points?
Mr. MoRo;. No; we are not, sir.
The CAIRIMAN. All right. Proceed. Let's travel as fast as we

can.
Mr. MoRroN. My name is William F. Morton. I am a vice presi-

dent of the State Street Investment Corporation, located in Boston.
I am appearing for a group of open-end investment companies and
I wish to propose an amendment to section 151 of the House bill,
that I believe has the concurrence of the entire industry.

The CHIAIRMAN. 16 "is~ Ut3 Ol fightbitcf hop iuThe ~ L VHia s.....' . .% c pc. M nd

closed fellows? . _fft
Mr. MORTON. No, sir. My next sentence covers that.
The CHArRMAN. I shouldn't be anticipating.
Mr. MoRroN. I believe that my amendment which I am offering

has the concurrence of the entire industry. I will cover that more
in letail in a moment.

An open-end company by definition of the Investment Company
Act of 1940 is a company vhich issues redeemable shares. A closed-
end company is one whose shares are not so redeemable.

Section 151 of the House *'ill contains a revision of supplement Q
of the Internal Revenue Qo'e. Supplement Q is the continuation
of a provision first included ir the 1936 Revenue Act for the taxa-
tion of mnutual-investmcnt coinpanie, - mutu! company as there
defined being an open-end company which complies with certain
standards there prescribed. T ie essence of supplement Q is that it
treats such a company as a 'conduit" and grants to it a credit
for dividends paid in lieu of 6 credit for dividends received, with
the result in general that the nt income received and then distrib-
uted is taxed to the shareholdr and not to the company, which
is regarded in substance merely k.s a managing agent for the share-
holders.

The House bill amendments to si.pplement Q contained in section
151 are three: First, it broadens the 'a-flnition of companies to which
it is applicable to include additional jivtmomt comminies resulated
under the Investment Company Act and cml.- them "rao-:!zA ' in-
stead of "mutual" companies. The broadened definition includes
closed-end companies as well as open-end companies.

Second, it applies to any net income that is not distributed, the
new rates applicable to all corporations.
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Third, it applies to capital gains if undistributed, the effective
rate applicable to capital gains of all corporations.

We have no criticism of these clangos as contained in the House
bill and we approve these changes. There is, however, another
change of great importance elsewhere in the Revenue bill which has
a pe uliar effect on the taxation of investment companies and in the
opinion of the entire industry requires some further modification of
Section 151.

I would like to introduce the amendment which covers this par-
ticular situation, which I am offering at this time.

The CHARMAN. Yes, sir. You may put that in the record.
(The amendment referred to is as follows:)

PaoPos:D REvIsIoN or SwTOrio 151 or xnz RivmUE BILL or 1942

Sac. 151. REGULATED INVESTMENT COMPANIE.-(a) DEFINITION AND RATES OF
NORMAL TAX AND SURTAX.-Supplement Q of chapter 1 is amended to read as fol-
lows:

"SUPPLEMIENT Q. REIULITED INVESTMENT COMPANIES

"Sx. 361. DI NrrIo.-(a) IN GENzAL.-For the purposes of this chapter,
the term 'regulated investment company' means any domestic corporation
(whether chartered or created as an Investment trust, or otherwise), other
than a personal holding company as defined In section 501, which at all times
during the taxable year Is registered under the Investment Company Act of
1940 (54 Stat. 789, 15 U. S. C., 1940 ed., sees. 80 (a) (1) to 80 (b) (2)), or
that Act as amended, either as a management company or as a unit Investment
trust.

"(b) LJMTATlNs.-Desplte the provisions of subsection (a), a corporation
shall not be considered a regulated Investment company for any taxable year
unless-

"1) At least 90 per centum of its gross income Is derived from dividends,
interest, and gains from the sale or other disposition of stock or securities;
and

"(2) Less than 30 per centum of its gross income is derived from the sale or
other disposition of stock or securities held for less than three months; and

"(3) At the close of each quarter of the taxable year (A) at least 50 per centum
of the value of its total assets Is represented by cash and cash items (including
receivables), Government securities, securities of other regulated Investment com-
panies, and other securities for the purposes of this calculation limited in respect

of any one Issuer to an amount not greater In value than 5 per centum of the
value of the total assets of the t&,xpayer and to not more than 10 per centun of
the outstanding voting securities of such Issuer, and (B) not more than 25 per
center of the value of its total assets is Invested In the securities (other than
Government securities or the securities of other regulated Investment companies)
of any one Issuer, or of two or more issuers which the taxpayer controls and
which are determined, under regulations prescribed by the Commissioner with
the approval of the Secretary, to be engaged in the same or similar trades or
businesses or related trades or businesses. For the purposes of clause (B),
In ascertaining the value of the taxpayer's investment in the securities of an
issuer, there shall be included Its :"oper proportion of the investment of any
other corporation, a member of a controlled group, In the securities of such
Issuer, as determined under regulations prescribed by the Commissioner and ap-
proved by the Secretary. The term 'controls', as used In this paragraph, means
the ownership iu a corporation of 20 per crntumr or more of the total combined
voting power of all classes of stock entitled to vote. The term 'controlled group',
as used in this paragraph, means one or more chains of corporations connected

through stock ownership with the taxpayer if (1) 20 per centum or more of the
total combined voting power of all classes of stock entitled to vote of each of
the corporations (except the taxpayer) is owned directly by one or more of the
other corporations, and (it) the taxpayer owns directly 20 per centum or more of
the total combined voting power of all classes of stock entitled to vote, of at
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1isnt one of the other corporations. The term 'value' aS used in this paragraph
means, with respect to securities (other than those of majority-owned subsi-
diaries for which market quotations are readily available, the market value
of such securities; and with respect to other securities and assets, fair value
as determined In good faith by the board of directors, except that in the case
of securities of majority-owned subsidiaries which are investment companies such
fair value shall not exceed market value or asset value, whichever is higher.
All other terms used in the precedng provisions of this paragraph shall have
the same meaning as when used in the Investment Company Act of 1940, or
that Act as amended. A corporation which meets the foregoing requirements
of this paragraph at the close of any quarter shall not lose its status as a regulated
Investment company because of a discrepancy during a subsequent quarter
between the value of its various investments and such requirements unless such
discrepancy exists Immediately after the acquisition of any security or other
property and is wholly or partly the result of such acquisition. A corpora-
tion which does not meet such requirements at the close of any quarter by
reason of a discrepancy existing immediately after tne acquisition of any security
or other property which is wholly or partly the result of such acquisition
during such quarter shall not lose its status for such quarter as a regulated
investment company If such discrepancy is eliminated within thirty days after
the close of such quarter and in such cases it shall be considered to have met
such requirements at the close of such quarter for the purposes of applying
the preceding sentence. A corporation which meets such requirements at the
close of its first quarter after the date of the enactment of the Revenue Act of
1942, or eliminates any discrepancy between the value of its investments and
such requirements existing at the close of such quarter within thirty days
thereafter, shall be deemed to have met such requirements at all previous times;
and

"(4) In the case of an investment company organized prior to January 1, 1942,
which for no year prior to the taxable year has claimed in its return to be subject
to tax under Supplement Q or the corresponding provisions of a prior revenue
law, it files with its return for the taxable year an election to be a regulated
Investment company for such taxable year and all subsequent taxable years.

"SEc. 36. TAX ON ReGULxTID INVESTMENT CoMPAIzs.--(a) EARNINGS AND
PRaonrs.-Any expenditure paid or accrued or loss sustained by a regulated invest-
ment company for any taxable year beginning after Teemhr .41, 1941, which is
not allowable as a deduction in the computation of the net income of such taxable
year, shall not enter into the computation of Its earnings and profits of the taxable
year.

"(b) MUrroo or rAxATrox or oomPAms AND sirAamoOtuas.-In the case of a
regulated investment company which distributes during the taxable year to Its
shareholders as taxable dividends other than capital gain dividends an amount
not less than 90 per centum of its net income computed without regard to a net
long-term and net short-term capital gains, and complies with all rules and regula-
tions prescribed by the Commissioner, with the approval of the Secretary, for
the purpose of ascertaining the actual ownership of its outstanding stock:

"(1) Its Supplement Q net income shall be its adjusted net income, excluding
the excess, if any, of the net long-term capital gain over the net short-term capital
loss, computed without the net operating loss deduction provided in section 23 (s),
minus the basic surtax credit, excluding capital gain dividends, computed under
section 27 (b) without the application of paragraphs (2) and (3). For the pur-
poses of this subsection, the net income shall be computed without regard to
section 47 (c).

"(2) Its Supplement Q surtax net income shall be its net income, excluding
the excess, it any, of the net long-term capital gain over the net short-term
capital loss, computed without the net operating loss deduction provided In
section 23 (s), minus the dividends other than capital gain dividends paid
during the taxable year increased by the consent dividends credit provided bY
wetion 28. For the purposes of this subection the amount of dividends paid
shall be computed in the same manner as provided in subsections (d), (e), (f),
(g), (h), and (i) of section 27 for the purpose of the basic surtax credit

provided in section 27. For the purposes of this subsection the net income shall
be computed without regard to section 47 (c).

"(8) There shall be levied, collected and paid for sach taxable year upon
its Supplement Q net income a tax equal to 24 per centum of the amount
thereof.
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"(4) Tbhe Ahall be levied, colleted and paid for each taxable year upon Its
S gesment Q surtax net income a tax of 21 per centum of the amount thereof.

T) Then siall be i"ed, collected and paid for each taxable year a tax at
2 per eentum of the excess, If any, of the net long-term capital gain over the
sum 1tf the net short-term capital loss and the amount of capital gain dividends
t*M dftng the year.

"(#I, Capital gain dividends shall be included in the returns of shareholder.
a from the re"ie Or exchange of capital assets held for more than 15

64(T) A capital pin dividend* means any dividend or part thereof which Is
defeated by the company as a capital ain dividend in a written notice
mailed to Its smreholders at any time prior to the expiration of thirty days
after the cose of its taxable year; provided however that, if the aggregate
amount so designated Is greater than the excess of the net long-term capital
gain over the tt short-term capital loss of the taxable year, computed as of
the end of the year, without regard to the amount of saln or loss at the time
of distribUtion, the poton of each d~stlibuton which shall be a capital gain
dividend shall be only that proportion of the amount designated as such which
such excess of the net long-term capital gain over the net short-term capital
los bears to the aggregate amount so designated.

(b) TzeR IcAL AMXaoMawTS-.-(1) Section 4 (relating to applicability of sup-
plementaY Is amended by striking out "(j) Mutual Investment companies, Supple-
amt 4r and Inserting In lieu thereof "(J) Regulated investment companies,
supplement Q."

(2) Section 14 (e) (relating to tax on corporations) is amended to read as
follows:

"(e) RzEurAavm rVzTMr coxPAmm.-In the case of a corporation subject
to the tax imposed by Supplement Q the tax shall be as provided lu such
supplement."

(c) I wAcZvz PaOVIszorS mcLATIzNo TO rAUNXs AND morrm&-or any taxable
year beginning after December $1, I9, and before January 1, 1942, of a corpora.
tion which filed an Income tax return as a mutual Investment company, the
amount of net capital loss-of such corporation recognized in exess of the amount
thereof allowed in computing its net income for such year shall not enter into the
computation of its earnings and profits of the taxtble year except that such
elimination of net nondeductible lose shall not result In earnings and profits of
the taxable year in excess of the aggregate of the dietributons made by the cor-
poration to Its shareholders during the taxable year exclusive of the amounts, if
pa which the corporation advised its shareholders to be nontaxable for federal

Inoe tax, -urpofs
(Sec. 1W4 of the revenue bill of 1942 should omit "362" and '13 " in sec.

117 (c) (1).)
Mr. MomROr. The change in the general law which requires a modi-

fcation of section 151 of the House bill which I have referred to is
one applicable to all corporations, whereby net capital losses are to be
no Longer deductible in the computation of net income. I am not
criticizing this provision of the House bill, I am assuming it; but it
changes materially the existing provisions of supplement Q. One of
the requirements of supplement Q is that an investment company in
order to come under it in any year must distribute at least 90 percent
of its net income as taxable dividends. Now, under the general provi-
sions of the House bill net capital losses, although they don't reduce
net income, do reduce "earnings and profits" and accordingly may
make impossible the distribution of a taxable dividend. So, if a com-
Inv has net loses equal to more than 10 percent of its net income.
iei though it distributes the whole of its net income, it has failed to
distribute as much as 90 percent thereof in the form of taxable divi-
dends and is therefore disqualified as a regulated investment company.

-The practical effeet. of this on different segments of our industry is
vatlable. It is much more severe in the case of companies whose in-
vestments are largely in bonds than upon those whose investments are
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principally in stocks; but it is bound to have this over-all effect, that a
very large percentage of investment companies will be disqualified
from supplement Q:the companies themselves will be subject to tax
as ordinary corporations and their shareholders will be in whole or in
part exempt from taxation on the dividends which they receive--
which is the exact opposite of the result which supplement Q was in-
tended to achieve.

To cure this situation we suggest that in the case of all investment
companies taxable under supplement Q, the net capital losses be ex-
cluded from the computation of earnings and profits of the taxable
year, as well as from the computation o net income. Thus all distri-
butions of net income will be in the form of taxable dividetids and sup-
Osmniit Q will work as it was in der our amendment
this treatment would apply companies A ve been taxeJ
under supplement Q in .st plus those which q and are to
be taxed under supple t in the future.

As a corollary to treatment of ne osses,
provides that Ion rm capital ains at a istributed hare-
holders in the ye in which t rere ized 1be taxed to are-
holders as long- capital inA the. a or0 . divid ds.
This is a logic a plicat' of th o u ying sup e-
ment Q. It m b 'bse t tf str d capi I
gains is essen 11 'hsameas rd'A eca of co
trust funds ich itre a kind o vestment ny perated
banks.

Our amen en', is a n p a-ation of supplemeiQ to te ne itiitin f rom changes oft
House bil to peotnathaa
submitted ta atman o d cl end &
those invetg bonds, tonsin inoke
vesting in va ropo nIl
as we have bee t o as r table
of the companies I the indus F of no company ich
objects in any way.

We have also consul~4 Treasury officials aid part i appre-
ciate the time and atten that is beinggiven to pro lem by
Mr. Surrey and Mr. Freybur . he- Tns their associates.

We request your conimdea on ent.. We are con-
vinced it is necessary to allow supplement Q to work as intended,
to achieve fair and equitable results for our investors, the companies,
and the Treasury.

The CnAnAic.LN. Have you additional copies of the amendmentI
Mr. MowRng. I have one additional copy here.
Senator Tmw. The clerk will nmke copies.
The CuAwuyi . Suppose you take it, Senator Taft. Have you

talked with Mr. Stami
Mr. MowroN. No we have not, sir.
The Cmnmw~x. Vou haven't talked with him?
Mr. MORMoN. No.
The CH an XA. I would like to have an additional copy made. Have

the cierk make it. Turn it over to him.
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Mr. MortoN. I have one additional copy here, and will be very glad
:o leave it [handing].

The CHAmwN. Thank you.
Mr. Movrc-:r. 'Thank you sir.
The CHAIRMAN. Mr. Sholley.

STATEMENT OF S. L. SHOLLEY, BOSTON, MASS., PRESIDENT,
KEYSTONE CUSTODIAN FUND, INC.

The CHA=mAN. Mr. Sholley, you are on the same general question
-of regulated investment companies I

Mr. SHOLL8Y. Yes, sir.
The CHAIMAN. All right. You may proceed.
Mr. SHotziy. Thank you.
My name is S. L. Sholley. I am president of Keystone Custodian

Fund, Boston, Mass. I am appearing here primarily on behalf of
all investment companies owning bonds. I wish to endorse the re-
marks of the previous speaker and the amendment which he has sub-
mitted for your consideration.

Some of these investment companies confine their investments ex-
clusively to bonds. Others own bonds and stocks. Many of them
today own stocks exclusively, but may at some future time wish to
put a portion of their capita!in bonds.

Naturally, under pisent. circumstances, many investment com-
panies have increased their holdings of Government bonds. These
funds represent the interests of thousands of investors having an
average investment of $1,000 to $2,000, who, because of their modest
amounts of capital individually have pooled their resources in invest-

ient companies to gain the advantages of diversification and ex-
perienced supervision which large investors are able to obtain on

eir own account. Thus the mutual investment companies comprising
stock, bonds, and balanced funds, supply a needed service'to the
mall investors throughout the country, many of them are women.

Like banks, investment companies have been recognized as public
fiduciaries and taxed under separate provisions of past revenue acts
and under supplement Q of the Internal Revenue Code.

This section of the revenue act aims to avoid double taxation on
the small investor by providing that a mutual-investment company
receives a dividend paid credit for the income distributed to in-
vestors as a taxable dividend. In other words, the investment com-
pany act as a conduit or agent for a large group of small investors.
The company passes the investment income along to the investors
who pay the taxes as though they owned the securities directly.
Double taxation is avoided by giving the company a dividend paid
credit for the income that flows through to the individual investor.

The immediate problem of the investment company owning bonds,
or contemplating the purchase of bonds, arises from the fact that
the House version of the new revenue law disallows long-term
capital losses in the computation of net income and the corollary
correction has not as yet been made in supplement Q. This dis-
allowance of long-term losses may under certain circumstances make
.... hnically i.po~,,, £ue r " ie company to qualify under supple-
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ment Q .nd in this event will siibjet it to the double taxation that
thi section of the tax law intends to eliminate.

Such technical disqualification would be serious for a fund own-
in stocks, but it is even more serious for a fund owning bonds,
eause the dividend received credit available to all. corporations

does not apply in the case of bond interest.
If a fund has $100,000 of net income from bond interest and is

disqualified under supplement Q because of unallowable long-term
losses, the whole $100,000 would be subjected to a full corporate tax.
At 45 percent, this takes $45,000. When the remaining $55,000 is then
distributed to the investors, the portion representing earnings and
profits would againg be taxed at full individual rates. Thus double
taxation might take from half to three-quarters of the entire income
the fund would be forced out of existence and the investors would
be deprived of a needed service.

A law that is intended to-and in fact does-relieve the small in-
vestor of double taxation in years in which he has income and
profits should not work to impose double taxation in years in which
he has losses.

In the management of any extensive investment portfolio some
losses are inevitable, and in the case of open-end investment com-
panies such losses may arise from the ordinary daily transaction of
its business. Open-end investment companies issue and redeem their
shares as a routine part of their daily operations and the inflow and
outflow of capital is determined by the public. Some companies are
permitted to carry cash but others have no such discretion. Like a
bank they accept deposits and honor withdrawals with no control over
either. If capital is flowing into the fund, it must be invested to pro-
duce income for the investors; if it is flowing out, securities must be
sold to redeem shares, and if redemption develops in volume when
market prices are at a relatively low level, the fund may be required
to sell securities at a loss to meet these liquidations. Thus, in such
an open-end company, losses on the sale of securities to provide cash
to pay off shareholders for their certificates, when tendered, are invol-
untary rather than voluntary. It is something over which such an
open-end trust has no control.

This untenable situation is resolved by the suggested amendments
which have been submitted by Mr. Morton for the consideration of
your committee.

These amendments eliminate the possibility of the disqualification
of a regulated investment company be cause of unallowable losses and
make it possible for the company to distribute the income to investors
as a taxable dividend, thereby complying with the conduit theory
of supplement Q

The CHAIRMAN. Without going into the technical amendment, what
does it do? Does it undertake to redefine net income?

Mr. Snowr. No; it redefines earnings and profits so that this gap
cannot develop.

The CHAMMA. So that this capital loss--
Mr. SHoLLET. Can't reduce earnings and profits. Therefore, it

makes it possible to distribute the entire income as a taxable income.
'" ra U CAuiu.,. mjrgl agi. Proceed. It iooks to me like you have

got a very good point. Probably it was not intended to subject you
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there to the double taxation. Maybe in wrting the statute, they
simply overlooked this.

Mr. SHoLuT. I think the change was probably made, sir in the gen-
eral law without realizing its effect on the section of supplement Q.
It brings you out to an entirely different result than the result in-
tended, unless the corresponding change is made.

The CHARMAN. All right.
Mr. SHOLLEY. The amendments also provide that the income passed

along by the regulated investment companies be identified as to source;
that is, ordinary income or capital gains, so that the investor pays
his tax as he would if he owned the securities directly, again in accord-
ance with the conduit theory.

It is earnestly requested that these. amendments be adopted for tie
following reasons:

1. To protect bond and balanced funds that are now serving more
than 50,000 investors of moderate means from the hazard of being
forced out of business because of a technicality.

2. To make it practical for investment companies to continue to
invest in bonds, and

8. To allow supplement Q to work as it was intended to work;
namely, to avoid double taxation but to make the distribution taxable in
the hands of the investor substantially as though he owned the securi-
ties directly.

The CHAIRMAN. Thank you very much. Are there any questions
(No response.)
Mr. SHOLLxY. Thank you.
The CHAIRMAN. Mr. Jaretzki.
I did not call Mr. Berlack's name.
Mr, BERLACK. I notified the clerk that I didn't desire to make a state-

ment. What I desired to say has been or will be covered by the other
speakers.

The CHAIRMAN. That is my understanding. Thank you.
All right, Mr. Jaretzki.

STATEMENT OF ALFRED IARETZKI, JR., OF SULLIVAN &
CROMWELL, NEW YORK, N. Y.

Mr. JAsmKri. My name is Alfred Jaretzki, Jr. I am a member
of the firm of Sullivan & Cromwell of New York and I am appearing
on behalf of a group of investment companies oi the closed-end type.
I am representing closed-end companies and it has been the open-end
companies that have spoken heretofore.

I appeared before this committee last summer and urged the enact-
ment of tax provisions for closed-end investment companies compar-
able to those applicable to open-end companies under supplement Q.
At that time I felt that the committee fully appreciated our problem,
but it was apparent that full consideration of the matter would have
to await the present revenue bill, and because this matter has been gone
into before, I am not going to repeat what I presented to this com-
mittee before. Appropriate provisions have been included in the
House bill, which extend the provisions of supplement Q to diversi-
fied investment companies of the closed-end type.
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The provisions of the House bill meet our situation. Nevertheless,
we recognize the problems faced by the open-end companies as out-
lined by the previous witnesses. In order to achieve a comprehensive
solution of the tax problems of the industry as a whole recognition
must be given to the special circumstances of its component parts.
With this in mind the amendments as filed by Mr. Morton with
section 361 (b) (4), which permits closed-end companies to avail
themselves of its provisions, are acceptable to us.

The CnAmAN. Thank you.
Mr. Higgins.

STATEMENT OF ALLAN H. W. HIGGINS, OF GOODWIN, PROCTER
& HOAR, BOSTON, MASS.

Mr. HiawiNs. Mr. Chairman and Senators: I think I might say
before I proceed on this one point here that Mr. Morton was unaware
that I had discussed this major problem with Mr. Stam and submitted
the memorandum to him in connection with this question.

My name is Allan H. W. Higgins. I am a member of the law firm
of Goodwin, Procter & Hoar, of Boston. I am appearing on behalf
of various mutual investment companies and particularly those inter-
ested in one part of the amendment which has been submitted, which
provides for retroactive relief from taxes imposed on account of a
technicality in years which they were deficit corporations. The House
bill has granted such relief to personal holding companies and com-
panies under the undistributed-profits tax.

Personal holding companies and corporations under the undis-
tributed-profits tax, like mutual investment companies, receive a divi-
dend paid credit if they pay out all or a part of their net income as
taxable dividends. If they fail to qualify then they lose their divi-
dends paid credit and are subjected to a tax which amounts to a
penalty.

In years in which they had deficits, some of these companies made
distributions as taxable dividends and claimed a dividends paid credit.
Later the taxability of the dividends was questioned for some reason,
and the company was disqualified and found itself in just as bad a posi-
tion as it would have been if it had paid no dividend. The Treasury
Department and the House recognized this inequality and in the House
bill provided relief to personal holding companies and deficit cor-
porations under the undistributed-profits tax, but apparently inad-
vertently omitted the relief to mutual investment companies. Such
relief is now requested to correct this inequity.

The situation with respect to mutual investment companies presents
an even greater hardship than in the case of the companies which
have already been granted relief, due to the fact that because of the
redemption feature, the losses of mutual investment companies are not
controllable and also because, in order to qualify mutual investment
companies are required to distribute 90 percent 6Y their net income as
taxable dividends.

The previous speakers have indicated that just a very slight excess
of nondeductiblelosses might disqualify the company and deprive it
of its dividends paid credit. Various cases have arisen where unex-
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tPec teri losses or slight adjustment of losses have caused such a seriousjustice. For example, a company which had a deficit, but believed
it qualified as a mutual investment company, paid 90 percent of its
net income to shareholders and advised diem that the dividend was
taxable. Subsequently a revenue agent makes an adjustment in-
creasing its losses. The earnings and profits are thereby reduced so
that although the company distributed 90 percent of its net income,
it was not all from earnings and profits and could not be a taxable
dividend. This company is now in danger of losing its dividends-paid
credit and being subjected to a substantial corporate tax which was
never contemplated in supplement Q

Such a company did everything it could to qualify, believed it had,
and then, on a technicality, gets disqualified and is subjected to a tax
which was not expected and which is grossly unfair not only to the
company but to its shareholders.

This situation can only be corrected by a relief provision similar to
that granted to personal-holding companies and other deficit corpora-
tions. The revision of section 151 of the House bill submitted by the
previous speaker, Mr. Morton, includes such a proposed retroactive
relief provision for mutual investment companies and is designated as
section 151 (c).

The proposed relief provision is applicable only where a company
filed its income tax as a mutual investment company, paid what it be-
lieved to be a taxable dividend and claimed the dividends paid credit.
Presumably the stockholders treated the dividend as taxable and
paid a tax thereon. _n such a case even though disallowed losses of
the corporation might otherwise reduce its earnings and profits, never-
theless, under the amendment, the corporation would receive the divi-
dends paid credit.
. It is submitted that this result is fair and equitable to both the in-
vestment companies and the Government and we trust, that the relief
section which we have submitted or an equivalent will be adopted by
your con-',mittee.

The C. A RMA. Any questions?
(No reft -onse.)
The CHA.BMAN. Thank you very much.
Mr. HioarNs. Thank you.
The CHAIMMAN. Mr. Patton.

STATEMENT OF THOMAS F. PATTON, CLEVELAND, OHIO, REPRE-
SENTING REPUBLIC STEEL CORPORATION

Mr. PATTON. Mr. Chairman, my name is Patton. I am appearing
here on behalf of Republic Steel Corporation. I have about a 20-
minute statement.

Mr, B-yer, -vice proident and comptroller of the co!n any is with
me and he is intimately familiar with the tax and financialproblems of
the company. If, at the conclusion of the statement, you would like
to ask any questions, between us, we will try to answer them.

The Cnmix . You may proceed.
Mr. Parrox. Republic Steel Corporation is the third largest steel

company in the country. It operates steel and manufacturing plants,
mines, and warehouses throughout the United States. These facilities
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are today running at unprecedented ratos in the production of mate-
rials for use in the construction of tanks, airplanes, ships, guns, and
similar equipment essential to the successful prosecution nf the war.

The company at present employs approaimateIy 68,000 persons and-
has more than 62,000 stockholders, 48,000 of whom own 50 shares or
less. The welfare of the company is of vital concern to all the em-
ployees and stockholders of the company, to their families and to-
the communities in which the company's operations are located.

Republic Steel Corporation, as presently organized, dates from
April1930. As of January 1, 1942, it had a capitalization of approx-
imately $350,000,000 representing investment by holders of bonds, pre-
ferred and common stock. In the period 1930 to 1941, inclusive, the-
company spent $12287,000 on new construction and property im-
provements, the larger part of which represents 'orrowed capital.
The funded debt of the company as of January 1, 1942, amounted to
approximately $95,000,000. This debt must by contract with the
holders thereof be retired at the rate of over $5,000,000 per year.

We, in Republic have a full appreciation of the need for unprece-
dented amounts o revenue to carry on and win the war. We also
appreciate the complexity of the problem involved in the enactment
o a revenue bill which will produce the utmost in revenue and yet
be compatible with the preservation of a sound economy. Neverthe-
less, we feel that the tax bill enacted by the House of Representatives
contains certain inequities which will work undue hardship on Repub-
lic, its stockholders and employees. We shall now explain to you
what these inequities are and shall suggest methods by which they
may be corrected.

The first point we wish to urge upon you is that the gradation of
the excess-profits credit, based upon size, is unfair. The revenue bill
as presently written provides for an 8-percent credit against excess-
profits taxes on invested capital up to $5,000,000; for a credit of 7-
percent on invested capital between $5,000,000 and $10,000,000; of 6
percent between $10,000,000 and $200,000,000, and of 5 percent on

vested capital over $200,000,000.
In our judgment there is no fairness in, nor reason for this grada-

tion. In effect, it discriminates against the stockholders of large com-
panies, such as Republic, in, favor of the stockholders of smaller com-
panies. To illustrate in a practical way: If a small-company en-
gaged in the steel business, having an invested capital of $5,000,000
owned a single bar mill or sheet mill, it would be permitted to re-
tain earnings of 8 percent on its invested capital free from any
excess-prodlts tax. If, on the other hand, a mill or mills of exactly
the same character were owned by Republic, along with many other
mills, Iepublic would only be entitled to retain 5 percent on the
capital invested in such mills free from excess-profits tax.. Thus in
Republic's case the net earnings of such mills after taxes would be
less aimply and snlely because of Republic's size. This is not sound.
economics.

The stockholders of companies are the real parties at interest where
corporate taxes are concerned. There is no reason either in justice
or logic why a stockholder should be penalized simply because he
holds stock in a company with a large invested capital instead of stock
in a company with a small invested capital. Yet this is the net
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effect of the present proposal. In this respect the stockholders of
Republic, many of whom are women, elderly persons, colleges and
hospitals, suffer along with all other stockolders of other large
-companies.

Republic, with invested capital in the neighborhood of $300,000,000
is owned by some 62,000 stockholders, the average of whose holdings
is between $4,000 and $5,000 each. The invested capital credit as
proposed on i300,O00,000 is at an over-all rate of 5.7 percent. If
the company had only $200,000,000 invested capital, the invested capi-
tal credit would be at an over-all rate of 6.075 percent. Likewise, a
$100,000,000 company would have an over-all rate of 6.15 percent,
a $10,000,000 company would have an over-all rate of 7.5 percent- and
a $5,000,000 company would have an over-all rate of 8 percent. Thus
the $5,000 stockholder in the larger company is placed at a disadvan-
tage compared to the $5,000 stockholder in the smaller company, solely
on account of the relative size of the companies.

Modifications of tax rates have been made to lighten the burden
of tax on smaller companies. Here, however, we are dealing with
an excess-profit credit to determine what are the excess profits, and
the stockholder who has invested in the larger company finds that
what are excess-profits to him are normal profits to his neighbor
'whose investment is in a smaller company. This discrimination affects
adversely hundreds of thousands of stockholders who own the stocks
of our large publicly owned companies.

We strongly urge that the proposed gradation be eliminated and
that the credit on all invested capital be fixed at 8 percent. The
resulting yield from so-called "normal profits"l after the applica-
tion of the normal tax and surtax would be 55 percent of 8 percent,
or 4.4 percent on invested capital. Surely that is not too high.

The second point we desire to urge upon you is the inequity in
reducing the invested capital credit. In adopting the excess profits
tax under the Second Revenue Act of 1940 Congress characterized
,excess-profits as the amount of profits after deducting normal income
tax and in excess of a defined excess-profits-tax credit. The excess-
profits-tax credit provided for was either 8 percent of invested capital
or 95 percent of average earnings after normal income tax for a base
period of 4 years--1936 to 1939, inclusive.

In the steel industry in general, and in the case of Republic in par-
ticular, the base period earnings were substandard and the invested
capital basis offered the only reasonable excess-profits-tax credit.
When the Revenue Act of 1941 was enacted, it was provided that
-excess profits would be determined and the excess-profits tax applied
before the deduction of normal income tax. In recognition of this
-change, the allowable excess-profits-tax credit based on average earn-
ings was appropriately increased to 95 percent of the base period
teiirings before normal invome taxes--an increase of approximately
20 percent. As opposed to this increase, the excess-profits-tax credit
based on invested capital was reduced to 7 percent on all capital in
-=1Cc of $Q.,(A*OO{O-a reduction of approximately 12 percent.

The proposed new tax for 1942 logically allows the same extm-
profits-tax credit, based on average earnings for the base period, as
was allowed under the Revenue Act of 1941. But the excess-profits-
tax credit based on invested capital is again reduced to a graduated
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scale of 8, 7, 6, and 5 percent of capital invested. For a company with
$300,000,000 invested capital, this is a further reduction of approxi-
mately 18 percent.

Thus, since the enactment of the first excess-profits-tax law in 1940,.
the credit to companies on an average-earnings basis has increased,
whereas the credit to companies using the invested-capital method has
consistently and substantially decreased.

The increases in excess-profits-tax rates from a maximum of 60 per-
cent in 1941 to a flat rate of 90 percent in 1942 accentuate the hardship
upon and discrimination against the company whose excess-profits-tax
credit must be based on invested capital.

A further discrimination against the companies whose excess-profits-
tax credit is figured on the basis of invested capital is in the allowance.
on new invested capital. In the case of a company like Republic Steel
Corporation with some $300,000,000 invested capital, the additional
allowance on invested-capital credit for new capital is 5 percent under
the proposed new law, whereas 8 percent would be allowed on new
capital if the company wvere on an average-earnings basis, Or had low
invested capital.

The next point we desire to urge upon the committee is that income-
used for debt retirement should be exempt froni tax.

A company such as Republic must have some surplus earnings to
retire its debt, and at the same time have funds available to make con-
struction expenditures to meet technical and trade requirements, to
pay a moderate return to its stockholders, and to have soine balance
to carry over for loss years. In 1931 and 1932, Republic had a loss
totalling more than $20,000,000.

Following are the salient figures on Republic's operations for the'
first 6 months of 1942:
Sales --------------------------------------------------------- $252,201,00
Profit before Federal income and excess.profits tax --------------- 43,872, 000
Federal income and excess-profits tax (estimated) -------------- 35,800,000

Net income ---------------------------------------------- 8,072, 00
As heretofore stated, Republic is required by contract to retire each

year over $5,000,000 of its approximately $95,000,000 of outstanding
debt.

The proposal for a graded excess-profits tax base of 0, 7, A, and 5
percent will reduce the earnings of Republic to a point which will
make it very difficult for it to carry out its obligations for debt retire-
ment and at the same time have funds available for the other purposes
I mentioned.

We particularly call your attention to the requirements for new
construction, the larger part of the funds for which must be borrowed.

In the year 1937 Republic expended more than $39,000,000 for new
furnaces, mills, and equipment, and in the period 1940-41, it expended
$39,500,000 for new construction and equipment. Some of these ex-
penditures were for furnaces and mills which are today, in this critical
war period, a very bulwark in the war effort. The continuous strip
mills built by the steel companies are now producing ship plates in
unprecedented quantities and in tonnages which would have been
impossible without these large investments. If the enormous amounts
of debt which are incurred to build and establish steel plants are ever
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to be liquidated, the funds necessary therefor must eventually come
from earnings, and the earnings must be of sufficient amount in the
aggregate to warrant the debt retirement.

Unless the tax rates are to be reduced by a sufficient amount to pro-
vide for debt, retirement, we recommend that a portion of income
-equivalent to debt retirement be exempted from tax, or at least from
the exces;s-profits tax.

The final point we desire to urge upon the committee is the establish-
ment of a post-war credit.

We do not believe that the combined rates for normal and surtax
and for excess-profits tax should be confiscatory. We fear that the
rates as presently proposed are practically that. We strongly urge
that if the combined normal and surtax rate shall ultimately be fixed
at over 40 percent and the excess-piofits-tax rate at over 80 percent, the
law provide for a post-war credit of a percentage of income to be
refunded to the taxpayer in Government bond,. Taxes at rates higher
than those mentioned will prevent companies from laying aside any
of their present earnings to tide them over the readjustment period
which will inevitably follow the termination of the war. If some
provision is not now made to enable the companies to secure funds
for such purpose many companies will be forced into bankruptcy at
great loss to the stockholders and loss of their jobs to thousands of
-employees.

To summarize then, gentlemen, we urge upon you first, that the
invested capital credit be fixed af, a flat 8-percent rate, rather than at
the graduated rate set forth in tue bill adopted hy the House.

Second, that a portion of income equivalent to debt retirement be
exempted from tax, or at least from excess-profits tax.

Third, that if a normal tax rate is fixed at more than 40 percent,
and the excess-profits tax at more than 80 percent, that a post war
credit of percentage of income to be refunded to the taxpayer in Govern-
ment bonds be provided for.

Senator CONALLY, To what do you attribute the fact that the Re.
public made $8,000,000 in a very short period and lost $20,000,000 just
before thatI

Mr. PATrON. I attribute it to several things, Senator. In the first
place, in 1932, when it lost the $20,000,000, we were in the depths of
the worst depression-

Senator CoNNALY. I thought you meant they lost $20,000,000 right
lately.

Mr. PATTONq. That was in 1932, in the midst of the depression.
Senator CONNALLY. We all lost then.
The CrAnMAN. Even under Nis bill your average earnings can run

as high as your 10-year average earnings prior to 1940?
Mr. PATRON. Republic came into existence in 1930, just at the

beginning of the depression. It had to struggle to survive throughout
the whole depression.

The CHnAzIAN. I understand that, but I say: Even under the bill,
it is possible that you may earn more than you did during the average
period from 1930 up until the defense proguu was commenced?

Mr. PATrON. It is possible if you think that that is a fair average
earnings to take in the case ofa company such as ours.
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The COHArRMAN. I understand that., but I was making the inquiry
because I recall a case presented here in 1941 at which time the tables
of earnings were put into the record of this committee.

Mr. PAtrro. That is correct, Senator. We asked for a 6-percent
rate at that time, and now it is being reduced to 4.4 percent.

The CHAIRMAN. I understand that. Yes, sir. All right.
Senator BRowN. What rate of interest are you paying on that

$95,000,000 debt?
Mr. P,\TroN. On the bulk of it we are paying 41/2 percent, on a part

of it 5/., percent, and on another part 2 percent.
Senator BRowN. What would you think of a proposal that in the

case of a solvent going corporation such as yours, where this situation
arses, as I can see it well may in your case, where you will be unable,
with these higher rates, to meet both your Federal taxes and your debt
commitments, to have the Reconstruction Finance Corporation take
over that indebtedness and i efer it over a longer period of time.
Certainly at the rate of interest you state there, it would seem to
me it would be a good investment for the Reconstruction Finance
Corpgration.

Mr. PA7roN. You would put the Government in the banking busi-
ness on a big scale if you took over all the funded debt of industry.

Senator BRowN. We gave them $5,000,000,000.
Mr. PA7roN. We believe it would be better for the economy of the

country if the company were allowed to keep enough cash to meet its
funded-debt requirement each year.

Senator BROWN. That is decidedly unfair to the thrifty-I don't
mean that the Republic has not been thrifty, but it is decidedly unfair
to the taxpayer who is not in debt.

Mr. PATRON. We thoroughly appreciate that, and we believe that in
justice tosuch taxpayer, when he pays his tax, he might be given. very
appropriately, some Government bonds for some percentage of his
tax tobe used after the war.

Senator BitowN;. That is Senator Taft's idea, and it is fair to every-
body except the Treasury. Payment in bonds is a long way from
payment in cash. The Treasury needs the cash. We had that prob-
lem before this committee in another way in 1939, and it related to
the case of insolvent banks where the banking institutions were being
charged an income tax, the reserves of those institution;;, because they
were getting income all the way along and bonds and other securities,
and yet they were unable to pay their creditors, their depositors, a
hundred cents on the dollar, so in this committee, as I recall it, and
I think I do recall it accurately, we provided by omendmen$ which
was enacted, that the Federal Government would defer its tax collec-
tion until creditors had been paid a hundred cents on the dollar.
After they were paid a hundred cents on the dollar, if the corporation
or the reserve, the institution, had made sufficient money, they could

back and reassess that tax agaisLt them. I am quite sure that is
existing law with respect to insolvent banks. Now, such an arrange-
ment as that is not unfair to the Treasury, and it certainly is fairer
to that class of taxpayers who aren't in the condition that you are or
may be. It seems to me it is worthy of consideration.
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Mr. PATrON. You appreciate the problem exists to raMi the money
and we, in industry, will appreciate a consideration of our problem
however you finally determine to meet it.

The CvAnwAw. All right, Mr. Patton.
Mr. Kelly.

STATEMENT OP WILLIAM 1. KELLY, PRESIDENT, ARTHUR 3.
O'LEARY & SON CO., CHICAGO, ILL., AND PRESIDENT, MACHINERY
AND ALLIED PRODUCTS INSTITUTE

The CHAIRMAN. Mr. Kelly, bow much time will you desire t
Mr. KiELy. The statement that I had to present, Mr. Chairman,

would take some 30 or 35 minutes to read, which I assumed was more
time than you wished to give me, and so, with your permission I will
abstract it for you and take not more than 10 minutes.

The CHAIRMAN. Yes, sir; that will be all right in the interest of
time.

Mr. KELLY. I am W.lliam J. Kelly, president of Arthur J. OLeary
& Son Co., of Chicago, appearing as president of the Machinery and
Allied Products Institute.

The Machinery and Allied Products Intitute is a federation of
trade associations. The member companies of these various trade
associations are all capital-goods companies, and as the first paragraph
of the formal statement says, these companies produce the Nation's
facilities for production, transportation, communication, and
commerce.

Now, in order to save time, Mr. Chairman, I will review the recom-
mendations that we have made for your consideration in this more
formal statement, and I hope that the committee at some time may have
opportunity to refer back to our statement and review the arguments
that we have presented to substantiate the recommendations that we
are making. We think that there are grave dangers in very high
excess-profits rates. We believe there are serious dangers inherent in

these higher rates from the standpoint of their effect both on war
production and on the ability of corporations to finance the post-war
reconversion and reconstruction.

The impairment of war production arises from the effect of excessive
tax rates on the economy and the efficiency of operations, and on the
ability of corporations to finance the expansion of their war output.
Such rates affect adversely the ability of corporations to sustain em-
ployment during the period of reconversion after the war and to make
speedyand constructive adjustment to a peacetime economy.

This adverse effect results from the iinpairment of the financial
liquidity of corporations because of an excessive drain on their cash
position during the war. We, therefore, recommend:

First. That the maximum tax rate applicable to corporation profits
during the war be not in excess of 80 percent.

Second, that if, in the judgment of the committee a higher rate is
necessary, taxes paid in excess of 80 percent be held as a post-war
credit.

Third, that a post-war credit be made available generally to cor-
porations up to a prescribed percentage of their wartime tax pay-
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ments, whether these payments represent normal tax, surtax, or ex.
cess-profits tax.

Fourth, that this post-war credit be in the form of a special issue
of Government bonds transferred to the taxpayer as his credit ac-
crues, and that the proceeds of these bonds be available to the tax-
payer after the war, either through sale or redemption, to be used
for any purpose except the payment of dividends.

We think it very important, too that the act is equitable in the
determination of excess profits. We believe that the determination
of excess profits under provisions of the pending bill is subject to
serious inequities. In view of the very high excess-profits tax rates
necessitated by the emergency, the elimination of such inequities be-
comes increasingly important. To this end, we recommend: First,
that the normal tax and surtax be deductible before the excess-profits
tax, thus restoring the order of deductions provided in the Revenue
Act of 1940.

Second, that the average earnings credit be liberalized by allowing
100 percent of base-period earnings instead of 95 percent and by
permitting the choice of the best 3 years of the 5-year period, 1935
to 1939, in the computation of base-period earnings.

Third, that the invested capital credit be continued at the 8 percent
and 7 percent rates provided in the present act.

Fourth, that provision be made for the carry-back of unused excess-
profits-tax credits against the excess profits of prior years as well
as for a longer carry-over of such unused credits against the excess
profits of succeeding years.

Fifth, that provision be made for the allowance of increased de-
preciation for tax purposes due to the abnormal intensity of use of
productive facilities during the emergency.

Sixth, that provision be made for the deduction of reserves for
post-war inventory in line with the recommendation of the Treasury.

Seventh, that the capital stock and declared value excess-profits tax
be repealed.

That is the extent of our series of recommendations, Mr. Chair-
Wmi, and, as I said before, the arguments that we wish the privilege

of presenting to the committee for their study are listed in the formal
statement that I will not take your time to read.

The C AmMAN. Thank you very much.
Are there any questions, gentlemenI
(No response.)
The CHAIRMAN. There seem to be no questions, Mr. Kelly.
Mr. Kouy. Thank you.
The CaAx Nal. Thank you for your appearance.
(The following supplemental, statement was submitted by Mr.Kelly :)

SUPFLEMUTAL STATEMENT OF WrLLIAM J. KEULY, PRWsDZNT, ASraEM J. O'L&XVz
& SON Co., CHICAGO, IML, SEAXING AS PaSIDENT OF TE MACMNEIY AND ALzmv
PuosucTs INsTwiru

Mr. Chairman and gentlemen of the committee, I wish first to express my appre-
elation of the privilege of presenting the views of the Machinery and Allied
Products Institute on certain aspects of the pending tax bill. I say 'certain as-
pects" advisedly, since I do not propose on this occasion to cover the bill compre-
hensively. This does not Imply that the interest of the organization I represent is
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limited to the particular features on which I shall comment. The contrary is the
case. It means only that I prefer to concentrate on certain aspects of the bill
which are of peculiar interest to the capital-goods manufacturers who compose
our membership, and who produce the Nation's facilities for production, trans-
portation, communication, and commerce.

The necesaities of the emergency have led to a general concurrence of views on
at least one principle of wartime taxation: The increase In tax burdens, both on
individuals and on business enterprises, can stop only at the point where the
unfavorable effects of additional taxes, from the standpoint of the national inter-
est, exceed in Importance the additional revenue derived. I assure you that this
principle has the wholehearted acceptance of the industries I represent.

In considering the problem of the maximum tax rates on corporate profits de-
firable from a national standpoint, it is necessary to distinguish corp rations
which are unable, for one reason or another, to participate In war production, and
whose taxable earnings are Impalred by the emergency, from companies which
have managed to fit into the program, and whose taxable earnings have been sus-
tained or improved. As applied to the former, the problem of maximum tax rates
concerns the normal tax and surtax; as applied to the latter, it concerns chiefly
the excess-profits tax.

Because the manufacturers of capital goods whom I represent have generally
found their place in war production, they are primarily concerned with the prob-
lem of excess-profits tax rates. If In the present discussion I concentrate on
Pxces-profits taxes, it is not because we are uninterested in the fate of business
enterprises, predominantly small companies, In danger of becoming casualties of
the war because of their inability to participate in essential production, or in the
impact of normal taxes and surtaxes upon such companies. We recognize the very
great Importance, from the standpoint of national economic policy, of preserving
small business during the emergency and are gratified that both Congress and the
administration are giving this problem their earnest attention. I pass over the
question of normal tax and surtax rates chiefly because It is certain to be ably
and eloquently presented to the committee by others.

In discussing excess-profits taxes, I have a two-fold purpose. First, I wish
to indicate some of the dangers and disadvautages Inherent In very high excess-
profits tax rates. Second, I wish to emphasize the importance of an equitable
determination of excess profits, and to point out certain deficiencies In the
methods proposed In the pending bill.

1. DANGER IN VERI Hi0H ExCEs-PSOITS TAX RATES

The dangers Inherent In very high excess-profits tax rates may be considered
from the standpoint of the effect of such rates (1) on war production, and (2)
on the ability of corporations to finance the post-war reconversion and recon-
atmetlon.

Effect of high rate# on war production

The impairment of war production from excessive taxes on profits may arise
both from a diminution of the economy and efficiency of production and from
a lack of funds for financing the necessary expansion of operations. Let me
dIscuss these effects in order.

Effect on economy and efficie"y.-It Is obvious that if a tax rate of 100
percent Is applicable to any portion of the net income of a corporation there
remains no financial reward for additional effort on the part of the company

,and no penalty for waste, extravagance, and inefficiency. go complete an
extinction of incentive is generally r eogniz7d as 'unwise public policy. In the
mass, producers will not put forth their maximum effort, or seek the maximum
of efficiency and economy, in the total absence of financial compensation.

Let me quote a pertinent paragraph from a recent work by three British
students of this problem.'

"Under a 100 percent excess-profits tax, once a firm is well past Its standard
revenue, it cannot only derive no financial advantage from well-planned busi-
ness efforts, but also (what is more obviously serious) it can often avoid any
financial loss even though Its efforts are badly planned. The money which the
businessman Is administering becomes, so far as extra expenses and extra

A The Taxation of War Wealth, 1941, by J. R. Hicks, U. K. Hicks, and L. Rostas pp.
45-46.
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receipts are concerned, not his own but the Government's; he is suddenly-
converted into a civil servant, though he has not been trained as such; while
instead of the detailed Treasury supervision usually considered necessary in
the case of people who are administering public money, there is nothing but
the ordinary provisions against income-tax evasion, to see that his money is not
misused."

A similar conclusion was expressed recently by the staff of the Joint Com-
mittee on Internal Revenue Taxation In a report to the Ways and Means
Committee of the House.

-In our statement to the committee the other day, we stated that it is m-
possible to tax the entire war profits from a practical standpoint. This is
because, (1) some allowance must be made for the margin of error in deter-

mining income, (2) income is not always in the form of money or liquid assets,
and (3) under a too high excess-profits tax, there would be no tendency to hold
(osts down to a reasonable basis. Demands for increased wages, advertising
expenses, overmaintenance, and bonuses might result, and the Government and
not the taxpayer will be the loser. By such methods, not only are resources
wasted which are needed In war production, but the amount which the Gov-
ernment is required to pay for the facility or product is unnecessarily increased.

While there is general agreement that It is unwise to tax at a 100-percent
rate any portion of corporate profit, there will always be differences of opinion
as to the desirable upper limit of excess-profits tax rates. No strictly scientific-
test is possible. We believe, however, that the rate of 90 percent proposed ia
the bill is clearly too high. It leaves the taxpayer only $1 out of every $10 of
excess profit, which we consider an inadequate incentive for efficiency and
economy. We urge that the maximum rate be not over 80 percent, leaving the
taxpayer at least $1 out of every $5.

As you know, a maximum rate of 80 percent has commended itself repeatedly
to the judgment of legislative bodies under war conditions. This was the
top rate applicable in this country, as well as in'Great Britain and Canada,
during the first World War. It is at present the maximum applicable in
Britnin, if we consider the post-war credit of 20 percent now in effect to be
the equivalent of a deduction from tb nominal rate of 100 percent, and will
be the maximum In Canada under a similar arrangement proposed In the
Budget now under consideration.

We concur heartily In the position taken recently by the Chairman of the
War Production Board, Mr. Donald Nelson. in a letter to the House Ways and
Means Committtee, that the tax rate applicable to the highest bracket of
corporate Income should not exceed 80 percent, but that If it does so the tax
paid at rates In excess of this precentage should be held for refund to the
taxpayer after the close of hostilities. Our preference for limiting the top
rate definitely to 80 percent rather than placing it above that figure with a
post-war credit for the amount of the excess Is due partly to the fact that a
pro-pective post-war refund I a lees effective incentive to eonnmy and efficiency
now than a current tax abatement of like amount, but chiefly to the fact that
funds paid out during the war at rates In excess of 80 percent, even though.
subject to reftmd at the close of hostilities, are not available to meet the
needs of the taxpayer for the expansion of facilities and working capital during-
the emergency. In many cases the need for such funds is acute, as I shall
indicate in a moment.

Nffeao wpon the eepeaafon of wcar product m.It is common knowledge that
the emergency has made prodigious demands on war contractors for the expan-
sion of facilities and output. Many of these contractors, as I know from contest
with member companies In the capital goods field, have experienced, and are
experiencing still, the greatest difficulty Ii financing the expansion of fixed and
working capital incident to the increase in their production. They have had to
rearrange and reequip their plants, and to construct additions, and have had to
build up Inventories of raw materials and work in process vastly in excess of any
previously carried. They have experienced an additional drain of funds into the
financing of an increased portfolio of recelvables.

In many ease@ It has been possible to meet these demands only by heavy bor-
rowing at banks, by securing advance payments on contracts, and by Fimilar
expedlents. Even then the maintenance of an adequate cash position has been
possible only because of an increase in liability for unpaid Federal taxes, result-
Ing from the fact that income and excess-profits taxes are paid during the year
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following the year in which they are accrued. This lag has provided a temporary
source of expendable funds which will cease to be available when the payment
of prior yeae Federal taxes equals the current rate of accrual.

We recognize, of course, that the impact of the war program on the financial
position of corporations has varied widely, but we believe that the situation
described is sufficiently prevalent, and sufficiently important, to confirm the con.
cluson reached in the preceding section of this discussion that the maximum tax
rate applicable to corporate profits should in no case exceed 80 percent, and that
.a limit at this point is preferable, as a matter of national policy, to a higher limit
accompanied by a provision for the post-war refund of tax payments at rates
above 80 percent,

BRfect of high rates on post-war readjustnent

We are convinced of the preeminent importance of securing a strong cash post-
lion for American industry during the period of readjustment after the war.
This is desirable not only for capital goods manufacturers, who hope thereby to
Increase the sale of their product during the readjustment period, thus stabilizing
employment In a critical area that contributed much of the unemployment In the
depression of the thirties, but also for the economy as a whole. Without a satis-
factory degree of financial liquidity for business, the problem of sustaining em-
ployment during the period of reconversion, and of accelerating and shortening
the reconversion process, will be greatly aggravated.

It requires little reflection to recognize that the cost of getting back into
peacetime production after the war will be very great In innumerable cases.
This is especially true where the corporation concerned is engaged during the
war In manufacturing military material unrelated to its normal products. In
such cases, it will be necessary, before income can be obtained from civilian
p-roduction, to overhaul and retool machinery that can be converted, to purchase
new machinery, to reorganize plant lay-outs, to retrain labor, and to acquire
a new inventory of raw materials and goods in process. Frequently the evolu-
tion of technology during the war, the availability of new materials, and altered
patterns of consumer demand will require extensive work in the designing and
development of new products before production can be resumed. During this
interval of transition and lack of income, contractual debt retirements must be
met, current liabilities must be liquidated, and heavy payments must be made
on Federal tax liabilities carried over from the preceding period of war
prosperity.

Even where the corporation's contribution to the war effort has consisted in
vastly expanded output of its normal peacetime product, as in the case of many
machine-tool companies for example, the financial demands of the post-war period
may nevertheless be very heavy. While the reconversion expenses will be
minor compared with those of a company that has been making war products
unrelated to its usuaI line, many companies of the type I am now discussing
will find their post-war market "relatively saturated because of the availability
,of a part at least of the enormous stocks of their products which have been
built up during the period of war production, and which are offered in the
market after the close of hostilities in competition with new units of the
same type. Companies In this predicament must meet their debts, must main.
tain their organization, must carry the expanded facilities surviving the war,
must attempt if possible to develop new lines for which a market is available,
must pay off their carry-over of Federal tax liability accrued during the war,
and must finance operating losses during the period of slack business.

I do not imply that these two cases by any means exhaust the variety of
situations that will occur during the transition to a peacetime economy. They
are sufficient, however, to indicate the nature of the problem. It seems quite
evident that a very large number of companies, embracing a sizable if not a
major portion of the industrial resources of the country, will find the post-war
transition a tremendous drain on their cash resources.

It is true that many companies will be able to obtain a substantial amount
of cash from the liquidation of the inventory of materials on band and in
process at the close of the war, and from the collection of accounts receivable.
There are other cases, however, in which heavy inventory losses will be taken
and in which the cash realization from the liquidation of wartime inventory will
be problematical. Such funds as are obtainable from this source, and from the
collection of receivables, will frequently be swallowed up in operating losses,
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and will be unavailable for the renovation of facilities and the expansion of
production Into new fields. It is Impossible to foresee precisely either the
prevalence or the gravity of the difficulties of which I am speaking, but there
is sufficient certainty of their general occurrence to warrant concern, and to
justify the taking now of steps calculated to alleviate them.

One measure of alleviation I have already suggested-namely, the limitation of
wartime excess-profits tax rates to a maximum of 80 percent. This will permit
corporations to salvage one dollar of excess profits out of five for the purpose
of strengthening their financial position and building up reserves for use during
the post-war transition, The considerations just advanced lend added force to
our request that If, in the judgment of the committee, it is necessary to recom-
mend a maximum rate In excess of 80 percent, taxes paid above that percentage
be refunded after the war to help In the financing of readjustment.

This measure of relief must be considered very modest indeed in the light of
the probable need of corporations for funds atter the war and shoouId be regarded
definitely as a minimum program. We believe that it would be a wise policy to
go beyond this limit and to provide a post-war credit up to a prescribed per-
centage of all tax payments, whether for normal tax, surtax, or excess-profits
tax. This broader program would make available a post-war reserve not only for
companies reporting excess profits during the war, but also for less fortunate
concerns. There is no reason to suppose that difficulties in financing the post-
war transition will be limited to companies that were able to show excess profits
during the war. It may even be desirable to make available a post-war credit for
individuals as well as for corporations.

We feel strongly that a post-war credit, whatever the extent of its application,
should be in the form of Government bonds transferred to the taxpayer as his
credit accrues. These bonds might be non-interest-bearing and nontransferable
until the end of hostilities, when they should become negotiable and should begin
to accrue Interest. The proceeds should be available to the taxpayer after the
war, either through sale or redemption, In accordance with his requirements, end
should be usable for any purpose except the payment of dividends.

11. EQTABLA DraHUrNAON OF EXCEsS PROSTs

I come now to the second part of my discussion, which has to do with the
measurement of excess profits for tax purposes.

If excess profits are to be taxed at the very high rates required by the emer-
gency, it becomes increasingly important that they be accurately and equitably
determined. I wish to indicate certain defects and Inequities in the measurement
of excess profits proposed in the pending bill, many of which are merely continua-
tions of defects in the act now In force.

Reversal of deductions

The Revenue Act of 1940 provided for the deduction of normal tax m nd surtax
before the computation of excess-profits net income. In the 1941 act, this order
of deduction was reversed, making the excess-profits tax apply first and the normal
tax and surtax afterward. The present bill proposes a third method by dividing
the net income Into two portions, one of which Is subject to excess-profits tax
alone, and the other which is subject only to normal tax and surtax. .1;

This proposed formula represents a decided Improvement over that of the 1941
act, since it avoids the application of normal tax and surtax to excess profits
remaining after the application of the excess-profits tax. We believe, however,
that the correct formula is the one embodied in the 1940 act and subsequently
abandoned, and we urge its restoration by amendment of the pending bill.

In our view, what are sometimes loosely called profits before taxes are not
In any proper sense profits at all. They represent merely an intermediate calcu.
lation in the derivation of true profits, which are the remainder available to the
company after taxes are paid. We believe, therefore, that "excess" profits can
properly be measured only after all taxes other than excess-proflts taxes have first
been deducted. We hold that as a matter of principle a corporation should be
allowed free of excess-profits tax an income equal to its pre-war, or base-perlod
profits after all base-period taxes, or, alternatively, an income, computed after
all current-year taxes other than excess-profits taxes, equal to the prescribed rate
of return on its Invested capital. This principle can be satisfied only by a return
to the 1940 basis.

76o9--42-vol. 1-59
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IMmrUsation of credits
A provision of the present act, which the bill proposes to continue, allows only

95 percent of the base-period net Income as an excess-profits tax credit. We have
never discovered any rational Justification for this limitation, and request that the
credit be Increased to 100 percent of base-period earnings.

While the amendments to section 72 proposed in the bill facilitate the correction
of Inequalities resulting from abnormal base-period net income, and are, therefore,
to be highly commended, we believe the regular computation of base-period earn-
ings should be modified to permit the taxpayer to elect his best 3 years of the
5-year period 1936-39, instead of requiring him to average the 4 years 1936-89 with
no choice of years within the period. The change we propose will make possible
a nearer approach to equity between capital-goods companies, whose earnings
were abnormally depressed during a considerable part of the period 1908-39
and consumption-goods companies whose earnings showed, on the whole, a higher
degree of stability and a more satisfactory level. The election of 3 years out of
5 would permit the former class of concerns to approximate more nearly to a fair
standard of normal earnings.

The proposal to reduce the invested capital credit to 6 percent on capital
of $10,000,000 to S200,000,000, and to 5 percent on capital In excess of
$200,000,000, represents, we believe, an unjustifiable reduction in the credit
available to large companies using the invested capital method. These rates
of 6 and 5 percent are not only lower than the rate used in our excess-profits
tax of the First World War (8 percent), but are below those allowed in present
British and Canadian excess-profits taxes where circumstances require the
computation of the credit on an Invested-capital basis. We believe they are too
low for a fair measure of excess profits, and urge that the Q and 7 percent
credits in the present law be continued.

Carry-back of looses ad unused etcess-prolts tga credit

The institute I represent has repeatedly urged before committees of Congress
the desirability and the justification of extending to 6 years the period during
which losses and unused excess-profits tax credits can be carried forward
against the income of subsequent years. I shall not dwell here on this recom-
mendation, except to state that we continue to urge it as a measure of funda-
mental equity in the application of taxes to companies in industries, such as
the capital goods industries, subject to wide and erratic fluctuations In
earnings.

The unusual conditions now obtaining in the field of corporate taxation,
and likely to obtain in the post-war period, justify the addition of a further
recommendation; namely, that corporations be permitted to cariy back losses
and unused credits against the income of prior war years. As you are aware,
this has been a provision of the British excess-profits tax since its inception.
The privilege of carry-back assures that the taxpayer will pay on his excess
profits for the war period as a whole, after offsetting against the excess profits
of years showing such profits, the unused credits of other years within the
period. This result Is not only just to the taxpayer and to the Treasury; it
secures equity between taxpayers whose earnings during the war period are
stable and others whose earnings are subject to wide fluctuations.

Proviso for aocelerated depneteon

An equitable determination of excess profits does not depend alone upon
a proper drawing of the line between such profits and normal profits. No
formula, however accurate, can give a fair measurement of exces profits
unless the taxable net income to which the formula in applied is itself properly
determined.

A serious defect in recent revenue acts and in the proposed bill, which results
in an overstatement of taxable net income, in the failure to provide a statutory
authorization for the allowance of accelerated depreciation on productive facili-
ties subject to abnormal intensity of use In war production. We refer par.
ticularly to facilities on which the normal depreciation rate allowed by the
Treasury Is predicated on one-shift operation, and which are now operating two
shifts or more
. This intensification of use results in most cases in a shortening of the re-

maining life expectancy of the facilities involved, a result that should be reccg-
nixed in the allowance of excess, or accelerated, depreciation. Such an allow-
ance has proved exceedingly difficult to obtain from the Treasury under the
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present regulations, which place an onerous If not impossible burden of proof
upon the taxpayer. He must demonstrate conclusively his claim for increased
depreciation, when in the nature of the case ths claim turns on anticipations of
the future which, however reasonable, may always be contested by skeptical tax
officials.

We believe that taxable net Income, and therefore excess profits, cannot be
fairly determined under these stringent requirements, and we urge, therefore,
that statutory provision be made for the allowance of accelerated depreciation
on some reasonable and conservative basis that does not demand of the taxpayer
conclusive demonstration of a matter that does not admit of absolute proof. We
offer the tentative suggestlon--and it Is no more than that-that corporations
be permitted to Increase their depreciation deduction above normal by one-half
the ratio by which machine hours, or other measure of intensity of use of
facilities, exceed normal.

Provision for hit'ntorV reserves

Another factor whihh leads to an overstatement of taxable net Income, and
therefore of excess profits, Is the inclusion in Income of inventory appreciation
due to rising commodity prices.

The paper profits resulting from such inventory appreciation do not represent
cash available for the payment of taxes. They are Impounded In the Inventory,
hence their taxation results necessarily in a drain on the cash position of the
taxpayer. Moreover, such profits are certain in many cases to prove temporary.
and will be offset by price declines after the close of hostilities. It is, therefore,
exceedingly doubtful whether they should be included in Income subject to war-
time taxation.

The importance of this problem has been recognized by the Treasury, which
has recommended a provision for inventory reserves in the following language:

"The Treasury therefore proposes that taxpayers be permitted to establish
temporary reserves for possible future inventory losses, these deserves to be
deductible in computing taxable Income. The maximum amount to be added
to the reserve In a year of rising prices, and hence to be deductible in comput-
Ing income for that year, will be equal to the approximate amount by which
price inflation has increased the value of the basic Inventory during the year.
Similarly, In a year of declining prices, the taxpayer would be required to sub.
tract from his reserve, and hence to include in his income, the approximate
amount by which price deflation has reduced the value of his basic Inventory
during the year."

We wish cordially to endorse this recommendation of the Treasury and to
urge its favorable consideration by the committee.

Repeat of capital stocks and declared-value excess-proftte tax

I come now to the last point In my discussion, the so-called scissors tax. The
continuance of this tax appears to have nothing to recommend It except that it
provides a nrcdest amount of revenue. I do not need to tell the committee that
it does so at the cost of continuing annoyance to the taxpayer, &nd a good deal
of additional labor In the preparation and auditing of tax statements.

That this levy produces a small revenue cannot support It once the principle
is adopted which I have advocated in this discussion, that the regular excess-
profits tax should be placed at the highest point justified by considerations of
national policy. Whatever that point may be, there Is obviously no excuse for
superimposing a further levy not taken into account In its determination. We
therefore respectfully recommend the abolition of the scissors tax, in line with
the recommendation of the Treasury.

The CHumMAN. Mr. Farrar, do you wish to sit down or you may
stand; just as you please.

STATEMENT OF W. W. FARRAR, PRESIDENT, COOK NEAT TREATING
CORPORATION, LOS ANGELES, CALIF.

Mr. FAUAU. My name is W. W. Farrar. I am the president of
Cook Heat Treating Corporation, of Los Angeles. Our business is the
heat treating or the tempering of metals.
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This is an appeal of a small progressive company asking your
consideration of a change in the proposed amendment in the House
revenue bill for 1942 in which taxpayers reporting on a fiscal-year
basis will be required to report that portion of the 1941-42 fisca*l-
year income falling in 1942 under the 1942 Revenue Act. We refer
to section 108 entitled "Taxable Period Embracing Years with Dif-
ferent Laws."

Our company does commercial heat treating and in 1939 saw the
handwriting on the wall. We began to expand our facilities for
the processing of defense and war materials. We have been sucess-
ful in the processing of aircraft parts and at present approximately
98 percent of our production is for aircraft and tanks. In the past
fiscal year our volume has increased approximately three times over
the 1938-39 fiscal year. In order to handle this increase it has been
necessary for us to apply all our retained income to the purchase
of additional equipment, facilities, and working capital to process
war goods.

At present we have made commitments for two large furnaces for
the processing of aircraft tools for Wright Field.

Senator CONNALLY. Is the Government financing any of those im-
provements ?

Mr. FARAit. No, sir- not at all.
Senator CONNALLY. You are doing it all yourselves?
Mr. FARRAR. Yes, sir.
Senator CONNALLY. Your own company?
Mr. FARBAR. That is right.
Senator CONNALLY. All right.
Mr. FARiR. These furnaces ire shipped and should arrive at our

plant by this week and they must be paid for some time in August.
We are also erecting another 60-foot addition to our building to
house furnaces for heat treating armor plate.

Our plant, we feel, is vital to war production. Day after day
we get demands from our customers for increased production. As
a result of our expenditures we are confronted with a serious finan-
cial problem.

We realize that both your committee and the House Ways and
Means Committee have a tremendous job in writing a revenue bill.
We have read the House Ways and Means Committee report relat-
ing to this proposed amendment. Our main point of appeal is based
on the fact that we, as a fiscal-year company, after estimating taxes
according to the 1941 act, have made commitments, which, with
added impact of this new and unexpected additional tax burden.
may seriously retard future increased production. It is further our
belief-and we fully recognize the urgent need for revenue in the
prosecuting of the war-that a taxpayer should be allowed to operate
a full 12-month period under one tax law, so as to be able to rea-
sonably plan the financing of its production at least that far ahead.
In this particular ifistance the calendar year taxpayer was fore-
warnec of substantially higher taxes to come, while fiscal year tax-
payers have operated under the policy of applying current revenue
bills to taxable years beginning after December 81 of the prior
year, and were totally unprepared for this severe financial impact.

Our books were closed June 30, 1942, and our financial plans corn.



REVENUE ACT OF 1942

pleted and commitments have been made after determining our tax
ability under the Revenue Act of 1941.

We are doing our utmost to produce war goods and are not com-
plaining of the tax burden, but we had no way to anticipate this
additional burden under this proposed amendment. Consequently,
with plans already effected, we are seriously overobligated without
having provided for this additional outlay of cash. Therefore, we
ask your earnest consideration of our proposal that the effective date
of this amendment be changed to start with taxable years beginning
after December 81, 194L

We respectfully request favorable consideration be given this mat-
ter as we are one of many taxpayers who are in a similar position.

The CmArngAN. Any questions by the members of the committee?
Senator CONNALLY. When did you change your fiscal year?
Mr. FAwnAE. 1937.
Senator CONNALLY. So, under that you didn't have to pay the higher

taxes last year on a calendar basis?
Mr. FaRan. No, sir.
Senator Co&xALLY. No. With the expansion and all that, you will

be able to make-with all these expansions that you are making,
you will have a bigger output and make more money than you would
if you kept it on the old basis, and thereby be better able to pay the
taxes?

Mr. FAwniE. Our expenditures have been so great by the increased
production.

Senator CONNALLY. Well that is yours, not ours. It belongs to your
company, the expansion. You got the benefit of it, didn't you?

Mr. FAURNA. Well, perhaps so.
Senator VANDzNBErG. Is it of any use to you after the war?
Mr. FARR. No, sir.
Senator CONNALLr. How do you know ?
Mr. FaMaaR. Because our business is predicated on the oil-tool busi.

ness. A commercial steel-treating business plant can only go so far.
You can't expand indefinitely. When your customers have work that
is sufficient or economical for them to put in their own plant, they
do it, so the commercial shop keeps more or less on an even keel.

Today we are expanding largely and greatly because we have so
much war materials dumped in our lap.

Senator B wxmzr. This advantage that you speak of because of the
difference in the calendar year wi only apply to this year. After
this year it will level out?

Mr. FARNAn. That is right; yes, sir. After this .year we will be
in a position to know what is going to take place and to regulate our
finances accordingly.

Senator TArr. When -rates are reduced you will pay the higher
old rates for 6 months longer than the companies that are on the
standard year.

Mr. Fianaa. Yes, sir; that is very correct.
The CRAXUMAN. All right, Mr. Farrar. Thank you.
Mr. FARRANi Thank you, gentlemen.
The CuAmmAN. Mr. Savoy.
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STATEMENT OF PREW SAVOY, WASHINGTON, D. C., REPRESENTING
THE DIRECTORS OF THE LINEN THREAD CO., INC.

Mr. SAvor. My name is Prew Savoy. I represent the directors
of the Linen Thread Co., Inc., a Delaware corporation, who are very
large stockholders in the Linen Thread Co., Ltd., of Glasgow, Scot-
lan, in connection with the change proposed in existing law by
section 143 of H. R. 7378.

The Linen Thread Co., Ltd., owns 100 percent of the stock of an
American subsidiary-the Linen Tlnread Co., Inc., and a substantial
number of shares in another American thread .company. It has
maintained an office in New York City since 1937, where an employee
of its subsidiary for many years looks after its investments. It does
no other business in the United States.

Under existing law (sec. 231 of the Internal Revenue Code), and
since 1938, if a foreign corporation is "engaged in trade or business,"
or "maintains an oce or place of business" in the United States, it
is required to file an income tax return in the same manner as a
domestic corporation, and is then entitled to the deductions connected
with its doing of business or its maintenance of an office.

If a foreign corporation meets neither of these requirements, then
the taxes are withheld at the source and it files no return.

Since 1937 the Linen Thread Co., Ltd., has filed returns and has
sought to pay the same tax as would a similarly circumstanced Amer-
ican corporation. The bill takes away this right.

It is proposed in section 143 of H. R. 7378 to make a single test
for a resident foreign corporation, namely, the carrying on of trade
or business. In other words, if a foreign corporation maintains an
office to look after its securities and investments and is not engaged
in trade or business, then it will not be considered a resident foreign
corporation, and will not file an income-tax return and will not be
entitled to any deductions, but a tax will be withheld at the source,
as in the case of all other nonresident foreign corporations. If it
engages in trade or business to any extent, then it will continue to file
returns and take deductions.

This change certainly appears very illogical, when considered to-
gether with the change proposed in section 118 of the bill. It is
proposed in section 118 to permit an individual to deduct the ex-
penses paid or incurred for the production and collection of income,
or for the management, conservation, or maintenance of his prop.
erty. After these many years of income-tax law, for the first time it
has been finally realized that a person may maintain an office to pro-
tect his securities and investments and not be engaged in trade or
business, and that such an individual should be permitted to deduct
the operating expenses in connection with that office. And I believe
that this is entirely right. But that is exactly what Congress did in
1936-with respect to foreign corporations, many of which maintain
and office purely to look after investments, when Congress enacted
section 231 of the present law. If it is a fair and reasonable measure
to adopt in the case of individuals, and I agree that it is, there hardly
seems to be any logic in changing the law back with respect to foreign
corporations which maintain such an office in the United States.
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At the hearings before the Ways and Means Committee and the
Senate Finance Committee, prior to the adoption of the 1936 act, it
was clearly demonstrated that it was administratively impossible to
collect the correct tax from all nonresident aliens who had income
from American sources. This led to the adoption of a plan whereby
foreigners riot having a place of business or an office here were no
longer required to file tax returns as they had been before 1936, and
in lieu thereof, a uniform flat rate of withholding tax was imposed
on all payments of income to nonresidents. This flat rate was cal-
culated to bring in approximately the same aggregate tax that would
have been obtained had it been possible to correctly administer tax
returns as they apply to residents to all nonresidents.

Senator TArr. I don't quite understand your case. You have got
an American company operating in this country.

Mr. SAvoY. Yes, sir.
Senator TArt. And the stock is all owned by a Scotch company?
Mr. SAVOY. That is right sir. A hundred percent.
Senator TAFT. And the Scotch company has been making returns

up to this time in this country?
Mr. SAVOY. That is correct, sir.
Senator Tmrt. Making returns-
Mr. S*voy. On the dividends and interest received from the Ameri-

can subsidiary.
Senator TArt. How is it changed here What happens after this

goes into effect?
Mr. SAVOY. It maintains an office here, but does not engage in

trade or business. This new bill limits these provisions to foreign
corporations engaged in trade or business but if it has an office
merely to look after its investments, it will not any longer file a
return.

Senator TmrF. Then what happens? What is the result of that?
Mr. SAvoY. A withholding tax is paid which is six and a half times

larger than a similar circumstanced American corporation would pay.
If the parent company were an American corporation, it would have
the 85 percent credit for dividends received from its subsidiary and
would pay a tax at the normal rates and excess-profits tax.

Senator TArt. The purpose of these amendments wasn't particu-
larly to reach that kind of company, I don't think.

Mr. SAvoY. Yes, it was; definitely, sir. The recommendations
made by Treasury were to the effect that companies having a nominal
office were getting the benefit of such provisions that applied to
American corporations and it was suggested that a single test should
be made, that the single test should be "being engaged in trade orbusiness."I

Senator TArt. If there were no Scotch company-the stockholders
of the Rcotch company are Scotchmen?

Mr. SAVOY. Some of them are, but there are very large holders who
are Americans who hold very large blocks of stock, in excess of
100,000 shares. They are the persons in whom I am interested.

Senator TAm. The American company, of course, pays its own tax
on its own operation ?

Mr. SAvoY. Yes, sir.
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Senator Tmvr. And the question is reaching the dividends that go
to the Scotch company, to its stockholders?

Mr. SAvoY. That is correct.
Senator TArr. If those stockholders were stockholders doing busi-

ness in this country, they would be subject to the withholding tax I
Mr. SAVOY. Well, if the Scotch corporation were doing business-
Senator TAr. If there were only one company doing business in this

country, then all the dividends going to Scotchmen, and so forth, would
be subject to the withholding tax?

Mr. SAvoY. That is correct.
Senator TAFr. The Treasury's purpose is to say that should be the

same even though it goes through a Scotch company, I suppose?
Mr. SAvor. No; I don't think it is that.
Senator TAFr. Or a foreign holding company, in effect?
Mr. SAVOY. They are not doing it with respect to one that engages in

trade or business.
Now, there are some of our competitors that do probably a thousand

or two thousand dollars worth of business and yet receive a million
dollars in dividends. They will not be affected by this amendment.

Senator TArr. Perhaps you had better get into business.
Mr. SAVOY. That may be so for the future. I think I needn't go any

further to that point, if it is clear. I have another page or two of argue
ment in connection with it, which is in the statement I ask leave to file.

The CHAMMAN. Very well.
Mr. SAvoY. If the law is to be changed, however, we ask that it be

prospective. When this bill becomes a law, the year will probably be
over, the dividends will have been declared and paid, and our status
will he changed retroactively, so we ask if you are going to make that
change, you make it for the year after the current taxable year for the
reason that our tax rate will be increased about six and a half times
what it would be under existing law.

Finally again, if you conclude that you should make this change
for tax or any other reason, we ask that you write your report in
such a way as to show what the existing law is. There iq eon-
siderable confusion resulting from what was done on the House
side; there were no hearings and the recommendation made to
the House by Treasury was to the effect that corporations had estab-
lished a nominal office and were avoiding the treatment accorded other
nonresident foreign corporations. They indicated that under existing
law, you were correct if you had merely a nominal office to report in-
come as a resident foreign corporation. Then in the House report,
while suggesting that only one test be put into the statute, namely,
being engaged in a trade or business, it was suggested that there was
considerable uncertainty under existing law. This I consider to be a
deliberate attempt to try to change the present law with respect to the
years 1986 to 1941.

Now, there is considerable litigation pending in variotis stages in
the Bureau of Internal Revenue and before the Board of Tax Appeals
and before the courts, and we stiggest that changing the rules with
respect to existing law at this time, after foreign corporations have
established their offices in good faith, is not the sort of thing which
this committee or the Ways and Means Committee would permit when
their attention has been called to it. No attention has been called
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to the Ways and Means Committee, as this happened after all the
hearings had been closed. Therefore, we ask that if the change is
made, the report clearly show that a foreign corporation having an
office or place of business to look after its investments while not en-
gaged in trade or business under existing law is required to file a
return and is entitled to deductions and credits but that this will not
be peritted in the future.

Senator T-r. Mr. Savoy, under the practice you have been fol-
lowing, what happens when the Scotch corporation made its return,
took the dividends-paid credit, and paid a tax, then, if it took the
dividends to Scotch stockholders, was there any deduction from those
dividends I '

Mr. SAvoy. No. We would not subject those dividends to any
tax. Now, the dividends paid the American stockholders would be
subject to tax.

Senator TAwr. Well, of course, American stockholders would pay
those ?

Mr. SAVOY. Yes, sir.
Senator TArr. But I wondered: In other words, you get the advan-

tage of the American law by getting the dividends-paid credit but
then you don't have any deduction against the money that goes to
Scotch stockholders I

Mr. SAvoy. That is right.
Senator TArr. In that way, you are not like an American corpora-

tion.
Mr. SAVOr. Well, no. I am apparently confused in your question.
Senator TArt. Well. I don't know anything about it.
Mr. SAVOY. The dividend of a million dollars is paid by the Ameri-

can subsidiary to the parent. Now, the parent files its return and
takes a credit of 85 percent of that dividend.

Senator TArr. Pays a tax on $150,0001
Mr. SAvoY. That is correct.
Senator TArT. Then it pays a dividend itself?
Mr. SAVOY. Yes, sir.
Senator TAFT. To a Scotch stockholder in Scotland I
Mr. SAVOY. Yes, sir; and wherever else they are located.
Senator TArr. There is no deduction from that?
Mr. SAvoY. That is right. Each stockholder pays his tax. Ameri-

can stockholders pay tax to the Federal Government. As in every
other case, taxes are according to domicile and not source.

Senator TAFT. I see.
The CHAIRMAw. Any other questions by any members of the com-

mitteeI
(No response.)
The CHARMAx. Thank you very much, Mr. Savoy.
(The following additional statement was submitted by Mr. Savoy:)

ADDITIONAL STATEMENT SUBMzrr DY Pasw SAVOY, WA SINOTON. D. C., Rxnt-
maoTN THE DIREroa OF THE LINEN TinwD Co., Irqc.

The fiat rate, referred to above, simplified the procedure of withholding
agents as it did not require a determination of the taxable status of the
recipient in order to know the amount of tax to be withheld. The Congress,
however, clearly recognized that In some instances, especially foreign corpora-
tions having substantial Investments In stock of subsidiaries in America, would
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be vastly discriminated against and for that reason they adopted section 231
(b) Of the 196 act, providing that such taxpayers could, by establishing au
office here and making themselves subject to the same requirements as a
resident taxpayer, enjoy approxin tely the same tax status as the resident
taxpayer. Surely, therefore, it is not the intention of this Congress to take
a step backward with respect to the spirit of fairness which I,revalled with
the enactpment of the 1938 Revenue Act.

The only argument that has been heretofore advanced so fat as I know,
to support changing the law, Is that it is easier to reach an American individual
than a foreign corporation. That would be the case, if the foreign corporation
did not have an office and did not have sufficiently important investments
in the United States to warrant an office. But when a corporation maintains
an office and owns 100 percent of the stock of an important domestic corpora-
tion, to say that it cannot be reached as readily as an individual who can
pick up and move out at will, Is, to say the least, naive.

Secondly, if a change in law is to he made It Is respectfully urged that the
change should be for the future and not the current taxable year. The year
will be nearly over when this bill becomes a law. As now written, It will
penalize foreign corporations which have established offices, in reliance upon
existing law, and have received dividends, declared and paid by domestic cor-
porations, during the current taxable year. This seems to us rather harsh
treatment of foreign corporations which have come in and submitted them-
selves to our tax laws.

Finally, the committee is requested, if It concludes that the right to file
Federal income-tax returns should be limited only to foreign corporations
engaged In tradc or business, to write Its report on the change In law in such
a manner as to show the existing law.

In connection with the recommending to the Ways and Means Committee
of the proposed limitation, the following was said:

"This provision has been abused, principally by foreign corporations which
hold substantial amounts of stock in domestic corporations. By establishing
a nominal 'office or place of business in the United States' they can avoid
the treatment accorded foreign countries as described above and thus secure
deductions and credits.

"This amendment would require that in order to get this treatment a
foreign corporation or nonresident alien must actually be engaged in trade or
business within the United States."

This language indicates that, under existing law, a corporation having an
office to look after its investments is required to file a return and is entitled
to the credits and deductions allowed domestic corporations.

However, In the committee report, at page 103, the following statement is
made:

"A tendency has arisen, principally on the part of foreign corporations which
are substantial holders of the stock of domestic corporations, and occasionally on
the part of nonresident alien individuals, to attempt to establish that they have
an 'office or place of business' within the United States and hence secure the
very different tax treatment accorded taxpayers within class (b). Since such
corporations and individuals engage in no other economic activities in the United
States, they cannot be said to be engaged in trade or business within the United
States.

"It appears to your committee to be in the interests of good' administration
to establish but one test (as is done with respect to capital-stock tax In sec.
1200) in ascertaining the classification of foreign entities; namely, whether or
not it is engaged In trade or business within the United States. Such nmend-
ment narrows sharply the field of uncei-anity arising in such cases and removes
a possible avenue of tax avoidance to large foreign corporate and other holders
of domestic securities."

This language of the report Is intended to make legislative history which will
affect prior years and pending cases.

In other words, the bill makes the single test--engoging in trade or business
and yet the report suggests that such is now existing law-which Is not correct.

There is litigation pending, due to regulations and rulings of the Bureau of
Internal Revenue, which seek to limit existing law. It is believed that this lan-
xuaie of the report Is in furtherance of this objective.

Changing the rules respeeung existing law at this inie dattt,, uitli-r 'uk-e,
corporations have established their offices in good faith, is not the sort of prac-
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tice which this committee or the Ways and Means Committee would permit
when attention is called to it.

Had there been hearings on this amendment, we believe the Ways and Means
Committee would not have so reported, if that committee had taken the action
of this bill.

Therefore if this committee should agree to an amendment in substance similar
to that contained in the proposed bill, it is respectfully requested that the com-
mittee state clearly that, under existing law, a foreign corporation having an
offke or place of business to look after investments, while not engaged in trade
or business, is required to file a return and is entitled to deductions and credits--
but that this will not be permitted henceforth.

The CHAMrMAN. Mr. Hazelett.

STATEMENT OF C. WILLIAM HAZELETT, GREENWICH, CONN.

The CHAIRMAN. All right, sir. You may have a seat.
Give the reporter your name.
Ur. HAzELLrr. My name is C. W. Hazelett, of Greenwich, Conn.

I am appearing to present to you the relations of some findings of a
subcommittee of this committee a few years ago on the subject of
incentive taxation because it may have a profound bearing upon your
financial problems, the question of whether you can get as much reve-
nue as you want, the simplification of your present tax set-up, and an
increase in production for our war purposes.

I think our tax policies are being all levied upon production as prac-
tically all but the excise taxes are, are reducing our production and
have en doing so for a long time, that increasing the rates and in-
creasing the number of people who pay taxes will tend, at any rate,
to decrease production below what it otherwise would be so long as
these taxes are levied on production.

Since we want a maximum of production, we should take some of
the taxes off of that end of it and since we want to reduce consump-
tion during the war period, more taxes should be placed on that end of
the scale.

Now, I am going to talk to you about two things: First, how you
can get far more revenue than your present bill proposes, without
hurting anybody, either a corporation on an individual. I am going
to show you how you can levy a sales tax in a simple way.

The CHAIRMAN. You mean you have got a painless system of taxa-
tion?

Mr. HELxrr. I think so, and I have a great many other people
who think so with me.

The CHAIRMAN. That is what we have been long waiting for.
Mr. HAZFL ,r. It will take me just a few minutes to go over this,

if I may. The mechanism is in one page. I presume you -have a copy
of it before you.After P brief study of incentive taxation in 1988 before a subcom-
niittee of this committee, under the chairmanship of Senator Herring
and a resolution of Senator Vandenberg, "Reasonable experimentation
with incentive taxation" was recommended. The possibilities of this
under present conditions are so astounding that I request the commit-
tee's study of the 1-page tax proposal which I have submitted, as a
solution of practically all of your fiscal problems.

ow, the -rt r ' ea is not. a r~venupa device. It is a device to
stimulate production and to make the need for revenue much less.
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This is rather new to those of you who were not on that committee,
and who made no special study of the proposals.

If you will look at that with me for a moment, you will see that-
Senator CONNALy. Just a moment. How would you determine the

cash balance?
Mr. RHA..zrr. Cash is all dollars under the control of the taxpayer

wherever located.
Senator CoNN.L Y. Whether it is in his bank or in his pocket?
Mr. Hz~rrr. Whether it is in his bank or in his pocket.
Senator CONNALLY. It would be hard to find it if it wasn't in the

bank.
Mr. H.&mvr. There are a great many checks on this as you will

see, particularly in the revenue phase, which is the next phase of this
incentive taxation.

Senator BARELEY. Why do you leave those spaces blank I Haven't
you got any hypothetical figures you can put in there as an illustra-
tion?

Mr. HAzzLn'r. Yes. Which oneI
Senator BAixxxisr. The average cash balance. A, B, and C; all

three.
Mr. HAzELrrT. We ask both individuals and corporations to make

a statement of their cash balance it it averages more than $60.
The others are purely questions of fact of the corporations and indi-
viduals. They take their average cash balance on a monthly basis
during the year and they divide that into their total real disburse-
ments, as defined below, to get how rapidly they use their money in
some productive way. That can be by expanding plant, by paying
debts, dividends, taxes, insurance premiums, or benefits for charity
or public welfare, or any payments that result in employment in the
normal course of business.

Now, having determined how promptly a man uses his money in
the purchase of Government bonds or in the production of munitions
or in the payment of taxes, we have a device which compels the use
of existing money to do what is now being done by new money being
created by the Government. That is to say, private enterprise is
compelled under this system; to take their money and buy Govern-
ment bonds promptly with it in these times, or go directly into the
production of munitions, as they did in the last war, and if in case
they spend it on themselves, in their living standards, that comes under
the second or revenue phase of this tax proposal.

Now, passing just for a moment the question of the purchase of
consumer goods and services. We note that when you have a tax
on idle money which is what this amounts to, it compels everybody
to promptly buy bonds with their wages, their salaries, their divi-
dends, or any other kind of income, or to invest in armament pro-
duction promptly or to pay their taxes promptly, say on a monthly
basis or to pay them in advance, because they wouldn't build up tax
reserves, they would be subject to tax because they were idle, they
should be glad to pay their taxes ahead of time or as rapidly as they
become obligated to them.

It would compel the quick distribution of the surpluses of cor-
rmfWttnnu. LWmAth rlg thst wA hav done to a certain extent with the
previous laws. It may, however, use this money to provide plant
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expansion and get rid of the bottlenecks rather than paying it out in
dividends at this time.

We would compel the hoarded billions in currency-and that rep-
resents some five or six or seven billions of dollars at the present
time-and a great deal of idle bank deposits, to come out to purchase
Government bonds or to produce munitions instead of the Treasury
being required to borrow new money and create what most of us
feel is substantially counterfeit money to finance this war.

You know that private enterprise has only furnished 20 percent of
the plant investment in this war for armament purposes. In the last
war they had provided 80 percent of it.

To sum up with this proposal, you can sell all the bonds you want
at almost any interest rate you want on them, because with the tax on
idle money they would buy the bonds rather than to pay the tax on
idle money.

Senator CONNALLY. Let me ask this question: Your plan is essen-
tially a sales tax?

Mr. HAzElnT. The revenue is a complete sales tax.
Senator CONNAwLY. And you put it on employment. If a man hired

somebody to work for himI
Mr. HAzELErr. No.
S ntor COn-NALLY. I thought you said employment here.
Mr. HAzELETF. That is the first phase which is not the revenue phase

of incentive taxation. That is to compel the use of money to provide
employment.

Senator CoxLxAy. We want some revenue taxes.
Mr. HAzzr. That is the next phase. I am pointing this out as a

means of not needing so much revenue because private capital would
take up the armament production, private capital would purchase
more bonds, so that the current need for reveme would be decreased.

Senator CoNxALLY. You have got a sales tax, though, on the pur-
chase of Government bonds?

Mr. HA= rr. Not at all. Anything but that. It is exempt en-
tirely, if you purchase Government bonds.

Senator CONNALLY. Go ahead. I won't ask you any more questions.
Mr. HAZELETT. It is entirely exempt if you buy Government bonds.
Now, if you will notice this compels a corporation to continuously

and promptly pay out its gross income to stockholders or to wage
earners or to other employees or sources of supply. That is to say,
all corporate income promptly becomes individual income in some
form or another. This offers you a chance to gradually take the
taxes off of corporations and put them on individuals and you need
not lose 10 cents in revenue, because any dollar that is taken from
the taxes in corporations comes out of some individual's income and
can be taxed there, assuming we have a sound individual income.

Senator GuFFrr. This corporation doesn't save any money. It
couldn't make any provision for a rainy day. How is it going to
be in that situation?

Mr. HAzmLTF. The rainy day is going to be when individuals do
not purchase the products of corporations.

You will note this applies to all individuals as well as to cor-
porations so that when the corporation pays out, let's say, its undis-
trilutA "ui plu to idEVidu&A, '.c idiv,.dualz have then .t to
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promptly use that money either to buy the products of the corpora-
tions or to buy their securities;

Senator Gurnz. Yes; but what is going to happen to the corpora-
tion when it goes in the red in its current operations 

Mr. HAzzxwrr. When the corporation goes into the red under cur-
rent operations, it at least has the greatest opportunity to sell its
product because the individual must either buy the products of the
corporation so that it can make money or buy its original security
issues.

Senator Gurrar. But irrespective of whether it sells its products
or not, it may go into the red, as some corporations go into the red
when they are selling their products.

Mr. Hzmzrr. They go into the red much more when they are not.
Senator Gur .That may be true, but what is going to become

of the corporation when it is going into the red if it has distributed
all of its earnings?

Mr. HAzEImr. The same situation as at present. It goes bank-
rupt or in this case they have a tax on idle money and they have a
chance to sell their securities.

Senator GurrtY. You don't want to encourage corporations to go
bankrupt?

"r. -%_-r...ot at all, sir. I want to encourage them to be
successful. I want to offer them capital. I want to offer them cus-
tomers all the time by compelling the man who has money either to
purchase the products or to furnish the capital. You can't ask any
more than that as an officer of the corporation.

Senator CONNALLY. There wouldn't be an incentive to save money
under this.

Mr. Hazwm-r. Yes.
Senator CONNALLY. You have got to spend it.
Mr. HAzsumr. Srend it or invest it, if you will notice. If you

purchase Government bonds, for example, it is totally exempt. If
you purchase original issues of corporate securities it is totally exempt.
If you purchase existing issues, if you will notice on that, it reduces
your cash balance, but will raise someone else's, the one you purchase
the securities from, so that the net result from the revenue standpoint
is balanced. You get the maximum revenue taxation.

Senator Gumr. What you are objecting to is merely keeping idle
cash?

Mr. HAzmrnr. Yes; idle cash means idle men.
Senator Gukns. I got the impression when you started that you

wanted that distributed to stockholders. Now, you don't want it dis-
tributed to stockholders. You want it either (Iistributed or invested?

Mr. HAz&rr. That is right. They can pay it out in dividends or
the corporation can buy Government bonds and( d) it promptly with
this process and thereby be exempt.

Now, the B phase of incentive taxation is a revenue tax, and if you
will study it with me for a few moments I think you will see that it
is possible to absorb gradually and practically every other form of
taxation into that one form of taxation and not lose any revenue and
get all the revenue that could possibly be collected by any tax.
eIf you-will read the mechanism on that you will notice that I ask

the individual to state h6~ iiiili ash balgabi1C at the beginning of the
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year, to add his gross income to it. Now that is all the money lie
might spend on himself or his family. Then we deduct from tLA
all money not used for his living standards. That is to say, all mone)
not used for consumptive purposes.

I might say that this method of calculation is not original with me,
but is one of Irving Fisher's recent developments, and- I consider it
vital to this particular proposal that we discussed before the com-
mittee.

Now, we deduct from this total cash available for spending a man's
investments for profits, his business expenses, his interest, taxes, insur-
ance premiums, contributions, medical care, and his final cash balance.

Now, these are all either at present deductible or they are things
that do not appear in anybody's living standard.

Now, when you subtract two from one you have the entire living
standards expenditures of the taxpayer.

Now, that is all of the sales that were made to him of all commodi-
ties, and all services at the same time.

Here this morning I heard Senator Brown and Senator Vandenberg
point out the fact that a sales tax should include all services possible,
as well as all goods, but here is a device which, by difference, includes
all of them without any special calculations, without the infinite num-
ber of transactions to be recorded in sales taxes and without all the
complexities of checking 6hat.

I want to show you the immense advantages of that tax proposal
and how it fits the businessman's needs and the individual s needs,
and it is also politically acceptable.

Since under the tax on iMe money, all corporate tax income pro-
ceeds promptly to individuals, there is no reason for losing any tax
regardless of how much tax you might take off of production, that is,
off of corporations. If you will notice also in that, we deduct from
those spending the personal exemption and his credit for dependents.
That is taken away from his spendings-that is, all of the sales that
were made to him. When you do that, you have a sales tax that in-
cludes everything, but is nonregressive.

You can give a man exemption at what I might call a destitution
level, a bare living standard, and have a sales tax at the same time.

Having granted the taxpayer an exemption and credit for depend-
ents on a subsistence level, it is possible for the Government to take
every dollar a man has to spend on himself above that point.

The national income is now running around $115,000,000,000. The
exemptions, as now proposed, represent something like $35,000,000.
The Federal Government could take practically every dollar beyond
that point if it had to do it for the war without causing any corpora-
tion to go out of business, because we could take the taxes off of them
without causing destitution of a single individual, because you allow
the exemptions. The widow's mite is protected by this personal ex-
emption.

Senator CONNALLY. Is this plan in effect in any governxiiental unitI
Mr. HAzmxr. Not in its entirety at all. There are certain piece-

meal forms of taxation that have been tried, and they all fail, such as
the undistributed surplus tax, because they all give you something
particular to do with your money, which is a restriction that you cnt
afford to put in your tax bilL
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Even a policeman's fine grants you a credit for driving correctly, for
example, and penalizes you for not doing so.

This would be a universal sales tax which you would collect with
your income tax and not have to put a man to work in collection of a
sales tax.

Now, the taxpayer levies every dollar of his own taxes after he has
lived at a subsistence level; every time he spends a dollar on himself in
either goods or services, he levies a certain amount of tax on himself.

Now, it is proposed that this tax be graduated so that the more a
man spends on himself the higher the tax rate. That is to say, it
becomes a system of luxury taxation which defines a luxury as
higher standard of living than a subsistence level, and you can
graduate that to any degree you wish to and it is a method of carry-
ing out the profit-sharing iclea which was discussed under Senator
Vandenberg's resolution, because, after all, there is only one real
profit, and that is living standards. There is only one form of excess
profits, and that is real and that is excess living standards, and we
could tax them at an extremely high rate under this proposal.

Since the taxpayer levies his own taxes; no goose can squawk
when he is plucking his own feathers. I can t conceive of a taxpayer
complaining about a tax that he levies himself. I can't conceive of a
man oMMing out publicly and saying, "I should pay los taxes when
I live better than someone else."

Now, then, in wartime, by having these living standards tax rates,
the spendings on the individual and family high, you can divert just
as much of the national income to the war program as you desire,
providing you have pressure on him to spend, lend, or invest his
money in soma other way.

It gets at the question of tax-exempt securities by not taxing the
income from them whatever, not even questioning the source of in-
come. We only propose that you should tax the spendings, whatever
their source maybe, so that revenue can be collected from any source,
including all forms of securities.

Now, all excise taxes unless they are considered somewhat as fines,
like the unusual consumption of alcohol, come out of people's living
standards, all corporate taxes come out of people's living standards,
and if you levied your taxes on the living standards, you can absorb
all of those taxes in that particular field.

The same thing is true of social-security taxes. They_ come out of
present living standards to provide future ones. Why not take
them directly out of that?

Now, for the first time in income-tax history, we define income as
what it really is. There is no economic income but the living stand-
ard of the taxpayer. No corporation enjoys any income but all
individuals enjoy some form of income, and with these two proposals
there isn't any question about ability to pay at any time.

If a man is foolish enough not to use his money, that is, let it lie
idle, he has that money to pay taxes on it. There is no ques ion
about his ability to pay any fraction of his idle money in taxation.

We don't want revenue from that source. We want the money
used. We want that tax to be zero.

If we grant an exemption to the individual which prevents destitu-
tion, the individual can pay any fraduiwi uL ev~ry dollar he r-cei ms
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above the exemption. He could pay $999 out of $1,000, if the Govern-
ment had to have it, and he would not starve or anything else like that
happen to him. Nothing like that could happen, now, since this is a
purely consumer, final consumer sales tax.

Senator CONNALLY. Let me ask you a question. I don't want to
divert you, but you are about throughI

Mr. ,{AZERLr. I am getting close to the middle of it.
Senator CONNALLY. Take women or widows who have a fixed in-

come from savings or bonds or a foundation or something, how would
this affect them ? Would they pay on every dollar they spendI

Mr. HAZELYTr. They would pay on every dollar they spend above
the exemption. The exemption prevents any possibility of destitu-
tion because that is a living standard level as it is in the proposed
tax bill. It is a very low living standard, I agree.

Senator CONNALLY. How much is it ?
Mr. HAZELarr. Five hundred dollars, I believe is the final one in

the tax bill on the individual, and $1,200 on a married person-
Senator CONNALLY. That is, the man's family is $500?
Mr. HAZELMTr. Well, $400 for dependents is added onto that.
Senator CONNALLY. What is that?
Mrh HAzELET. Four hundred dollars is added for dependents.
The CHAIRMAN. Have you anvthingr else?
Mr. HAzEnmr. Yes; I have a few more remarks.
It is anti-inflationary in its entirety, because all of the taxe. are

on the final consumer. It cannot be pyramided and it cannot be
pa3sed on to any other person.

.he only thing you have to do to get more revenue time and you
can get all there is by merely changing the tax rate instead of spend-
in 6 months developing a new tax bill.

ow, then, since all of these living standard expenditures are what
we are after in the question of inflation; that is, the cost of living is
always the problem of inflation, all of these spendings of the indi-
vidual are in his living standards-all of them are part of the cost
of living, and we can restrain all of them.

I have added at the bottom of that page one item which states:
The Federal living standard tax rate shall be uniformly raised from that

required for revenue to absorb all increase in national income due to Increase
in the normal price level.

This is a device with which we can stop inflation, I believe, in two
sentences. That is to say, if the price level went up 10 percent this
year, national income goes up, let us say, $10,000,000,000 because of an
increase in price level.

If you levied an additional $10,000,000,000, and I say that without
hesitation, we simply take out of the system that money which does
nothing to produce living standards, bilt which merely raises the price
level and that maney can be used to pay off bank debt and prevent
future inflation and stop the present one.

Now, we have at the present time the ridiculous spectacle of the
0. P. A. doing everything as heroicially as they know how to stop
the inflation of prices which is due to too much money in the system,
and the Treasury is creating an average of a half billion dollars worth
of new money per week, with nothing back of it, to more than offset

7609--42-vol. 1----0
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that. You could take half that money out of the present system en-
tirely by taxation and pay off the entire bank debt and get rid of the
entire burden and still have as much money as we had in the late
twenties which was sufficient to provide maximum production and full
employment of the entire Nation.

Would like to point out to you the fact-this may seem extraor-
dinary-if you turn over the money at high rates, you could pay
off Government debt, could sell no end of bonds at a tremendous rate
with only a small amount of money taking part in the transactions, if
you will consider that with me.

There is at least $5,000,000,0(X) in currency alone in the United
States.

Senator Coxmuzy. How many billions are there in all?
Mr. HAzmw'r. About $12,000,000,000. There is conservatively

$5,000,000,000 of extra currency which is not being used.
Senator CONNALLY. What do you mean by idle money?
Mr. HAznwrr. Money that is being hoarded.
Senator CONNAL.LY. In somebody's vaults? Somebody has still

got that money?
Mr. HAz xw . That is absolutely right, but supposing he holds

onto it during the entire tax year. You have no employment, you
have no revenue, you have no incomes to tax irou it, you have no
property values to tax.

The CnHux~mM I think we get your point.
Mr. HAZF.LIF. I am trying awfully hard to hurry here. I would

like to state my primary interest in this.
You all know that when the smoke blows away there will be 25,000,-

000 people with nothing constructive to do. Senator Vandenberg
made the statement that we could make a final successful assault on
the depression and produce a cure with incentive taxation.

Senator Coi, uzy. Does Senator Vandenberg approve of your
plant

Mr. HAzzLf. I don't want to say that lie approves it in every
detail, but I think we are in agreement in principle.

Judge Fletcher who testified here this morning made the state-
ment that incentive taxation would put a half million people to work
promptly in the heavy goods industries at the time of those hearings.

When the smoke blows away you will have 25,000,000 people with
nothing immediately constructive to do. You don't have to do a
single thing to solve the unemployment problem at that time but to
keep the money which is now turning over to employ soldiers, to pro-
duce munitions, to reconvert our plants to peacetime products, or
to buy those products. You have nothing to do but keep a tax on
that idle money, and you won't have any unemployment when the
smoke blows away.

The CAa nzr. Anything further
Mr. HAzmirr. I would like to say just one thing: That if you

want more revenue here is a chance to get twice as much revenue, in
my opinion and in the opinion of the people who know me, though
harming the taxpayer or corporations or individuals.

If you want to stop inflation, I see a tax on the living standards
ex"e ditUres of the individual as a simple device to do the whole
thing. If you want full employment when the smoke blows away
rather than the most devastating situation that our country has ever
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faced, I suggest you give serious consideration to the taxing of idle
money so it will compel that money to employ those people immediately
when peace is declared.

Senator BA.amxy. How much money would it raise ?
Mr. HAzzur. I have discussed it with Lovell Parker, who was

the chairman of the joint committee for many years on this. He
says that in his opinion there would be no difficulty in raising $40,000,-
000 000 with a tax of this kind.

Senator TA". How would you get $40,000,000,000 worth of taxes I
Mr. Hzmur. The national income is $115,000,000,000 at the present

time.
Senator TA". The estimate is there is not going to be but 50 or 60

billion dollars worth of consumer goods that anybody can buy.
Mr. HAzxirrr. That is right. If you have 150 or 60 billion dollars

worth of consumer goods you subtract 60 from 115 and you will have
$55,000,00,000 that could be collected and might just as well be
collected in taxes, because it is of no benefit to anybody.

Senator TArr. You mean collect a hundred percent over what any-
body has after they have spent-

Mr. HAzELrrr. They have no use for it. They can't buy anything
with it. It is just a question of bookkeeping cores .nding with the
facts. It is just lik hUanding out ne- money as if there wa some-

thing to buy with it.
Senator TAr. It is a little unfair to the fellow who has increased

his income and isn't able to increase his standard of living.
Mr. HAZE . Anything but that. That is true at the present time

of the present income tax and more so, I should say, than this would
be, because if you, by better management and more production at the
present time, earn a greater income, you could by buying Government
bonds with that income, have a greater exemption from taxes than at
the present time.

Senator Tirr. Than at the present time?
Mr. HAza-rr. Than at the present time, yes; or under the proposed

bill, by all odds, because if I lived at a subsistence level and I put all
my money into Government bonds, which is what the Government
wants me to do, I would be exempt from all taxes.

Senator CONNALY. May I ask what business you are in?
Mr. HAznxrr. I have been a consulting engineer and. a development

engineer all my life. About 3 years ago, because of ill health and a few
other things, the fact that I am in a business of high risk, I have
retired. I-have been operating my farm and doing a little writing,
and I am going to give the next year to this particular thing if I can.

Senator BRowN. You have written a book on this subjectI
Mr. HAzLnrr. Yes there is a book on the subject.
Senator BRowN. What is the title of it?
Mr. HAzEu&Tr. "Incentive taxation." I shall be glad to see that you

get a copy of it.
Senator BRoww. Thank you.
(Mr. Hazelett's prepared statement is as follows:)

STIMUM4 T SUBMnTu BY C. WIL AM HEAnxnr, GO miwou, Consq.
I shall not mention your problems. You know them. I shall diseus the

answers. You nave a 8W-page ana ile kumuupi LeA trd aiauc.6oG alvai tax
bill tiu history. It will bring no fraction of the revenue really required. It will
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penalize and therefore restrict production which will determine the outcome of
the war. Many hardship provisions must be added to further complicate it. I feel
sure that you will consider a 1-page tax bill which can bring all the revenue that
can be collected, which will stimulate instead of restrict production and which will
be acceptable to your constituents as entirely just.

After a brief study of Incentive taxation in 1938 before a subcommittee of this
committee, under the chairmanship of Senator Herring and a resolution of Sen-
ator Vandenberg "reasonable experimentation with incentive taxation" was
recommended. The possibilities of this under present conditions are so astound-
ing that I request the committee's study of the 1-page tax proposal which I have
submitted, as a solution of practically all of your fiscal problems.

The first proposal is not a revenue device, but one which results in the maxi-
mum revenue to collect, and other Government financing. It is a tax device to
compel the prompt use of money in the purchase of Government bonds, the produc-
tion of munitions, the prompt payment of taxes, etc. The second is an all-out
sales tax without the regressive and complicated features of the ordinary sales
tax, and a form of tax which can absorb every other form of taxation except of the
windfall type.

Referring to the nonrevenue "A" tax on the sheet before you, we determine
the promptness of money used by the following mechanism.

A. TIOvMEMV E INCETIVE TAX

All individuals and corporations having average cash balances in excess of
$300 shall pay 2 percent of said balance for each turn-over less than 8 (If

Turn-over caloulatin

(a) Average cash balance (monthly) during year ----------.
(M) Total real disbursements during year- -----
(c) Turn-over rate (b) divided by (a) -------------------------- ------

Deflrdon.

Cash is all United States money under control of the taxpayer on the first
of each month, wherever located.

Real disbursements are all expenditures for the purchase of original issues
of stocks, bonds (including governments), mortgages, the payment of taxes,
dividends, debts, Insurance premiums or benefits, for charity or the public
welfare, for employment, for the purchase of any goods moving directly to
consumption or any other payments on a direct course to provide employment.

Passing for the moment the purchase of consumer goods and services which
I shall discuss later, we note that this simple device offers a most powerful
Incentive at all times to everyone to immediately buy bonds with their wages,
salaries, dividends, rents, royalties, or any other form of Income, or to invest
their income promptly in armament producing enterprises, or to pay taxes
promptly, more frequently or even in advance to escape this tax. It will
compel quick distribution of surpluses either in wages or dividends or im-
mediate plant expansion. It would bring out the hoarded billions in currency
and the billions of idle or slow-moving bank deposits to finance the war, instead
of the Government being obliged to create billions in new money to replace
this idle capital. In this war, private financing for production is only 20
percent of the total. In the last war it was 80 percent. Obviously if private
money of either individuals or corporations is invested to produce armament
or to buy bonds, the Government requires less in current taxes.

To sum up; by this, the A phase of incentive taxation we could sell bonds
without effort, compel private money into war production, stop Government
borrowing from the banks, impel the payment of taxes frequently and as
promptly as desired, plus far more important benefits to be discussed later.
This isaa conscription of money to back our conscripted men.

Since the Idle money tax continually pushes a corporation's gross income,
which includes its net income, its capital gains, its surplus and its excess
profits Into the pay of the employees, dividends of stnokholders, taxes. or
C, 1-nt., ; --! .. ct the !.tte.ei twn itpms nrnmntly become Individual
cash income. (For those who fear the corporations financial stability, please
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note that the employees and stockholders must also promptly and continually
use their money to purchase the products of the corporations or buy their
securities, thus promptly returning the money to the corporation, something
the undistributed profits tax failed to require.)

With a sound Individual tax we can proceed In time to the total absorption
of corporate taxes at this point Since a corporation enjoys no Income, time
shows that there is no sound corporate income tax and the endless attempts
to make them just and workable attests this fact. Individuals do enjoy real
Income in their living standards and there can be no more and no less economic
income than the living standards of the individual. Since all corporate income
would become Individual cash income we would not lose any revenue whatever
if the tax is properly levied and our corporation executives could go back to
their real task of producing planes, tanks, and ships.,

The B phase of incentive taxation proposes such an Individual tax, and was
also a subject of study by the subcommittee. It is similar in principle to the
spendings tax proposed by Ogden Mills. It has been substantiaiv lnmnrved b'
a checking device recently developed by Prof. Irving Fisher anu the novel part
of a book by him, now on the press.

Referring to:
L m wix PHASE OF INCENTIVE TAXATION

Income for individual tax purposes is defined as all money expended by the
taxpayer for his living standards and is determined by difference as follows:

1. Add all cash receipts to initial cash balance. (The maximum possible
living-standard expenditures.)

2. Deduct from 1 all money not used for the comfort or the enjoyment of
the taxpayer and his £umiiy, which lnaudE5 a," money actually pa!d out for
investments for profit, business expenses, Interest, taxes, insurance premiums,
contributions, and medical care and taxpayer's final cash balance.

3. The remainder will represent taxpayer's entire living-standard expendi-
tures for the period; his spending income.

4. From 3 subtract personal exemption, credits for dependents, and earned
income credit as at present, giving 4 the taxable income.

5. Calculation of ta.r.-Rate for first $1,000, -.... percent, Increasing at the
rate of -- _percent for each additional $1,000.

This simple form of taxation has the following extraordinary advantages:
As before mentioned, since all corporate cash income proceeds to individuals

It can all be subject to tax on the individual.
Having granted the taxpayer an exemption and credit for dependents on a

subsistence level, it Is possible for Government in war to take any fraction of
every dollar the Individual may have to spend without producing destitution.
The maximum possible revenue may be collected.

This tax is an all-inclusive sales tax which Includes not only all purchases of
commodities but all services as well, such as domestic services, travel, etc.

It would be a universal sales tax collected by the existing income-tax machin-
ery Instead of a levy on hundreds of millions of transactions to be recorded and
checked.

The taxpayer levies every dollar of his own taxes. No man can fairly com-
plain of paying more than another if he lives better. No goose can conveniently
squawk when plucking his own feathers.

By graduating the rates steeply In wartimes, we have to any desired degree a
luxury tax. The higher the living standard, the higher the degree of luxury
and the higher the tax rate.

By having all rates high we ration and control spending In wartime, and can
divert as much of the national income to armament as we like, we compel the
public to cut down expenditures to the bone as Sir Kingsley Wood insists must
be done.

We tax the only true excess profits, i. e,, excess living standards at as high
a rate as desired.

We solve the question of tax-exempt securities by not taxing the Income there.
from but only taxing spendings, whatever the source.

All excise taxes, unless considered as fines, are automatically in living-
standard expenditures and could be eventually absorbed therein.

All social-security taxes come out of present living standards to provide future
.n an hnt,!d h hntAin tha "rnp wisiinr.
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High consumption taxes would cause self-denial in war and the purchase of
Government issues at cven nominal interest rather than the payment of an

.excessive consumption tax.
For the first time in Incomen-tax history there would be no question about

ability to pay either the A or B tax. If a man has $10,000 of idle money, there
is no question about his having the money to pay any fraction of that in taxa-
tion. If we grant an exemption preventing destitution, anyone who has $1,00
to spend on himself above that amount can pay anything up to $999 In taxes for
the privilege of spending the other dollar.

Like all consumer sales taxes, it cannot be passed to others and does not
pyramid and result in price inflation.

The living expenditure tax is anti-inflationary in proportion to its rates, since
it can siphon off any amount of purchasing power desired.

It only taxes capital gains If used in the taxpayers living standard, wiping
out the at times unjust and highly repressive nature of this tax.

It eliminates the necessity of calculating business income with all the lprohb
lems of depreciation, etc., merely taxing cash income from business when spent
on living standards.

In short, it is a tax which can absorb all other taxes except inheritance taxes
and one which meets the basic requirements of any sound tax-abiiity to pacy,
simplicity, and justice.

Up to this point and because of the question of constitutionality I have not
mentioned the only incentive tax item required to make the living expenditure
tax a complete living standards tax. The latter has far-reaching possibilities
in editinn to those above mentioned, and requires a slight modification by
adding the real income to the taxpayer resulting from ihe uie of property cw,.,
by him and not used for business purposes. Heretofore this is only subject to
local taxation.

If income In the XVI amendment were construed to mean the taxpayer's
living standard, the only real income possible, we should make the folliug
additions to the B incentive tax and as originally proposed.

To 1 add rental value of taxpayer's property not used for business purposes.
In 2 include as a deduction principal and interest payments on above prop-

erty. (Payments not constituting living standards.)
Our revenue base would now include for practical purposes all items con-

tributing to living standards and we would have a single and all-comprehensive
real income tax base for city, county, State, and Federal taxation. Each of
the taxing jurisdictions could levy its own rate on this base and the entire tax
could be collected by one authority such as the State, and disbursed to the
local and Federal authorities in proportion to their levy.

With such a system af taxation we require only to change the rate *,) vary
the revenue. Federal taxation of property is Justified since defense ann many
other services protects property, just as local government is Justified in taW-Ing
living standards which it protects, for example in food supply.

With such a simple mechanism we can solve our revenue problems, eliminate
practically all other forms of taxation, resolve the question of Federal versus
local taxation with such simplicity and justice as to command rather than
destroy the loyalty of the taxpayer.

Control of iflation

Since our living standard base includes all consumer prices, rents, etc., we
can regulate the general price level by merely varying the rates. We must first
elect the most suitable cost of living as our normal price level, then add to
"4B.11

The Federa4 living standard tax rate shall be uniformly raised, from that
required for revenue, to absorb all increase in national income, due to increase
in the normal price level.-In other words if the price level increases 1 percent
in a month and national income has increased 1 percent in the same period, we
absorb the entire 1 percent increase in income by raising the rate the required
amount. The result is to take all surplus purchasing power out of the system
which causes price rises. This money received in taxes should be used to
retire bank dlbt, the principal cause of inflation, and thus get rid of the legal
counterleki vishk i, Laz "pr!=et" '"to thp system. This will stop present
and prevent future inflation.
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We merely nz=.i to circulate the remaining money as rapidly as we did in
prosperous times to provide full production at the selected price level.

We now have the ridiculous spectacle of the Treasury creating billions of new
dollars by bank borrowing, which everyone lnows is Inflationary and another
Gov4 rnment organization, the Office of Price Administration trying heroically to
stop it.

Government war debt Is merely the price the people charge the people for
protecting the lieople, avid rising prices simply means that the people are charg-
ing the people momre money.

It Is now worth while to consider how high turn-over rates of money help
solve all sorts of monetary problems, including Government financing by either
the sale of bonds or by taxation, the payment of debt and finally the most
important the problem of full employment after the war.

We have at the moment some five billions in idle money in the forn of
hoarded currency, and in addition, many billions of idle or very slow moving
bank deposits. Let us assume that, to escape the Idle money tax, five billions
of this total are used this week to buy war bonds at a very low interest rate.
Assume also that Government now pays this money for armament back to the
public , the following week. The public now has as much money as at first
and it Is no hardship whatever for it to promptly but another five billion, in
bonds with this same money since it was not being usl and because It would
be again subject to tax if not used. If we could repeat this cycle say every 18
days we could sell $100,000,000,000 worth of bonds In 1 year, pay for one hun-
dred billions in armament and at the end of the year the public would have
just as much money as at the beginning and only five billions in money which
had been idle would e uL-ed in thec tntrcmsset~on, end the interest rite
could be nominal.

Let us assume that, instead of borrowing from the public, we levy an extra
five billion In taxes next week. By compelling the Idle money to be u.ed it
would be available to pay taxes, immediately. The Government now pays out
the five billions promptly as before and the pubUc has once again the same
amount of money as before taxes. Repeating this cycle every 18 days we could
levy one hundred billions in extra taxes and can immediately pay another five
billion and only use five billions of now useless money In the entire trainsac-
tion. We could balance the budget anytime by such a policy, stop bank Ismr-
rowing, get rid of the Interest burden and avoid ultimate repudiation of our
debts.

In paying off Government debt already Incurred, the same conditions apply.
After the war we can continue to levy the one hundred billions In extro taxes
by the repeated use of five billions In surplus money. There is no question of
ability to pay, whatever, and we could retire the debt at a tremendous rate.
The turnover rates I have suggested are obviously high but they could be
achieved.

Thus the whole problem of Government finance depends upon the rapid turn-
over of money,

When paying off Government debt, the living standard tax Is vital as a matter
of just distribution of the burden. The person who would receive large amounts
of cash by the redemption of his bonds must promptly use this money to employ
men, bringing up their living standards. If it is used for his personal living
standard on a large scale, he is heavily taxed. If he invests It to raise the living
standards of others, these latter pay the tax. We thus maintain employment
and at the same time distribute the tax burden on those who receive the benefits
in their living standards.

The value of defense to anyone Is the protection Government gives to a man's
life and how well he lives and that such protection is In no way related to his
holdings of business property, securities which raise the living standards of
others.

When Government debt is retired for reasons I shall not mention now, gradu.
ated taxes should be abandoned.

We must note that no one can escape taxation except by living on a sub-
sistence level and putting his money to work to raise the living standards of
others. During war he may escape by buying Government bonds or in invest-
Ing In armament production by private enterprist which In either case. reduces
the fl#%ePnme",nt1s "Pod fe a'nrrent taxes.
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Every use of his money thus results either In revenue or decreases the need
for taxes, but no dollar that is Idle produces any living standards, any revenue
or any guns.

Having discussed the effect of incentive taxation on war financing, debt pay.
ment and inflation control; all of these problems and solutions fade into utter
insignificance when compared with the question of "How can we promptly put
twenty-five or thirty million people into peacetime production, when the smoke
blows away?"

No assumption but victory is lteiable. To achieve that wC must have the
greatest aggregation of armament In history and to secure peace we must take
moat of the war equipment of the vanquished. We shall then have no need for
further armament for years to come and with peace on the battlefields we shall
have peace in the factories.

Many believe that pent-up demand produces employment. What are the
facts? For 10 years we continued to build up more and more pent-up demand,
during .he depression, and it never produced any employment. Poverty does
not create prosperity.

We have so far instituted no successful device except war to provide employ-
ment. Many propose that Government shall put our' people to work. It could
not put 25,000,000 people to work without taking over the tools of private
enterprise, for they would have nothing to work with. To do so Is, of course,
to adopt totalitarianism, which is what our people are working, sacrificing
and dying to destroy. I need not tell you that 25,000,000 people of whom millions
know how to shoot, will neither go on bread lines nor will they come to Washing-
ton to talk.

What is the answer? We now have and will have far more money in the hands
of private enterprise than we had at our period of maximum employment and
prosperity. Therefore unemployment will not be due to lack of money but
only to lack of prompt use of it.

Let us see how high money turn-over rates solves unemployment. Assume
I have $5. I use it today to employ A. A uses it tomorrow to employ B. B
uses it the next day to employ C, etc., for say 300 turn-overs per annum. We
would produce $1,500 worth of employment in a year with $5. Assume again
that I employ A tomorrow with it. A holds it an extra day before employing B.
B holds it an extra day before employing C, etc. We would then only have 150
turn-overs per annum and only $750 in wages paid and these men would be out
of work half of the time. Assume on the other hand that I hold the money
Idle for the year; there is no employment whatever and if A, B, or C bold it,

,.' zp au Wea app tbpt for Pny of "s to hold money
in idleness, longer than we do when .-e have full employment, we have employ-
ment in direct proportion to the decreased turn-over rate of cash.

Since we have plenty of money, we only need to apply incentive taxation to A,
B, and C and everyone else, having any substantial quantity of money, to spend

or invest it promptly in ways which result in employment to solve this great
problem. The money now turning over'rapidly in the production of war ma-
terial need only continue to turn over rapidly to produce the only thing there
will be a market for, namely, peacetime gods. Whoever has the money must,
in ordr to escape the idle money tax, promptly and continuously furnish the
capital to produce goods or buy them.

Let us permit the people to plan the future. Let us permit them to select
their own servants, those from whom they buy both goods and services, Instead
of the Government planning what they shall produce which is what they can
buy.

Let us permit the people to select their own masters. If they do not like to
work for one man, the latter must find someone else to use his money to employ

them. Thus they would select their own servants and their own masters, the
foundation of freedom. Let us permit the citizen to levy his own taxes, which
in that sense makes "every man a king." Let us stimulate and even compel
private enterprise, the essence of democracy, the dynamic system which built
the greatest nation on earth to plan and build our future by compelling it to
continuously provide full employment by incentive taxation.

It was unemployment that produced Hitler. It was unemployment which
weakened and disunited France, Britain, and the United States. Let us prevent
the'greatest of all disasters; civil war, which will come from great unemploy-
ment after this war. Let us show the rest of the world that we are fit to lead
by solving our own problems. Let us offer our people a definite future worth
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fighting for and tell them not what we are going to do, but how we are going
to do it. None of them can understand the proposed tax bill All of them want
a simple, a Just tax bill. All of them want everyone else to promptly furnish
them capital or buy goods or services.

If we really want revenue with simplicity and Justice, if we wish to take
the restrictions off of production and place them on consumption where they
belong, I recommend for your consideration a "mercy-killing" of the proposed
tax bill and the adoption of the principles of incentive taxation.

The C mmni.-.T. Mr. Priestley*

STATEMENT OF T. 1. PRIESTLEY, JR., PHILADELPHIA, PA.,
PRESIDENT, PRIESTLEY PRINTERS

The CHAIRMAN. You may proceed.
Mr. PRmsmY. My name is T. J. Priestley, Jr. I am the presi-

dent of the Priestley Printers. I own the Priestley Engineering
Co. I am a charter member of the National Small Business Men's
Association. I mention that fact only because I am interested in
their program.

Mr. Chairman, I am here to advocate a Federal gross sales tax which
I believe is the instrument needed to raise most equitably the extra
amount of taxes called for by the Trcz.ary. I am opposed to the
general sales tax because it imposes an extra burden on those least
able to pay. I have been before your honorable committee several
times since 1935, but have failed to make my plan comprehensible. I
have arranged my statement in the form of questiofis and answers.

Senator BRowN. Do you think that is your fault or the committee's I
Mr. PRESTLEY. I am not saying. I have tried hard.
What is the graduated gross sales tax?
It is a fractional tax on gross sales, or profit transactions in each

different line of enterprise.
Is it a multiple taxI
No! it is a single tax. which would eliminate most of the other

taxes, excepting the personal income tax and a few excise taxes such
as on liquor, cigarettes, and so forth. The Federal Government would
return to each State a proper percentage of that collected from each
State.

Why is it called a graduated tax?
Because the tax is graduated in what may be called fair amounts in

each enterprise.
What is a fair amount?
A fair amount is a fraction of the total amount of business done

by all enterprises in a similar line."How is this fraction determined to establish the fair amount in
each line ?

The total amount of sales in each line of business will be divided
by the number of corporations or individuals following a certain
line; this would give the fair amount for the purpose of taxation.

What would the tax rate be on all businessess?
I would suggest a one-fourth of 1 percent gross tax, increasing in

arithmetical progression by one-fourth of 1 percent for each fair
amount. This base rate would produce approximately $12,000,000,000,
of which $6,000,000,000 should be returned to the States.

Would this tax be in reality a pyramiding tax?
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Yes; rightfully so. We have tried to frustrate monopolies, not
because tey produce thing which sell for less, but because the 7
hinder many citizens' production of a fair share of the Nations
abundance, which is his natural right as well as his constitutional
guarantee to purue happiness in attaining his livelihood.

Monopolies are like big snowballs consolidating with other big
corporations in the same line while rolling and crushing smaller
concerns. This policy of c nsolidating and monopolizing is forced
on big business and is the logical outcome of our Government's in-
efficiency in controlling or stabilizing our national economy.

A Federal graduated gross sales tax will facilitate this economy.
As if the consolidation in each particular line of business was not

burdensome enough on small business and their millions of would-be
c-mployees, these monopolies are forced to purchase their supplies
from other monopolies fathered by the same central agent.

They are a government unto themselves. While our Government
calls them Princes of Privilege," "Economic Royalists," and so forth,
and raps small business, saying that "the Nation has no obligation
to make America safe for the incompetent businessmen who fail to
note the trend of the times," still our Government has given no logi-
cal thought for curing the Nation's chaotic state. We cannot reduce
the sway of the so-called "Economic Royalists" and the "Princes of
Privilege" by collective bargaining or other abuses or by abetting
sit-down, slow-down, or hammer-down strikes.

In despair we exclaim "A plague on both your houses," when, as
a matter of fact, we are in the worst racketeering plague that ever
beset a democratic people, yet we hope to win the war on a foreign
soil.

Our Nation has become so weak from hate, economic insecurity,
and disunity that the Japs think they can beat us and are even now
gnawing at our vitals.

46iCt thC N:tMT'' )n#"c" h' 1p"'nq on our
people a general sales tax when the actual needs may be met by a
graduated gross tax.

How would you proceed to levy the graduated sales tax?
The United States Cbnsus Bureau has all the facts appertaining

to the number of businesses following each line and the volume of
sales transacted by each corporation. The returns from the tax will
give the fair amounts for each succeeding year. The fair amounts
and the base amount will increase or decrease each year according to
the prosperity of the Nation.

Will this tax reduce inflation?
It will not increase or dperease inflation at this time, but it will

gradually tend to stabilize both wages and prices at their fair values,
by making it possible for small business to exist and pay wages com-
parable to that paid by the larger corporations, or make it im-
possible for the large corporation to pay wages out of proportion
to that paid by smal[ business.

Inflation, should it occur, will accrue to the benefit of the Govern-
ment.

Mr. Chairmaii, may I have these galley proofs distributed in order
to show the workings of this tax?

The CHADM AN. Yes.

944



REVENUE ACT OF 1942 945

Mr. Pn'irs=r . It will take me just a minute.
Senator CONNALLY. Mr. Chairman, I have to leave the committee in

about 15 minutes.
The CHAIRMAN. We have two other witnesses, Mr. Senator.
Senator CONNALLY. Do you have two others or one other?
The CHAIRMAN. Two others, but they are both very brief.
Senator CONNALLY. I have a gentleman who is waiting here from

my State. it will only take 2 minutes.
The CnAnMAN. We will call him next.
Mr. PRnEmrr. I now call your attention to the galley proof show-

ing the working method of this tax. I have taken but one industry-
the printing, publishing, and allied trades--and have reduced the
picture until I found identical establishments producing under simi-
ar conditions. I picked the book-producing companies in order to

better explain my plan.
(The following was submitted by Mr. Priestley:)

14Oba THE UNITED STATEs Buar.v OF THE CENSUS, CENSUS OF MANUFACTURING FOR
1939, PRINTING, PUBLISHING, AND ALLIED INDUSTRIXB

There were 24,878 such establishments In 1939 producing a volume of businem
amounting to $4,344,921,146, made up as follows:

There were 9,595 general commercial (Job) printing doing $515,435,809; fair
amount, $54,000.

There were 8,878 newspapers-pubilshing and printing, $898,225,000; fair
amount, $131,000.

There were 1,958 periodica,--pnblishing without printing, $266,831,618; fair
amount, $136,000.

There were 1,133 bookbinding and related industries, $102,591,313; fair amount,
$91,000.

There were 749 lithographing and photolithographing includingg preparation of
stones or plates and dry transfers), $154,394,787; fair amount, $206,000.

There were 694 photoengraving-uot done in printing establishments (including
preparation of plates), $55,619,445; fair amount, $80,000.

There were 690 books-printing, without publishing, $87,658,088; fair amount,
$127,000.

There were 641 machine ann na'u typedt ius {i u ( "... ..... "
setting), $25,096,497; fair amount, $39,000.

There were 000 periodicals--publishing and printing, $02,015,136; fair amount,
$337,000.

There were 558 books--publishdng without printing, $100,579,003 ; fair amount,
$197,000.

There were 436 engraving--steel, copperplate, and wood-plate printing,
$22,163,638; fair amount, $51,000.

There were 431 newspapers-publishing without printing, $11,963,611; fair
amount, $28,000.

There were 234 electrotyping and stereotyping not done ln printing establish-
ments, $29,045,159; fair amount, $1.4,000.

There were 150 books-publishing and printing, $39,517,2012; fair amount,
$284,000.

There were 100 greeting cards exceptr hand painted), $39,715,439, fair amount,
$885,000.

There were 24 gravure, rotogravure, and rotary photogravure (including
preparation of plates), $18,614,837; fair amount, $776,000.

The example explaining the way the Federal graduate gross tax works:

150 BOOK PUBLISHING AND PWNTINO XSTABUIHMENTS

[Volume of business, $39,517,202; fair amount, $264,0001

34 establishments did less than $20.000: Tax at 1A of 1 percent -------- $50
39 establishments did less than $50 000: Tax at 34 of I percent -------- 125
20 establishments did less than $100,000: Tax at 'V of I percent -------- 250
28 establishments did less than $250,000: Tax at % of 1 percent ...--- 25
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1o BOOK PUBUSHINO AND PRINTING EsT1ABSHMENT-Continued

9 establishments did less than $500,000:
$264,000, at 14 of 1 percent ------------------------------------- $660
$26,000, at of I percent ------------------------------------ 1,180

Total tax on $ -0,000.------------------------------------ 1,840
9 establishments did less than $1,000,000:

$2d4,W00, at 
1
A of 1 percent ------------------------------------- 60

$264,0 0, at of 1 percent ---------------------------------- 1,320
$2(;4,000, at % of 1 percent ------------------------------------- 1,080
$208;C00, at 1 percent --------------------------------------- 2, 080

Total tax on $1,000,000 --------------------------------------- 6,040
8 establishments did less than $2,500,000:

$2C4,000, at 14 of 1 percent ------------------------------- 660
$264,000, at % of 1 percent ------------------------------------- 1,320
$264,000, at % of 1 percent ------------------------------------- 1,980
$' 64,000, at 1 percent .------------------------------------------ 2,640
$264,000, at 114 percent -------------------------------------- 3,30
$264,000, at 1% percent ---------------------------------------- 3,960
$204,000, at 1% percent .......-------------------------------- 4,6 0
$264.000, at 2 percent ------------------------------------------ 5, 280
$-4,000, at 2% percent ---------------------------------------- 5,940
$128,000, at 21/ percent ---------------------------------------- 8, Q20

Total tax on $2,500,000 ---------------------------------------- 32, 720
8 establishments did less than $2,500,000:

$264,t0, at 'A of i percent -------------------------------------- 660
$264,000, at % of 1 percent ----------------------------------- 1,320
$264,000, at % of 1 percent ------------------------------------- 1 , O0
$264,000, at I percent ------------------------------------------ 2,640
$264,000, at 1 % percent ------------------------------------- 3,300
$2G4,000, at 1 percent ---------------------------------------- 8,960
$264,000, at 1% percent ---------------------------------------- 4,620
$261,000, at 2 percent ..--------------------------------------- 5,280
$264,000, at 214 percent ---------------------------------- 5,940
$264,000, at 2% percent --------------------------------------- 6,600
$264,000, at 2% percent ---------------------------------------- 7,260
$264,000, at 3 percent --------------------------------------- 7,920

, ,, 35j. ---------------- - ------ -. R. 580
$64,000, at 3 percent ---------------------------------------- 9,240
$284,000, at 3% percent ------------------------------------- 9,900
$204,000, at 4 percent ------------------------------------------ 10, 560
$264,000, at 414 percent. ... ---------------------------------- 11,220
$264,000, at 4% percent ---------------------------------------- 11,880
$248,000, at 4% percent ---------------------------------------- 11,780

Total tax on $5,000,000 -------------------------------------- 124, 640
Approximately 2 percent on the total business.

Mr. PRiESTLEY. If you will look at the galley proof you will see
there that the United States Bureau of Census has given the facts and
figures appertaining to nli of the different businesses and after I hod
that, I subdivided the book publishing and printing establishments.

They did a volume of business amounting to $39,000,000, and their
fair amount, which I have explained before, was found by dividing
that amount by the number o enterprises, it gave a fair amount of
$264,000.

There were 93 establishments out of the 150 which did less than the
fair amount. Their tax on their total business would amount to one-
fourth of 1 percent.
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There were nine establishments which did approximately $500,000,
therefore, they would pay $660 as one-fourth of 1 percent of the first
$264,000. They would pay one-half of 1 percent on the next part of
the $500,000.

Now, if we go down the line to the other establishments, you will
find that there were nine which did $2,500,000. Their tax would be
$32,720.

There were three establishments which did approximately $5,000,000.
Their tax would be $124,640. This would t-pprox.imah oii the larger
ones but 21/2 percent on their total business.

Gentlemen, I would like to have that inserted, too [indicating], in
the record, if you please.

The CHAIRMAN. Yes. You may put it in.
Mr. PaiEsnzy. Showing how this is deducted and showing the need

of such a tax.
The CHAIRMAN'. Yes you may put it in the record.
Thank you very mucii.
(The statistics referred to by Mr. Priestley are as follows:)
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The CHAIRMAN. Mr. Hardgrave.

STATXENT OF ARTHUR HARDGRAVE, REPRESENTING THE PEPSI-
COLA BOTTLING CO., CHICAGO, ILL

Mr. HARDGRAVE. My name is Arthur Hardgrave. I represent the
Pepsi-Cola Bottling Co., of Chicago. I wish to discuss the burden-
some provisions of the present excess-profits-tax law with particular
reference to the inadequacy of the existing relief provisions and those
included under section 722 of House bill I. R. 7378.

At the outset I wish to make clear that I have no desire to criticize
the rates in H. R. 7378. Whatever rates may be necessary to finance
the war are acceptable to our company.

The prevailing opinion is that Congress desires to and will endeavor
to enact such provisions as will give some major relief to companies
which began business either immediately before or during the base
period and whose operations have expanded as a result of normal busi-
ness growth. It is my considered opinion that the existing law affords
little relief to companies of this nature. And, after close study of
the relief provisions of H. R. 7378, I conclude that it would be ex-
tremely difficult for companies such as these to obtain any substantial
relief from the tax burden which will be imposed upon them and whichI believe is highly discriminatory.

In order that Imay present the problems of our company, I shall
give you below a brief history of its existence.Our business is the manufacture and sale of Pepsi-Cola in four
counties of northeastern Illinois under a license from the Pepsi-Cola
Co. of Delaware.

We were incorporated on December 20, 1935, and began business
on January 1, 1936.

We begA.nbusiness with an authorized and issued capital stock of
,20,000, and during the first year employed 24 people. As of this
dte, Lie costpany uwLbw ic ~. .- ing -- pln ostn-

1938 and 1939, costing approximately $140,000, and occupies under
lease arrangement a second plant constructed and placed in operation
during 1941 at a cost of approximately $700,000. Currently we are
employing, in manufacturing and distributing, 453 people, a con-
siderable number of whom are women.

Senator CONNALLY. You put the stuff in bottles
Mr. HARDORAvE. Yes, sir; we do.
Senator CONN.%aLlY. How does the present bill change the existing

lawI
Mr. HARI)DRAVE. Well, the existing law, if you will bear with me

for a momentt, don't give us relief because there is an onerous burden
of proof upon the taxpayer which we haven't been able to get around.

The growth of our company has materially contributed to the eco-
nomic income of the working people without interfering with the war
program.

Our surplus at December 31, 1941, was $37,562.67. The capital and
surplus of the business are all invested in working capital and operat-
ing plant. Our net sales for the years 1936 to 1941, inclusive, our
net income before Federal tax for the same years, our Federal taxes,
and our Tnet income after Federal taxes was as shown in the following
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tabulation marked "Exhibit A." On the third page I give you a little
exhibit:

1 9- 3 1937 193 93 1940 1941

Net sales ....... -------- , 076 84 $8A 000. 25 $683,776.87 $1,217,786.24 $1,861,060.74 $3,375,149.42

Net Income before Fed.
('11 twiOp --- - ------ 10,243.12 1 31.819.11 34. 46. 11 106.892.07 211,007.11 435,317.16

Federal taxes ........... 3,491.01 3, 77.48 5,5W .20 13, 4 .49 a s,' 6 ,224,67i.$6
Net Income after Federal

taxes .................. 1,71 21 2A 042.63 28,537.91 18,437.38 122,34,46 185,445.18Percentage of Fe.dral
taxes to net Income be- Percent PerTnt Percent Percent Percn Percent
fore Federal taxes .... 18.11 11.88 17.33 17.26 42.05 57.401

In 1911 we paid 57.4 percent of our earnings. My competitor in
Chicago who had good earnings during the base period, paid out 31.6
of his earnings during 1941.

Senator BROWN. That is Coca-Cola?
Mr. HAPRDOAVE. That is Coca-Cola; yes, sir. I just refer to them

as my competitor only. There are other companies who have been
in business for a great many years paid out from 31 to 42 percent of
their earnings last year for taxes.

Senator CONNALLY. Do you pay a royalty to some concern?
Mr. HARDORAvE. No royalty except we buy our concentrate from the

Pegsi-Cola Co. in Long island and we bottle it and sell it.
Our margin, of pelfuut is not as great as some of the other corpora-

tions which have been in business a long time.
For the year 1941, Federal taxes took 51.4 percent of our net income

before taxes. While we have an increased market demand during
1942 approximating 100 percent over the year 1941 and have pro-
vided increased manufacturing facilities to handle our expected 1942
volume, yet, due to the Government rationing, our sales and net in-
come will fall below that for 1941. However, assuming that we
have the same net income for 1942 as we had for 1941, the rates pro-
posed under H. R. 7378 will take approximately $348,000 or 80 percent
of our net income before taxes, leaving the company only $87,000 for
corporate purposes. I do not see how we can continue in business
with only $87,000 left for I think it will require at least $150,000 or
approximately 35 percent of our net income. Our principal competi-
tors, who were established long prior to the base period and, there-
fore, were able to reach their growth and establish normal earnings
before 1936, paid taxes for the year 1941 ranging from 31 percent to
42 percent of their net income, and I assume that the relative posi-
tions of our company and our competitors will be the same for 1942
under the provisions of H. R. 7378. i believe that this is discrimina-
tory taxation.

Ido not believe that Congress desires to impose any unusual bur-
dens upon or discriminate against these young growing companies
in favor of old, seasoned corporations which enjoyed good years dur-
ing the tax base period and which, as expressed by one executive, are
"riding in the golden seat" while these young, growing companies are
doing their best to hold on while riding i the bumper seat.

I do not believe that anyone desires to dispossess anyone who is
riding in the golden seat. The fact is that I would enj.ry riding with
them. But it does seem to me that if any relief is given to anyone
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in this bill or consideration given to the problems of any class of
business, then these young, growing companies should not be for-
gotten or overlooked because they are small and because the owners
or executives of these young companies, generally speaking, are timid,
inarticulate, and lack the initiative to come to Washington and appear
before your committee and voice their problems and burdens.

Gentlem-en, they are afraid to come down to Washington to appear
before you. I have talked to a lot of them.

Senator CONNALLY. You are not afraid, are you i
Mr. -IHaaOAVE. I have to do this, Senator. I have reached the

point where I don't see how we can exist any longer.
If you will recall this is the first time I have been here.
Senator CONNALLY. We don't object to you coming.
Mr. HARDOBAvNE. I have been sitting in the back seat watching you

for several years, but I didn't have the courage to talk to you.
The CHIRMAI. How much total capital do you have invested?
Mr. HAmnAVE. In the combined properties about $850,000. We

borrowed $100,000 this year to pay for equipment which we expected
to use. Orders wer placed prior to the Pearl Harbor incident.

The CHAIRMAN. Hcw do you expand your business so rapidly with
sugar rationed and the caps rationed?

Mr. HA PRAV9. We are not expanding now, Senator. As I say, we
built this plant and we bought this equipment last August and Septem-
ber, and we expected to do 10,000,000 cases of business in Chicago this
year. We will sell less than we did last year. We have had to raise
our prices some, but then I don't believe we can get by on $87,000 after
payment of taxes required under the House bill.

It you impose the present law on our competitors' income, they will
pay 65 or 70 percent of their income on present taxes.

the CHAmMAN. All right, go head.
11r. HAnuOPAV. Some of u, gentlemen, have reached the afternop

of life. We have had much exierierce and undoubtedly are wise in
the wayS o l2Uil ajd itJib~bllne, Wt, )LUn Yuvuii aidio.v J&a.LA ,*&, % 4

assisted if they are to endure the hardships of the present moment
and go into the post-war period sound and able to take their rightful
position in American business 4nd as American individuals. These
young, growing companies are rt the moment struggling to get a
foothold in American industry.

By growth companies, I mean those which commenced business
either during or immediately prior to the base period or those whose
capacity for operation or production increased during the base period
or immediately thereafter solely as a natural result of the normal
operation of the business and not as a result, directly or indirectlyf te wtr effort, aud ,hosv- norm,1 earnings base is so low, compare
with their current rate of earnings, tiat application of the credits
and rates approved by the louse would mean that their taxes would
be equivalent to 80 percent to 85 percent of their net earnings for
the year 1942.

Quoting from memory. I recall that during the hearings of the
House Ways and Means Committee it was stated that the Treasury
is expected to levy tales to the extent of about 61 percent of cor-
porate income for the year 1912. If 61 percent, or 65 percent, is
required by the Government, then Congress shuld see that such pro-
visions are placed in the bill which will prevent discriminatory tax
burdens.

70093-42-vol. 1-01
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Not only in the relief granted under the existing revenue act inade-
quate, but the Commissioner of Internal Revenue has adopted regu-
lations which, as a practical matter, make it impossible for any
growth corporation to present a case which will obtain relief. This
is for the reason that the Commissioner has taken the position that
the corporation must prove that it would have sold the increased
produrtion it would have been able to produce. This requirement of
strict proof of results which might have been accomplished had
certain conditions existed does not result in a showing of normal
earnings from increased productive capacity for the purpose of an
excess.profts tax based upon a comparison of normal earnings with
earnings during an excess-profits tax period.

I have closely studied section 218 of H. I. 7378, amending section 722,
the general relief section, of the Internal Revenue Code. I believe
that the wording of the proposed amendment of that section con-
tinues the requirement for strict proof now imposed by the Commis-
sioner for the reason that the taxpayer is required to establish what
would be a fair and just amount representing normal earnings to be
used as a constructive average base period net income. According
to Webster, "establish" is defined : "To put beyond doubt or dispute;
as to establish a fact, principle, and so forth."

I believe that Mr. C. F. Hotchkiss, Jr a witness appearing before
your committee on July 80, had in mind the onerous burden of the
taxpayer in proving the need of relief when, referring to the relief
measures contained in H. R. 7378, he stated:

, However, these measures are not specific, and are subject to the Judgment of
the reviewing body. Furthermore, much time would elapse in the review of.our
ame, and the probabilities of relief could not be ued as collateral at a bank.

To relieve the small taxpayers of the onerous burden of proving
something which might have happened had certain conditions existed,
I suzaest that section 722 be amended so as to remove the require-
ment -hat they establish beyond doubt or dispute wiiat their con-
structive base period income would have been and so as to provide
that they shall be granted relief upon a showing, sufficiently com-
plete as to convince a reasonable-minded person, of what his net income
could have been had he had the available facilities during the base
period. I believe that such a result could be accomplished by amend-
ing section 22 (a) and (b) as contained in H. R. 7378, as follows:

(1) Section 722 (a), general rule, delete the following:
and establishes what would be a fair and just amount representing normal earning.
to be used as a constructive average base period net income for the purposes of
an excesa-profits tax based upon a comparison of normal earnings and earnings
during an exzewm-prvfts tax period.

With this change the sentence in question read:
In any case in which the taxpayer establishes that the tax computed under this
subchapter (without the benefit of this section) results in an excessive and die-
crimlnntory tax, the tax shall be determined by using a constructive average base
period net income in lieu of the average base period net income otherwise
determined under this subchpter.

The reason for the above change is to eliminate the onerous re-
sponsibility of establishing a fair and just amount to be used as a
constructive normal earnings base.
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(2) Immediately after the amended sentence discussed in (1)
above, add a new sentence to read:

Such constructive average base period net income shall be a fair and Just
amount representing normal earnings for the purposes of an excess-profits tax
based upon a comparison of normal earnings and earnings during an excess-
profits tax period.

The reason for the change in the wording as outlined above is to
define what the constructive average net income base should be.

(3) Add the following words to the last sentence of section
M'2 (a)

except as hereinafter in this section provided.
By adding the above sentence, certain events which did occur after

December 31,1939, may be taken into account.
(4) Add an additional sen of the general rule in

section 722 (a) to read:
For the purposes of th on the limitation Imposed by on 713 (f) (6)
ball not apply.

This sentence added in order a relief may granted
a growth oundoe a native Amethod of puting
the excess-p s credit id in io 3 of the exis tg law.
Under exis law a nder s of R. 7378, cor-
poration m ave a it grea r han the comeof the bsyear in its as-eT re (ict n resul n a

serious nation upon the ted e c poratio and
to other c rations it pro gran f a relief a all.
Therefore true s y grwig m-
panies,I lieve th thes t computed unde the
alternative method rmi y sec Abould not be * ited
to the hig incos for y r the nMveriod.P m th ceh (b) q[) to a

• olows: \ :
Any change in capacity for on the b eon-summated dart ny taxable endIng a r,
of onimtnients prior to Ja Ing the taxpyeo make the
change, or as a nat result of the norma growth of the b ness. or any
acquisition before Ma , 1941, from a competitor engagted the dissemina.
tion of Information th1o the public press, of substanti all the assets of
such competitor employed h business with the It that competition
between the taxpayer and the re Janua 1, IM, was
eliminated, shall be deemed to be a on December 81, 1939, in the
character of the business or-

The purpose of this amendment is to eliminate the restriction con-
tained in section 700 (a) that events or conditions affecting the tax-
payer occurring or existing after December 31, 1939, shall not be taken
into account and to permit events and conditions occurring after
December 31, 1939, to be given effect to in detrmining constructive
base period net income if such events or conditions are a natural result
of the normal growth of the business. W

As an illustration of the relief which I ask, let us assume that a
young, growing corporation had excess-profits net income during the
base period of the fMollwing amounts:

30. O 0001-1 -.. ........ 80,0oo
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Under section 713 the corporation would be entitled to an exces-
profits credit of $104,500. If this corporation grows as ours has done
and it has an excess-profits net income of $500,W0 for 1942 solely as a
result of natural growth from normal operation it will pay combined
income and excess-profits taxes of $402,975, or 80.59 percent.

Let us assume further that the corporation can make a showing-
but not prove--that it could have msdA the following amounts if it
had had the same productive capacity in the base perrlod as it had in
1940 and 1941:
1936 ----------------------- $90,0 00 1 38--------------------- $250,000
1937 ---------------------- 140,000 1939 ---------------------- 450, 000

The constructive average base period net income computed under
the suggested amendments would be $450,000, producing an excess-
profits credit of $427,500. The combined income and excess-profits
taxes then would be $257,625, or 51.52 percent. This would result in
a tax comparable in percent to that paid by our competitors.

I also believe that the present method of computing the excess.
profits tax before computing the normal tax and surtax is wrong in
principle. If the tax is to be i,,sed on true excess profits, I firmly
believe that it should be competed upon the profits remaining after
deduction of the normal tax and surtax because I believe that you
cannot justly determine what constitutes excess profits until after
other Federal taxes have been provided for. In justice, only those
profits which are truly excess profits should be the base for an excess-
profits tax, not total profits. Therefore, I urge that the method of
computation be changed so as to provide for the deduction of the
normal tax and the surtax to arrive at the excess-profits tax base. The
rates of the normal and surtax can be placed at such a point that the
desired revenue will be produced, and I am sure that this will meet
with no objection from American industry. I, for one, know that I
have no oWeeiiuu.

As an added measure of relief to those corporations using the
earnings method of computing their credit, I believe that the base
period should be extended so as to include the year 1940 and that
taxpayers should be permitted to use the best 4 out of the 5 years in
computing the average, or at least the best 4 consecutive years of the 5.
This would afford a deserved measure of relief to those corporations
which either had little or no earnings during the 4 years 1936 to
1939, but returned toward normal in 1940.

As a concluding statement, I wish to point out that the tax burden
imposed upon our company by H. R. 7378 as it was passed by the
House, would be so great that our working capital would be depleted
and entirely inadequate to conduct our business even under the re-
stricted rationing program of the Government.

As of June 80, 1942, we had approximatba7 $380,000 tied up in
inventories and accounts receivable. Our company, which is slightly
over 6 years old, has not been in business long enough to build up
adequate reserves to continue in business while utilizing 81 percent
of its earnings for the payment of Federal taxes.

We seek relief because we wish to continue in business and remain
a part of the American industry program during the post-war period.
Our business is a depression business, and, therefore, is in a position
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to contribute, and will contribute as far as it possibly can, to the
employment problem during that period when it may be badly needed.

I thank you, gentlemen, for your indulgence in receiving my views.
The CHAIRMAN. Doesn't this bill give some relief to a growth

company I

Mr. RAPMRAVE. No, sir. I think if you will study it carefully, it
does not. It gives me relief, but as Iwill point out to you a little
later on, section 713 (f) (6) nullifies the relief given as enacted by
the House under section 722.

The CHAIRMAN. I am curious to know, though, whether you really
have been observing the sugar rationing?

Mr. HARDORAVE. Yes, sir.
The CHAMrMAN. Absolutely?
Mr. HARDORAVE. Right to the letter, sir.
The CHAIRMAN. Right to the letter?
Mr. HARDORAVE. Yes, sir.
The CHAIRMAN. You buy concentrate?
Mr. HARD)ORAV. From the Pepsi-Cola Co. of Long Island.
The CHAIRMAN. And then you do your own mixing?
Mr. -IARDRAVE. Yes, sir.
The CHAIRMAN. And your own bottling?
Mr. HARDORAVE. Yes, sir.
The CHAIRMAN. And your own caps?
Mr. HARDGRAVE. Yes, sir.
The CHAIRMAN. Are all your people all over the country running

under last year?
Mr. HARDORAVE. I can't answer for that. They are running all the

way from 17 to 22 percent under last year.
The CHAIRMAN. I have made some little inquiry in that very field.

I don't think the growth period has been the same with all of them.
Mr TRMPAXW Of the r
The CHAIRMAN. Off the record.

Discussion hrd off the record.)
r. HARaGRAv. I am trying to stay within the rules and regula-

tions, but I must say that I am struggling hard. If I can get an
extra crown or an extra bag of sugar, I am going to take it.

Senator DANAHER. I think you said, Mr. Hardgrave, that under the
House bill, in section 722 (f) (6)- .

Mr. HARDGRAvE. No; section 713 (f) (6). That is not in this new
draft, Senator.

Senator DANAHER. I was wondering wherein you found it inade-
quate.

Mr. HARPORAVE. Well, I don't know that I can read the phrase-
ology correctly in this bill, and I don't set myself up as a tax expert,
get, emen, bat my auditors and income-tax men tell me that any
relief that we get under section 722 is nullified because section 713
(f)(6) states that the relief provisions in that section make it im-
possible for you to establish a tax-base period in excess of the maxi-
mum earnings for any 1 year of that tax-base period.

Senator DANAE . A further question, Mr. Chairman?
The CHAIRMAN. Yes.
Senator DANAHEI. Under section 722 it gives you an opportunity

to establish what would be a fair and just amount representing nor-

955
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meal earnings to be used as a constructive average base period net
income?

Mr. HA muvz. Yes, sir.
Senator DAwi&.sm. Now, then, what is your trouble under that?
Mr. HABDmAvv. My trouble under that is that section 713 (f) (6)

has not been amended and so my fellows tell me it stops the relief
granted that you have just read there-; section 713 (f) (6). I hope
that you are right, sir.

Senator DAxAmm. Well, I would like very much to have you make
clear wherein we are not right in what we are trying to do because
certainly those relief provisions are intended to take care-

Mr. IR GDRAV. I think that is true.
Senator DANA ER. Of corporations that are situated as you are and

and to give you an opportunity to construct an average base period
net income if you can establish one.

Senator Baoww. Mr. Stai, the counsel for the Joint Committee on
Internal Revenue Taxation says that you are wrong about your
statement that section 713 (f) (6) has not been modified. He says
it has and that it does not limit the relief provided in section 722.

Mr. HARDR.vE. I am glad to hear that. I did not find it any place
in this bill where it had been amended. I don't know. I had a very
hrief talk with Mr. Starn shortly after the House committee had con-
cluded its hearings.

Senator BRowN. He said the House bill is not subject to section 718
(f) (6). which is the limitation that you are talking about.

Mr. HANDRAVE. Yes, sir.
Senator BROWN. That is very plain.
Senator DANAIM Yes; I think so.
Mr. HANDGUAv. In section 713 (f) (6), there is a limitation-
Senator BROWN. And it does not apply to the relief granted under

section 722. I know this from some study of the matter when we had
it up in the last tax bill that your criticism of section 722 is just con-
trary to the attitude that the committee now takes. The Ways and
Means Committee felt when section 722 was first enacted or first modi-
fied and put substantially in its present form in the present law, that
we should have gone much further than we did and allow a much
wider discretion to the Commissioner than was done when section
722, as in the present law, was enacted. Senator George took that
position on the floor and in conference. I remember that very well,
because I was much interested in it in behalf of certain Michigan
companies, and we ielt then that we didn't go far enough in giving
the Commissioner wide discretion. So, as was stated the other day
in a discussion with the Treasury, the Treasury has come around to
Senator George's idea-the present chairman-and believes that the
only way that adequate relief can be given is by vesting a wide discre-
tion in the Commissioner, because cases that come up are so different
in effects, in their nature, that it is impossible to write a statute or to
establish standards that would cover every conceivable case, so section
722 does vest a much wider discretion than the present law, and we
think that is in the interest of relief for corporations likeyourself.

Mr. HAIMRAVE. I trust, sir, that you are right. May I explain
this: That we applied for relief under the existing law.
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The CHAIMAN. Now that is true, Mr. Hardgrave, before the last
amendment that is in tie bill now. I can see how you would have
been cut off from relief under csistinglaw, but this bill, as it comes
from the House, is intended to reach your case. I do not know
whether there is any technical difficulty standing in the way of it or
not.

Mr. H,%wtDOAvE. I think that is true, Senator, but may I respectfully
suggest, sir, that I employed two of the best tax experts that I could
find in Chicago, one of whom is George Rossetter, and since the
bill was published I have had them working day and night on it, to
try to tell me what relief we could get tmder this bill. They came
out very frankly and said we could not get very much relief under
it. There are two phases of it. I can explain by telling very briefly
what we did last year. We applied for relief. We filed application
for refund for our 1940 taxes. They, the revenue agents, made quite
an extensive investigation of all of our books and affairs. The Treas-
ury very frankly said, "We are sympathetic with you. We think you
are entitled to relief because of the situation here, but we are not going
to grant it to you because you can't prove to us beyond any question of a
doubt that you could have sold a greater volume of business had you
had the money and the capacity to have done so."

Senator BRowN. That was because the standards in old section 722
Were Iuut1idVLU to U6 lirata -A o ns

Mr. HAmoD AvE. That is right, sir.
Senator BRowN. Now, we strike out those limitations in the new

section 722 to a very large extent and I think it is in the interest of
just what you are after.

Mr. HAI)GRAVE. When I first read section 722 and the relief it was
intended to grant, it pleased me very much; but as I say, in this
memorandum here, after studying this very carefully, we believe that
the present bill heaps upon the taxpayer the onerous burden of proof
as to what he could have done. He must estab.:sh beyond any ques-
tion of doubt that he could have done a greater volume of business.

Senator BRowN. I don't know what you mean by onerous burden
of proof. Certainly in any event it ought to be on you, when you
are asking for special relief. I think you should prove your case.
But it seems to me that by eliminating these standards which are
construed to be limitations, that you have got a better chance than
you had before. I grant one thing in your criticism. I think that
it would be best if we would establish a special three- or five-man
board to take care of these cases and not leave it to the Commissioner
of the Board of Tax Appeals, so that it could be done expeditiously.
You mention here that you fear that it will- take a longtime.

Mr. HAM)oRAVIE. Yes; I do.
Senator BRowN. I think we ought to expedite it some way.
Mr. HARXDORVE. I make certain suggested changes in the phrase-

ology. -They are simple, innocuous, I think, except that they do give
us relief if you gentlemen would care to consider that in committee.

The CHAIRMAN. Yes, sir; we will be glad to.
Mr. HARI)GRAVE. I hope you do that. And I also set up some illus-

trations here showing just what I mean and how it would affect us and
the figures given in this illustration on page 8 very closely approximate
our figures, I assure you of that.
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The CHAIRMAN. Yes, sir: I have just been looking it over.
Senator DANIM. Mr. Chairman: A further question.
The CHAIRMAN. Yes, Senator Danaher.
Senator DANATIER. If you have, Mr. Hardgrave, any ideas other

than those proposed amendments that are contained in this memo-
randum as to how a constructive base can be set up which will apply
specifically to growth corporations, send then along through your
accountants, if you like.

Mr. iAIDORAVE. That is an awful headache, sir; but I will try.
Senator DANAM. Well, you want us to do it.
Mr. HARDGRAVE. Yes, I know, but, as I explained, I think probably

I have some -'uggestions that I could make. One of them is contained
a little further on.

Senator DANAHrR. Which I have read and which I don't think ap-
plies in the light of the discussion that we have had but if you have
any other ideas, aftpr this discussion, and after you Lave talked with
your accountants, as to how to give a constructive base which wil
afford adequate relief to you and yet not widen the thing entirely-

Mr. HnnoRAvE. I appreciate your problem on that.
Senator DANAAHER. I would like to see your thought on it.
Mr. HARDORAVE. I have thought over that for quite 9 length of

time., and I get back to the same story also that the discriminatory
features of it force us to have to pay itiis year 80 to 84 percent of our
earnings out in taxes, I believe it will be. I hope not. I hope that
you ate entirely right.

Sentor DANAHF. What you say applies to any company that started
business today, for example?

Mr. HARDORAVE. Yes.
Senator DANAH.ER And consequently you have got the same prob-

lem for any growth corporation?
Mr. HARDRAVE. The growth corporations are the very ones that

need a little nurture and assistance at the moment,
Senator DANAIM. I agree with you.
Mr. HA)RAVZ. We didn't know, of course, that the Japs were

going to bomb Pearl Harbor and had we known that, we would have
reduced our expenditures for the year.

Senator BRowN. Had we known they were going to bomb Pearl
Harbor, it wouldn't have happened.

Mr. HARDOtAYR. I agree with you on that. Thank you very much.
The CHAIRMAN. Thank you. We will give consideration to the

questions raised in your brief.
(The brief referred to is as follows:)

PEPSI-COLA Bn'rU Co. OF CHIcAGo,
Chicago, I:., August 18, 1942.

Thqe Honorable WLLT' R F. Ghomsoz,

Chairman, Committee on Piance, Senate Office Building,
Washington, D. C.

SIR: At the time I appeared before your committee on August 5, both Senaors
Brown and Danaher requested me to give your committee any further Ideas we
may have concerning the proposed relief amendments contained in section 722,
H. R. 73T8, especially referring to an adequate, constructive tax base which
would afford relief to young, growing companies and yet not widen thle thing
entirely.

I have discussed this matter at sone length with our tax consultans here in
Chicago, advising them of the statement which Senator 13rown made to the
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effect that, "Mr. Stain, the counsel for the Joint Committee on Internal Revenue
Taxation says that you were wrong about your statement that section 713 iF) (6)
has not been modified. He says it has and that It does not limit the relief pro-
vided in section 722."

We are willing to accept the statement of Mr. Stare and Senator Brown to tlh
effect that section 713 (F) (6) does not limit any constructive average ba*0
period net income which may be determined under the relief provisions in section
722. However, if this is a fact, then I do not see any objection to adding the
additional sentence at the end of general rule in section 722A to read:

"For the purpose of this section the limitation imposed by section 713 (F) (6)
shall not apply."

In my opinion, the addition of this sentence takes away from the act, at least
to a certain extent, any controversial aspect relating to this section.

The clarification of any possible effect which 713 (F) (6) may have upon
the new relief provision leaves one other important factor which, we feel, should
be corrected. Namely, giving the taxpayer an opportunity to establish the con-
structive average base period net income reasonably free of the onerous burden
of proof to which I referred in my testimony.

When appearing before the committee, Senator Brown stated that in any event
the burden of proof should be on a taxpayer asking for relief. We are agreeable
to assuming that responsibility providing the regulations are sufficiently flexible
and reasonable. In this connection may I respectfully discuss briefly with you
the question of regulations.

After close study of our relief problem-particularly in the light of oar experi-
ence under section 722 of existing law-I come to the conclusion that our failure
to secure relief is due to an unduly technical definition by the Commissioner of
the standards set by Congress for the granting of relief. I believe that a similar
technical definition, or interpretation, can, and may, be made by the Commissioner
of standards set in H R. 7378. For thls reason I ask that the technical barrier
ne removed so (hat relief will be granted to deserving taxpayers without requiring
them to accomplish the impossible In measuring up to the statutory standards.

The statutory requirement of which I speak is that which requires the taxpayer
Io "establish" a constructive base period income. My dictionary defines "estab-
lish" to mean: "to put beyond doubt or dispute; as to establish a fact, principle,
etc." I judge that the Commissioner uses the same dictionary.

I respectfully submit that one cannot "establish," that is,' prove beyond doubt
or dispute, a fact that never did exist or an occurrence that itever happened.
Yet that is exactly what the statute and the Commissioner require when they
make the taxpayer establish a constructive base period net income in order to
get relief from excessive taxation,

Relief may be obtained under section 722 of existing law "if the taxpayer estab-
lishes * * * the amount that would have been its average base period net
income" under Vpclfied circumqtsnees. Section 30. 722-3 of Treasury Regulations
109 relates to the dtermlnation of substitute average base period net income.
T e Commissioner interprets the statute in those regulations to require that "the
taxpayer must establish the amount that would have been its average base period
net income."

The Honse Ways and Means Committee report and that of the Senate's Com-
mittee on Finance on the 1941 bill (H. R. 8531, 77th Cong., 1st seas.) both state
that "In constructing Its average base period net income * * * a low physical
volume of sales owing to low demand for such product, or for the output of the
taxpayer during the base period would not be considered as making the net
income abnormal." The regulations (sec. 80. 722-3) paraphrase the language of
the committees' reports and add the following example:

"Thus, for example, in the case of a corporation which In 1939 changed the
character of its business from the manufacture of typewriter parts to the manu-
facture of rifles, a reconstruction of the excess-profits net income of such a cor-
poration for the taxable years in i a base period as a manufacturer of rifles
would have to take into consideration, Rmong other factors, the actual demand for
such rifles in 1936, 1937, and 1938."

Now, the amended section 722 contained in H. It. 7378 continues the require-
ment that the taxpayer establish what its constructive base-perod income would
have been. Therefore, the taxpayer will be subject 'to the same provisions oa
strict proof as under existing law.
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Our dilemma results from the fact that we began the manufacture and sal', of
a new product in 19,%. There was no demand for it other than the demam we
created by our own sales efforts and advertising.

We created a market demand each year far In excess of the productive capacity
we could provide from the limited capital available to us and from the bottling
capacity we could secure from other bottlers in our area. In fact, we made
serious endeavor, without success, to contract for much greater outside bottling
capacity. We have never been able to supply the market demand.

Our directors, after carefully reviewing the market, were convinced that the
company would be fully Justified in financing through publIc subscription a
large Increase In productive capacity. Subsequent events have proven that our
estimates were correct, yet we have been unable to establish the fact that low-
volume sales of our product was not the fundamental reason for our low net
Income during the tax base period. Because of our inability to prove beyond
doubt or dispute that a demand for our newly introduced product existed and
that we could have sold as many cases of Pepsi-Cola In the base-period years as
we sold in 1940 If we had had the same production facilities In those years as
we had in 1940, we are denied relief and are compelled to pay excess-profits taxes
at high rates on profits which are not in excess of what normal profits would have
been under comparable circumstances. Base-period earnings and those of the tax-
able year must be on a truly comparable basis if the excess-profits tax is to be
Justly exactd.

We appreciate that we who seek special relief should bear the burden of showing
that we are entitled to it. But we believe that we should not be made to accom-
plish the impossible feat of proving as a fact the existence of things which might
have been but never actually were. We ask that, instead, we be permitted to
demonstrate the reasonable probability of what our base-period income would have
been with normal productive capacity and that we be granted relief upon that
demonstration. For this reason we ask that your committee strike the word
"estibllb" from section 722 and substitute therefor a requirement of a demon-
stration of "reasonable probability."

It seems to me that the tax bill should be strengthened to the point that
the Commissioner would be required to grant relief under certain reasonable
circumstances and conditions.

I have gained considerable satisfaction from the statement made by Senator
Brown to the effect that both the House and the Senate desire to provide relief
to growth companies. I trust that your committee will further strengthen the
phraseology of section 722 to the extent that a taxpayer can obtain relief with-
out long, drawn-out litigation or controversy. During my testimony, Senator
Brown stated that he was willing to "grant one thing in your criticism. I
think that it would be best If we would establish a special three- or five-man
board to take care of these cases and not leave it to the Commissionor or the
Board of Tax Appeals, so that it could be dcue expeditiously."

It is quite possible that this would be the best way to handle such cases
for undoubtedly it would make it possible to administer the act through the
securing of personnel big enough to handle this section the way it ought to be
handled. The very fact that the growth corporation is in most cases a new
corporation means that it does not have adequate reserve working capital to
carry it through long controversial periods

I am attaching hereto photostatic copy of a chart showing the extent to
which our profits, after taxes, would be depleted in 1942 unless our company
is able to establish a reasonable constructive base period net income. Our
net earnings, before taxes, will decrease in 1942 over 1941 because of the
Government sugar and crown restrictions. It will be noted that the profits,
after taxes, unless we can obtain relief, will be below the point of diminishing
returns. Furthermore, we cannot long operate If our working capital is con-
tinunally dissipated through the payment of unjust and discriminatory excess-
profits taxes

This chart reflects the normal growth of our business resulting from heavy
and extensive new business developments and advertising programs and further
reflects the result of the continuous installation of increard productive capacity
year by year since 1938. We have not prospered through the rearmament or
war programs. On the contrary, we have been severely penalized because of the
various restrictions. To correct this condition, I again urge your committee
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to give consideration to amending the last sentence of section 722 R4, as sug-
gested In my original statement flied with your committee. Furthermore, I
believe that your committee should give serious consideration to including
the year 1940 In the tax base period and permitting the taxpayer to use any
4 out of 5 consecutive years. This would give many a taxpayer the right to
use the year 1940 which, after all, was a reasonable, normal earning year,
especiaUy for those companies that started In business during the tax-base
period.

Pr of~t~ * "7"ae€ - ,#,..a,'a4 74/. e.d D)o//..,,-

Assuring you that we appreciate your indulgence and consldprstian of the
problems of a small company, I am,

Respectfully yours, PKP, sFCoLA Bo'rrux~o Co. 01 Cmicno
By A. HAzno3Avi.

The CHAamAN. Mr. McNeny.

STATEMENT OF FRANK L. McNENY, DALLAS, TEX.
Mr. McNmy. Mr. Chairman and members of the committee, I

thank you most cordially for giving me 3 minutes time.
My name is Frank McNeny and I am in the real estate business in

Senator Connally's domain in Texas, and I am representing myself
primarily, but I presume to speak for aU who invest in real property.

I want to discuss with you very briefly capital losses and bad debts.
Under the present revenue act a taxpayer reports 50 percent of his

capital gains and may deduct 15 percent of his capital losses, but
under the proposed revenue act he must offset I- capital losses with
capital gains in the same year, if a corporatior. If an individual, he
may deduct only $1,000 per year for 5 years, of any capital loss which
he cannot offset with capital gains.
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In other words, the proposed law says to the taxpayer, if you make
a capital investment we are partners provided you show a profit, but
if you sustain a loss it's all yours.

This applies to the purchase of all investment real estate and oil
properties. Suppose a taxpayer sells a property for $25,0 or
$50,000 profit. He must report 6 percent of it as a capital gain,
but suppose he sells it for a loss of $25,000 or $50,000, the loss is his
unless, perchance, he should have a $25,000 or $50,000 capital gain to
offset it, and which is most improbable in the same year and which I
think invites intrigue and chicanery and perhaps collusion.

It seems to me the spirit of the thing is wrong. It is like kicking
a .man when he is down. When a taxpayer stystains a heavy loss,
that is the very time he needs the relief which a deduction would
afford him. Certainly the spirit of fair play would say "report your
gains , deduct your losses."

Therefore, Iwould like to see paragraph (d) of section 136 stricken
from the proposed bill, restoring the prmsent procedilre on capital
losses.

It cannot be an item that would seriously affect the tax receipts and
vet I feel you are seriously penalizing tho rest of the country in ft
doubtful attempt to forestall the practices of a few stock-market
operators.

Then again the new law differentiates hetwooa business bad debt,
and nonbusiness bad debt.

It would seem to me that 4 bad debt is a bad debt however in-
curred, and that the taxpayer should be allowed to dedijct it.

You are surely not trying to limit # imap's opte.rqtions to his own
business nor trying to destroy the profit motive if be should branch
out in any other direction.
Take the illustrations in the committee's report Under section 119.

It says if A sells his business to B, but retains the receivables, B may
deduct bad debts sustained in the business, but A may not deduct
bad debts sustained in the receivales which were created )y the
business.

The report also says if A leaves his business to one son and his
receivables to another son, the son who inherits the business may
deduct his losses, but the son who inherits the receivables must bear
his losses alone. These are manifestly unfair, to my way of thinking,
if not downright immoral.

If I were writing a, tax law--and you will excuse the impudence-I
would make the rates as high as necessary to yield the amount de-
sired, but I would avoid as far as possible anything that would breed
discontent or disrespect for the law, or result in controversial dis-
cussions and appeals, and machinations of all kinds. More and more
you are going to ask the taxpayers to pay and pay to provide the
enormous sums we must spend to win this war, and I feel that the new
revenue act should, in every paragraph, breathe the spirit of fair play.

I would, therefore, like to see paragraph 4 of section 119 stricken
from the prop(sed At, restoring the procedure which prevails under
the present law with reference to nonbtsiness bad debts.

Now, I have a personal interest in both of these changes, but I
say to you in all candor, and I believe Senator Connally will bear
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me out in this, that I *ould not stand here and ask Tou to change
a national law in order to give relief to me, were not the great prin-
ciple of fair play involved in your dealings with all or a large
segment of the taxpayers.

My problem is that in 1930 my late twin brother and I organized
a $200,000 corocrdtion and borrowed $750,000 for the construction
of a l1rge enterprise. This amount was supposed to be sufficient,
but when the project was completed it was necessary for us to
advance an additional $136,000 which was borrowed money. The
corporation gave us its notes in this amount.

The project was ill-fated from the beginning because of the de-
pression and other unforeseen economic factors and it is now on
the shoals. The lender is foreclosing his lien.

I shall lose my stock in the corporation and the corporation's note
for money advanced 12 years ago on which I have received 9 years'
interest only.

The new Revenue Act says this loss is m..ne and I cannot even offset,
this year's Income against it.

I have been a faithful taxpayer and believe me when I tell you
I have been an enthusiastic one. I have always contended the in-
come tax is the fairest tax in the world. I have shared my gains
with the Government and the Government has shared my losses with
me. It has been a partnership arrangement. That is the relation-
ship which should exist between the Government and the taxpayers.
Then as the country prospers, the Government shares that pros-
perity. The Government cannot prosper unless the country does
prosper. Conversely, the Government certainly should not want to
prosper at the expense of the individual.

And that is the very crux of the two changes I am requesting
in the law.

Senator CONNLLY. In other words if you and your brother lose
five or six thousand dollars, you will not be able to take It Iii the
profits you make this year?

Mr. MicNFNk. That is right.
The CHAI91AN. It is a hahsh provision, yoti are quite right-the

capital gains and losses provisions of the present law. It gets worse
instead of better.

Senator CONN ANlLY. I wonder if we coUldn't, Mr. Chairman, suggest
that the Treasury study classifications of this kind. I am perfetly
willing for these speculative and fly-by-night folks to be periall
but where it is a normal and a business operation, it does seem to
me a pretty cruel rule that you can take all a man's profits and then
when he loses, he can't take any loses.

The CWAIRMAN. You are right about it. Thus far the Treasury has
had but one yardstick by which to measure. That is the time in which
you hold the assets.

Mr. McNPtt. On this money I am litihg, s I haie gained the
money I have pdid the income on it dhch year.

The CuAiMaN. Yes, I know. I appreciate that fact.
We are glad to have heard froin yoO.
Mr. Bodfhsh.
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STATEMENT OF MORTON BODFISH, CHICAGO, ILL, EXECUTIVE VICE
PRESIDENT, UNITED STATES SAVINGS AND LOAN LEAGUE

Mr. BODFISH. Mr. Chairman, I think I can tell my whole story in
just 5 minutes.

The CHAMBRAN. You are speaking to a particular provision I
Mr. BomnaH. I am speaking with regard to the specific section 153

commencing on page 158, inserting supplement U, sections 425, 426,
and so forth, dealing with withholding or collection of tax at source
on dividends, bond interest, and wages.

Senator CONqNALLy. Mr. Bodfish, pardon me, but I have got to go.
I am somewhat familiar with your statement, and I will peruse it
later.

Mr. Boan. Thank you very much.
The CHAIRMAN. I wish the 'Treasury would note particularly be-

cause 1 prestime this is a matter to be brought to the attention of the
Treasury. All right.

Mr. BoDmsH. There is only one thing that we want to make a sug-
gestion about, and that is with regard to the application of the with-
holding provisions to dividends.

There has been a great deal of discussion in the course-
Senator BROwN. That is, dividends from building and loansI
Mr. Bonnsq. From bu-iding and luan associations. Dividpnds from

cooperative banks and savings and loan associations. Also dividends
from credit unions and apparently from farm cooperatives, and possi-
bly an even more extensive group than that.

There seems to have been no discussion of the dividend withholding
question, and the situation is roughly this, speaking in terms of our
savings and loan associations. We have 6,500,000 savers and investors
and the with-holding provision would require us in 1943 to withhold a
dollar and a quarter on each member or investor. We would have to
deal with this as a bookkeeping transaction either 2 or 4 times a
year, dividing it up that much, write a letter to each saver or investor,
ascertain if they were subject to the Federal income tax, get a reply
back from him or, if not, withhold 5 percent of his dividends, give
him 2 to 4 receipts, and transmit the nominal sums withheld to the
Government.

Senator Crax. It is just as much trouble in bookkeeping from an
administrative standpoint to hold out $1.25 as it is $1,0001

Mr. BomalSH. Yes; it is our considered judgment that on these nom-
inal amounts, the bookkeeping machinery, postage, labor, and cor-
respondence costs involved, to the withholding institutions, the public,
and the Government, probably approaches the amount that would be
collected in advance or withheld.

Now, it seems to us in the drafting they have recognized the prin-
ciple of avoiding withholding nominal amounts with regard to wges
and salaries in setting the minimums. That has not been done with
regard to dividends. We have been in conference with the credit-
union people. They have about 10,000 credit unions scattered around
the country with nearly 4,000,000 members. We find that on an
average in 1943 t1i ., would withhold 15 cents, half of it each half
of the year; in 1, under the withholding provisions, 30 cents.
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We really feel, Mr. Chairman, this is a matter which has been
overlooked. We raise no question about the general policy on the
withholding question particularly regarding wages and salaries. We
do think that as regards dividends in nominal amounts that there will
just be more expense and bookkeeping and paper work on the part
of the Government, our institutions, and the individuals concerned
than the amount of tax that would be collected in advance or at the
source.

The CHAIRMAN. Do you suggest an amendment putting in a mini-
mum#

Mr. BODFISH. We have an amendment. Our initial suggestion is
to treat these small savers and investors in the same way apparently
the draftsmen had planned to treat the savers in mutual savings
banks and commercial banks. Section 153 of H. R. 7378 is rather
carefully constructed so that it does not require banks with 35,-
000,000 savings and time depositors in mutual savings banks and
commercial banks, to withhold on the interest they pay to savers
and investors. Our amendment provides comparable treatment for
savings and loan associations, credit unions, and farm cooperatives.

Now, I assume that the elimination of all bank interest was in order
to avoid this rather onerous and nuisance type of bookkeeping and
withholding on interest paid by banking institutions.

senator r VANDE1NBERG. Well, the Treasury has already had to take
10,000 new employees to run this section of the law from this end
of the show. I can imagine what it might do to the rest of you.

Mr. BODFISm'I notice that in one of the earlier discussions they
estimated there would be, roughly, 27,000,000 wage earners with whom
they would be dealing. We have in our group and the credit unions
and the farm cooperatives alone, 10,000,000 or 12,000,000 people, all
of whomi receive nominal amo~ints. I don't know, probably there is
another 15.000,000 to 20,000,000 dividend receivers who receive small
or nominalamounts -where the withholding probably wouldn't justify
the paper work or the bookkeeping involved.
fvOur suggestion, Mr. Chairman, is that you treat the farm coopera-

tives, credit unionu, and our institutions on the same basis Wat the
draft treats mutual rvings banks ind commercial banks. 'We are
only different in the respect of paying dividends instead of interest
in most of our institutions. We technically call our return a divi-
dend. Not a dividend in the sense that a typical commercial corpora-
tion pays dividends. It is more dividend in the sense that a mutual
savings bank or a commodity cooperative distributes its earnings,
whatever they are.

The CHAIRMAN. It seems to me that the Treasury should note par-
ticularly that we certainly should combine the two and say they
should be treated on the same basis.

Mr. BODFSIr. That is right.
The CHAMMAN. WLre the dividend did not exceed some worth-

while amount.
Mr. Bourrsu. There is a little precedent there. Probably Senator

Brown could be helpful. At the present time we are required to
make special returns on Form 1099 on any amounts of dividends
in excess of $100. We make very few of them, because we have few
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of that size. The banks have to make returns or) interest paid in
excess, I think of $800 at the present time, so there has bten some
precedent for dealing with institutions who distribute earnings on
the basis of amounts, and I assure you that anything that h; reason-
able and fair Is entirely agreeable to us. However, we would like to
be on exactly the same basis as the mutual savings banks and the
savings departments of commercial banks with regard to withhold-
ing, because, after all, that is where the impact of competition for
small savings and investments touches us.

Senator BnowN. In legislation setting up your organiztion, we
look upon your dividends as interest?

Mr. Boorisu. To the person that receives them, they are interest
in the broad sense that it is a return on their savings or capital.

Senator BRowN. In the same way in which the deposit in the bank
and the interest thereon are carried?

Mr. BODFISH. The bank makes a contract to pay 11/, or 2 percent
and we say we will take your money and employ it in a certain way
and after we have paid our expenses and our losses or reserves for
losses, then we will distribute the balance.

Senator BRowN. Are you satisfied with the language that you have
on page 3 of your prepared statementI Do you think that covers it?

Mr. Bo,uisii. We are sure that covers it and that the amend-
ment will take. care of the credit unions also. There are some ot the
State chartered credit unions, Semtor Brown, that happen to pay
interest. They call their "distribution of earnings" interest.

Senator BnowN. You say interest?
Mr. BoDrisn. That is whiy we say dividends or interest.
Senator BROWiq. Dividends or interestI
Senator DANAHER. That wouldn't go at the point you indicate,

though, would it, Mr. BodfishV Do you have a copy of the bill
there?

Mr. BoDrisH. I have the bill here; ye,
Senator DANAHER. 160.
Mr. BorIisH. Page 160.
Senator DANAHEr. Yes. Ace you goi g k,- put that in line 24?
Mr. BonfSl. Yes; you see there is a Nefi.;tion of dividends in

terms of an exemption.
Senator DANAE. Yes.
Mr. BoorisHf. And the only dividends exempted ar, dividew.'ls paid

by a foreign corporation %hich is. not engaged in tra3e or buAness
in the United States.

Senator DANAHEiM. It seems so wholly unrelated that it has a ,ec-
tion just As you say.
Mr. Boom-s. I wouldn't defend it as ideal draftsmanship bu,, it

seemed to be the best place to amend on dividends. I might say, Mr.
Chairman, that we have consulted with some of the representatives
of the farm credit organizations, and while I cannot speak for then,
they are of the view that it affects their dividends on their capital
structure, hhd possibly their patronage dividends.

You see this dividend affects just every kind of dividend. I am
not sure about what it might even touch the dividends of mutu al
insurance ownpanic, but " =n't know about that.
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The CHAmMAN. Well, there might be some difficulty in treating gytu
as some other type of institution, but there certainly ought o be
some relief on the broad ground that these are nominal amounts and
the burden is too great to justify that on organizations of which you
have spoken.

Mr. BoDFISH. We estimated it would cost us $2,000,000 or $3,000,000
just in our own institutions, and the withholding would not be
substantial in amount.

Senator CLARK. The burden on these cooperatives is entirely out
of proportion to the revenue produced for the Government by that.

Mr. BODFISH. That is right.
Senator CLARK. I think your point is well taken.
Mr. BoIwisH. I think it is a question of establishing a proper mm-

inum as you have done on wages and treating our savings and loan
associations and credit unions as you have our banking competitors.

Might I submit for the record this statement which embodies the
proposed amendment?

The CHAIRMAN. Yes. Thank you very much.
(The statement submitted by Mr. Bodfish is as follows:)

Auousr 3, 1I92.
In re H. R. 7378, specifically, section 153, page 158, inserting supplement U and

sections 425, 420, etc., "Collection of tax at source on dividends, bond interest,
anct wages.:'

To: Hon. Walter F. George, chairman, Committee on Finance, United- States
Senate.

From: The United States Savings and Loan League, Chicago. Ill.; Morton Bod-
fish, executive vice president; Horace Russell, general counsel.
This statement and request for an amendment is made on behalf of more than

7,500 savings and loan associations, building and loan associations, and cooper-
ative banks located throughout the United States. These associations are coop-
erative, membership, and special-purpose Institutions engaged in encouraging
thrift atd savings and in the financing of home ownership. We have more than
e,500,000 members who would be affected by the withholding provisions of the
pending revenue bill. These members receive two or four dividends a year and
under the requirements of H. R. 7378, the withholding of $1.25 per annum per
member would be Involved in 1913 and $2.50 per member per annum In 1944.

We are joined in our request by the Credit Union National Association, Inc.,
which represents over 10,000 credit unions with about 4,000,000 members. Credit
union members receive dividends as do members of savings and loan associations
and the holdings of individual members are so small that the 1943 amount would
be about 15 cents per member and the 1944 amount 30 cents per member. We
are advised also that there are many farm cooperatives whose members receive
small dividends and, therefore, they appear to be in a similar situation.

Our first objection to the withholding requirement is that It is unfair and
discriminates against our thrift and savings institutions. The bill does not
require commercial banks or mutual savings banks to withhold upon Interest
paid to their savings and time depositors. There are about 35,000,000 such
accounts and depositors in banks. Under the bill, banks do not have to withhold
or collect at source upon interest on savings accounts, but savings and loan asso-
ciations, cooperative banks, credit unions, and many farm cooperatives would
have to withhold upon savings accounts and investments. This discrimination or
different treatment will adversely affect our institutions and savings and Invest-
ment members will not understand and will resent our savings and loan associa-
tions withholding or collecting at the source when their banks do not.

Our second objection is to the expense and trouble involved from the stand-
point of the associations, their members, and the Government compared to the
benefits which accrue to the Government from this particular withholding or
collection at source. We believe that the withholding of so many small amounts
will be a costly nuisance provision Involving an almost hopeless and burdensome

mnonnt nf hookkeeninr and correst-ondence in relation to the small snmp thim
76093-42--vol. 1-62
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prepaid to the Government. Under the present language, savings and loan aso-
clations, cooperative banks, credit unions, and farm cooperatives will have to
write a letter or communicate with each and every member with a certificate as
provided in section 425 (e), then the member will have to return this certificate
if he is not subject to Federal taxation. The Institution will have to withhold
upon all other members and furnish them by mail or otherwise with receipts for
the amounts withheld. These small sums will have to be paid over to the Gov-
ernment and the Government will have to open millions of accounts because of
them. Many of these parties will not be finally subject to tax and refunds will
be involved in addition to the fact that advance collections from this source will
be small. We estimate that the cost of postage, letters, printing, and work
involved to our own institutions would total $2,000,000 to $3,000,000 per annum.
Add to this the cost to the Government of carrying such small accounts and
doing all the work attendant in connection with them, it seems that the total
amount withheld and paid over to the Government may not greatly exceed the
total costs Involved.

We do not consider the procedure for securing certificates provided in section
426 (e) nor advance collection of nominal items practical. In fact, thousands
of credit unions and savings and loan associations affected do not have the
facilities for securing certificates or for handling the small withholding items.
We ask relief from the burden of collecting and accounting for small amounts
of tax which will also reduce the Government's administrative burden and the
cost of collection entailed in handling millions of returns involving only nominal
amounts. H. R. 7378 accepts this principle and procedure with regard to wages
and bank Interest and we believe it should be likewise applied to the earnings
disbursed by our institutions.

Ahe d!scrim!natnn against our savings and loan associations, credit unions,
and like organizations which pay dividends can be orrectcd by ad!ng to RP"-
tion 153, page 160, "section 425 (e)," the following:
"nor shall withholding be required upon dividends or interest paid buy credit
unions, savings and loan associations, building and loan associations, cooperative
banks, and farm cooperatives."

We recognize the many difficult matters with which the Committee on Finance
and its technical staff deal. We respectfully request the above amendment to
eliminate discrimination and to avoid substantial burdens on these cooperative
and membership organizations which pay small dividends to individuals, par-
ticularly in yew of the fact that substantial net revenue is not involved in our
judgment. Again, nominal amounts have been excepted with regard to wages
and bank interest and we only seek comparable treatment.

The CHAIRMAN. I believe that finishes the work for today.
We will recess until 10 o'clock tomorrow.
(Whereupon, at 4: 35 p. m., the committee recessed, to reconvene at

10 a. m., Thursday, August 6, 1942.)
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THURSDAY, AUGUST ), 1942

UNI-E STATUS SENATE,
CoMmirr ON FINANCE,

Washington, D. C.
The committee met at 10 a. m., pursuant to adjournment in room

312, Senate Office Building, Senator Walter F. George chairmann)
Treslding'

The &AIMAN. The committee will please come to order.
Senator BRowx. Mr. Chairman, I would like to have the record

show that I am submitting a letter of the Jury-Rowe Co. of Lansing
Mich., to the Treasury presenting to the Treasury the problem oi
sales on installments where payments have been accelerated by cer-
tain regulations of the Federal lieserve Board with respect to credit.
which give there morcharbt hrver rt,4pints than they Lknicipated
in a particular calendar year, and which matei.ially affects their cash
receipts and their income. It does seem there is something to the
problem, and I am asking the Treasury to work that out.

The CHIIRMAN. Yes. That matter has been brought to my attxi-
tion, Senator Brown. I am not siire that I have not already mentioned
it to Mr. Stam or somebody else. I think something has been under
consideration. You are submitting it?

Senator BnowN. I have submitted that letter to the Treasury.
The CHAIRMAN. Mr. Fernald.

STATEMENT OF HENRY B. FERNALD, MONTCLAIR, N. I., CHAIRMAN,
TAX COMMITTEE, AMERICAN MINING CONGRESS

Mr. FFmiALD. Mr. Chairman and members of the committee, the
first and foremost problem confronting us is winning this war. The
winning of the war can no more be taken for granted by us than it
could be by France. If we lose sight of our fundamental objective
and fail to do what needs to be done to win the war we should not ex-
pect to win it. If we do what is needed to meet this main objective,
then we may well and rightly consider other, but secondary objectives.

The primary test of any pro',ision of this tax bill is whether it wiU
help or hurt in attaining that main objective of winning the war. We
cannot say that whatever will bring money into the Treasury is desir-
able. Money itself is a dead thing. It is only of value as used to
accomplish the desired purpose. Money can be made an instrument
for production, but only by putting it to effective use. Production
for war needs is more important than the gratification of seeing great
sums passing in and out of the Treasury. Money diverted from
needed productive effort may hurt and not help the war effort. If we
nve firmly in mind that the main objective of this tax bill is to con-
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tribute best to winning the war we shall recognize that the tax bill

must be a means of stimulating, and not obstructing or discouraging,

needed production for the war.
The first and foremost objective need not conflict with other im-

prtant but secondary objectives. We want to raise revenues to pay

for this war. We shall not raise this year enough to pay for this

year's expenditures, nor do we expect to do this next year or in the

following years of what may be a long war. If this year we took the

entire $17,000,000,000 estimated taxable net income of all corpora-

tions, and the entire $8,000,000,000 estimated net incomes of indi-

viduals in excess of $5,000 per year, this would pay only a minor

part of this year's expenditures, but would cripple our revenue

sources and our roductive capacity for future years of the war and

for the years af~r the war. We cannot win the war oii the pro-

ductive effort of a single year, but must maintain n(ded productive

capacity for each yerr of the war. We cannot pay for the war out

of the revenues of a single year but only out o sustained revenues

year after year of the war and of the post-war period.
Our democratic system of private initiatives has developed the

greatest productive capacity the world has ever known. That system

must be our reliance for production and for Government revenue. If

we kill incentive for production we kill our revenues. If taxes, be-

cause of the rates at wilich or the manner in which they are imposed,

pass the point of productivity, -both revenues and production suffer.

We need a strong, active, efficient industry both for production and

for revenues. The raising of maximum venues does not conflict

with maximum production, but excessive taxation can hurt both

production and revenues.
Furthermore, our need for a sound, vigorous industrial system to

give needed production, employment and revenues after the war does

not conflict with the purpose of obtaining maximum needed produc-

tion and revenues over the years of a long war. Where we must

choose between present war needs and what we would like to see for

the future, our immediate war needs must come first but in looking

primarily at the needs of today we must not recklessly disregard the

needs of the future. We must not come to the end of one or two

years of the war and then find our war effort dead. I shall later

speak very directly of this with regard to the mining situation.

It is from the foregoing standpoint that I shall speak of certain

features of the tax bill as they affect the mining industry. I speak

of only a few major points, but I urge that in your entire review of

this bill you keep in your minds these fundamental tests of each of

its proisions:
Will this help or hurt the war-production effort?
Will the amount of present revenue it would yield compensate for

any detriment it may be to future production and future revenues

Will this provision actually yield increased revenue over a period

of years, or does it represent a tax imposed at such rates or in such

manner that it will reduce or defeat the net revenue yield ?

In the recent hearings of the Senate Silver Committee, presided

over by Senator MeCarran, in Nevada, Utah and Colorado, the rep-

re..entatives of the mining industry of those Atates and the neighbor-

lug Stfqte, such its Montana, Idaho, Oregon, California, Arizona, and
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New Mexico, distissed the efect of taxation upon their operations.
I attended these hearings and listened to the presentations made. I
cannot forecast the report the committee will Make with regard to
them, but I state by own conclusions, concurred in by the tax com-
mittee of the American Mining Congress.

There was general agreement among mining men that taxation was
obstructing production-particularly where additional financing
was needed. To indicate why this is so, I set forth certain typical
situations:

Effect of tawea on mine production.-(1) Mines now developed and
operating with adequate finances, efficient personnel, and abund ant
ore reserves inay be able to continue and even expand operations. To
maintain production, development work mut be kept ahead of pro-
duction, and equipment and facilities maintained and replaced as
needed. To increase production, there must be extension of develop-
mept work gnd probably enlarged facilities. Substantial working
capital is needed to carry costs between the time of first expenditures
and the final receipts for the product, as well as to meet the special
expenditures which may be needed for additional development work and
enlarged facilities--perhaps far beyond normal requirements. Needed
facilities may include those for treatment and transportation of the
product of the mines as well as those for getting the mineral out
of the ground. Problems must be met and solved, including all the
natural difficulties which at any time exist, and the emergency prob-
lems of wartime shortages of manpower and materials, innumerable
and often conflicting regulations and requirements of Government
departments and all the uncertainties of what may lie ahead. Min-
ing men have been, are, and will continue endeavoring to do all in
their power to meet these as a challenge and make available the
buried metals needed for the war.

The well-developed, equipped, and financed mining company can
and will make the utmost production it can, whether or not it likes
the kind and amount of taxes imposed. However, taxes are p-
culiarly within the direction and control of the Government, and
the Government has a special responsibility to see that taxes do not
serve as penalties unjustly inflicted upon those trying best to peet
the Government demands. Unfair taxation, like any other unfair-
ness by the Government, tends inevitably to discourage the spirit
of accomplishment needed to get maximum production. It is sound
business and sound government to have such tax laws as will en-
courage, and not discourage, production which the Government de-
sires. Mining men will not in this emergency consciously curtail or
limit production of the mines because ofadverse tax laws, but it is
hard for anyone to do his best unless he can feel the Government
intends to deal fairly and justly with those trying to meet its
requirements.

(2) Some operating mines do not have their own funds ade.
quate to expand operations. To do this they need additional finances.
If profits from any increased production will be treated as excess
profits and subjected to a 90-percent tax there is no sound basis
for seeking investment of new money. Those with moneys already
invested in a mining property may have the duty to see that the
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property is operated to yield maximum production, but there is no
such compulsion on other investors to put new money into a mining
property if tax laws offer no prospect of a reasonable return. No
corporate management can conscientiously urge investment of new
money subject to the risks of the business, with little, if any, pros-
pect of recovery- of capital and a return commensurate 'with the risk.
The management in its trustee position is not warranted in sacri-
ficing existing equities of present stockholders to obtain new moneys
as investments or as loans. If 90 percent of any additional profits
will be taken in tax and borrowed money will outrank present in.
vestment, the new money borrowed, whether from the Government
or private investors, inevitably sacrifices the equities of present
stockholders.

It is true that in some cases the Government might help overcome
its own tax obstruction by itself providing movable equipment or
plants so located that the Government's ownership or lien thereon will
not imperil the present, interests in the property. If, however, build-
ings or equipment must be so located that the Government's interest
therein constitutes a lien on existing facilities or upon the mine itself,
this will mean the sacrificing or imperiling of present equities.
Clearly, there is a difficult situation if taxes prevent reasonable private
financing and require the impairment of present equities as a price of
getting Government assistance.

The remedy here is to provide adequate allowance for reasonable
profits on increased production and a reasonable return on new invest-
ment so that existing equities will not have to be impaired.

(3) Now known mines which need to be newly developed and
equipped or redeveloped and reequipped present a financing problem
even more serious. Taxes at high rates cannot be ignored by prospec-
tive investors. They must look at the net return after the Govern-
ment has taken the taxes it imposes. To see the seriousness of this
situation, we may note that if the corporation earns 10 percent on its
capital (new money) exempt from excess-profits tax but subject to a
45-percent income tax, this lea,'es the corporation net only 52 percent.
A stockholder subject to a 33-percent income tax, which point is
reached at $10,000 of income, who receives this 51/ percent will have
a net return of only about 31/2 percent on his investment-wholly
inadequate to cover the risks involved. If, however, the earnings on
new money are subject to a 90-percent tax, there can be no hope of new
investment.

(4) The problem of exploration and development to find and open
up new mines is still further imperiled. There can be little incentive
for the prospector to go ahead in his search for new ,ine' 0i pielimi-
nary development of them if he must feel that when he has discovered
a prospect and proven the possibility of a productive mine there is
little hope for financing it under existing tax laws.

Thus, the tax laws have their very definite bearing in obtaining
needed production of war materials.

I have given this brief and incomplete outline to illustrate how cer-
tain tax features, later referred to, have their important bearing on
production of war materials.

With these points in mind, I shall speak of certain particular
features of our tax laws.
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I. DEPLEIION

It is essential that proper depletion allowances be made. I shall not
speak at length on this because it will be a subject of special presenta-
tion to your committee by others, but we urge that the provisions of
the House bill as they are before you be continued. These fairly and
rightly meet the general needs of the mining industry. There are cer-
tain special situations of which I shall later speak.

U. UNIT OF PRODUCTION CREI'IT FOR EXCESS-PROFITS TAX

Under present law, mines, as other industries, are entitled to a speci-
fied credit based on invested capital or on income for the years 1936
to 1939. Any income in excess of such credit is subjected to the
excess-profits tax, which under t hi:; bill is 90 percent. The war
authorities have been and are urging mines to increase their produc-
tion of essential metals and minerals for the prosecution of the war.
Many mines have done so. Others are endeavoring to do so. But the
excess-profits tax may heavily penalze those responding to the
Government's demand.

Mines differ from ordinary industry. The merchant or manufac-
turer who increases his output this year will do so by increasing his
purchases of raw materials, but this does not limit or curtail his ability
to purchase such raw materials in future years. Mines can only in-
crease their production by using up their capital assets, so that what
they produce this year curtails their ability for future production.
The mine does not really have excess profits unless it obtains more
than a normal profit per unit of production.

Under present law, assume a mine had produced an average of
100,000 tons of ore a year in the base period at an average profit of $1
a ton, and had an excess profits credit of $100,000. If during the tax-
able year it again produced 100,000 tons of ore but at a profit of $1.50
per ton, or $150,000, the additional $50,000-being more than the normal
profit-would be treated as excess profits. To this we take no excep-
tion. However, if what happened was that this mine increased its
production to, say, 150,000 tons, still making only'the normal profit of
1 a ton or a tota of $150,000, under the present iaw this normal profit

of $50,000 on the increased tonnage would be treated as if if, were excess
profits and subjected to the 90-percent tax. If the company should
produce the 150,000 tons at a profit of $1.50 a ton, or a totai of $225,000,
there is no protest against treating the additional 50 cents a ton, or
$75,000, as excess profits. What the mines are protesting is the treat-
ment of the normal profit per ton. or per pound or other appropriate
unit, as if it were excess profits and subject to the heavy tax. It is a
tremendous sacrifice that the present law requires mines to make for
giving their cooperation to the war effort. Mines have done and mines
will continue to do their utmost to increase production, but they ask
that the tax law deal fairly with them and not penalize them for the
cooperation which they give.

This is the situation which the amendment of Senator Johnson of
Colorado, offered last year (Congressional Record, September 4,
1941, p. 7483), was intended to correct. Copy of this is submitted as
exhibit A, but including certain further provisions to which I later
refer.
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(Exhibit A submitted by Mr. Vernild is as follows:)

ExmBlT A

AMZNDMWT PUOPOORD BT SSNATOu JonNsoN ov CoioaADo W u rrom 713 OF TUB

INTU.L RvMWIZ eor, WrW CisTSAs ADOrIONs Now PuOosM) TO ITs

WoRDINQ, ftJI=I'5T X& 1. FWJRAI

[ Additlonp indicated by italics]

"(h) Corporations engaged in mining-

"(1) A corporation. engaged in the mining of natural 4pposlts shall be entitled

under this section (with respect to Its ruling operations) to an excess-profits

credit equal to the normal profit per unit of production for its entire pro4nc-

tion during the taxable year, in addition to sbch other excess-profitS credit as

may be allowable under this subchapter which is properly allocable to its

operations other than mining.
"(A) In the event ti t the taxpayer was actually in existencp at the begin-

ning of Its base period and was, during all or a part of such base period en-

gaged, on a commercially pro.tah.e basis, in mining operations similar, except

as to the volume of production, to those carried on during the taxable year,

then the taxpayer's normal profit per unit of production during the base period

(excluding the year or years In which there was a deficit In excess-profits net

Income) shall constitute the taxpayer's normal profit per unit Of production for

the purposes of this subsectio4. In computing such normal profit per unit, the

adjustments provided by section 711 (b), so far as applicable, shall be made.

A(B) If the taxpayer was not in existence at the beginning of its base period,

or if It was not, during all or a part of such base period, engaged, on a commer-

ef~liy proltalle basis, in mining operations similar, except as to volume of

reduction, to those carried on during the taxable year, or if tre taxpoler due-

pap all or part of such base period was not selling i product on the open market

On a oomprttive baste an. the price received for its product was not represent0-

Live of fair market price; for such period, thep tim normal profit per unit of

production shall consist of the base period profit per unt of production which

The taxpayer wouit have realized If It bad been so enngagd during such base

period or had sold its product at market prices. Such normal profit per unit

Mhall he conputed by assuming that the taxpayer had sold in each year of the

Wa period the number of .nits w.ch it could have produced and sld, with

4ue regard to the average prices and costs of operation prevailing In each Mae

period year, except that the number of units assumed in such computation for

ny base period year shall not exceed the number of units sold in the taxable

year; but it no event shall the formal ,rott per unit thus deterind os less

than such amount of profit per uni, as would norinaly warrant the devolopmWnt

an -operation of a mine such as that for which te al ol_ ce is m ade.

"(2) The term 'pase period' means, for the p.rpoes-- of this subsection, the

base period as elsewhere defined In this subchapter, hut If the base period of

-taxpayer is not elsewhere so defined, In such case the teri base period, w-Aftn

tke calendar years 1938 to 1939, inclusive.
"(3) This subsection shall not apply if the excess-profits credit computed under

section 713, without the application of this section, or under section 714, exceed

the amount of the credit computed under this subsection."

Mr. FFR ALD. Consideration of the amendment was then deferred

until the administrative bill which it wa- contemplated would follow

shortly. The subject has been discussed it some length with Treasury

representatives. The problem involved is well set forth in the House

committee report, page 149, as follows:

The War Production Board and the Offce of Price Administration a-e en-

deavoring to stimulate the production of certain metals by offering premium

prices, In excess of the ceiling price, for production in excess of specIfi, eottb-

pished quotas. Thus, for the same total output over a period of years, the total

amount of taxle excess profits will be greater if the output Is conaentratpd in a

few years than if It i spread oyer a longer period, ilnce the aggrepte xe..

profits tax credit for the period depen4s .Pon the number of year# i plude

therein, This problem does not appear In Industries Which do not have dpletabe

VN ,OUT'Vi :1i{'t ftitili
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The only change made by the House bill to meet this situation is the
amendment of section 711 (a) by section 213 (p. 217) of the bill which
would exclude, from excess-profits net income, bonus payments made
for production in excess of a specified quota. We agree that such
bonus payments are properly to be excluded from excess-profits net
income, but this does not meet the problem. Companies, which to
meet the demands had already increased production by 1941, could
not get allowances for this under the quota system. Moreover, only
certain particular metals-copper, lead and zinc-have such quota
allotments. The remedy should be much broader, along the lines of the
Johnson amendment.

The Johnson amendment would give the benefit of the unit of pro-
duction credit in the following manner: To companies which had an
appropriate operating experience in the base period the normal profit
per unit would be determined _, a that experience. For
mines which did not have h appropriate 3o 1g experience, a
constructive determinat Eti'of normal operating pro gould be made.
In this latter class ,uld be newly formed corporate or newly
opened mines; miiP which did not lwave commerciallyrofitable
operating expert ce in the basoperio4, which would be fai4 repre-
sentative of no~ al profits, au s6 fortfu The #termination what
constitutes a Xasonable rmal profit loace per unit wo d be
made by the mnissio-r -

A further' tuation wli lb t r verre by t1 Lhnson a -
ment as draed last year, but w should lf co red s with res t
to those miies which could not ve o era i-ofitaly during he
base periodO At thak time th d orHi% trategic d
critical mi als had hpt Os t I since n recognto be. Eve thou h could ve been operated a
profit unde ibase-peri t , th less somemum normalproflt whik~ia ny c .sb~~eeon as nece lry

to warrant thI opening d operation "any in e law uld
recognize this.

has been some tial chang or izati and meth of con-
ducting business een the base pen and the current ar. Here
also the determinati ould be made of what would present the
normal unit of profit or present methods of nization and
business conduct.

The need for ai amendment ssed by Senator Johnson
has been recognized and we urge that it be included in this bill.

Ill. WfT ATEUiC AN (JITICAL 14INFLS

The 1940 act granted excess-profits exemption to production of cer-
tain strategic metals there listed. This exemption was repealed by
the 1941 act even though many persons had gone ahead with explora-
tion and development relying upon the exeml4ion granted. The ex-
ernption should be restored.

There is also a further situation with regard to such strategic
metals and other minerals for which we have great need in our war
effort. Many of these metals could not have been produced in this
country before the war in competition with foreign supplies which

wee vidl,-b front ,'i-L dcpofit.e, prcncned with _ ci cper labor, fnd
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available at low prices. These metals we need desperately today, but
we must recognize that after the war it may no longer be profitable to
produce them here in competition with the foreign supplies which
presumably will again be available. You see, I am speaker,, ,f a
very special situation which is very serious. There are also many
marginal or submarginal mines, of these and other minerals, from
which we are trying to get further production at the present time
even though. it is doubtful if such mines can operate profitably in
normal times. Such mines do not warrant investment on a long-term
normal basis; yet the Government may apply to them its isua1 rules
for depreciation, depletion, and recovery of development costs. Under
these rules tlhe Government may treat as income what may really be
a return of capital, and may take so much in income and profits taxes
that investors will never realize a return of their capital. For such
mines, with uncertainty of operating life, which probably could not
have been operated at a profit in the base period and which can hardly
be expected to operate at a profit in the post-war years, there should
be made a special rule which would permit them to recover their cap-
ital before there is any computation of taxable profit.

Senator VANDENBRG. Is it possible to identify them?
Mr. FERNAILD. We will have to do that under some properly framed

and broad discretion.
Senator VANDENBERG. Delegating the power to the Commissioner,

or something of that sort.
Mr. FERNALD. Something will have to be worked out, Senator; I

know it is hard, but I think it is a problem that can be solved if the
situation is once recognized. We simply want a fair rule. We do
not want this to be applied to those mines which undoubtedly are
going to have a long life. They stand on a different basis. It Is the
temporary mines that we are concerned with. I have not tried to
submit it here, sir, because I felt it was better to get the recognition
of the situation. We will be very glad to discuss it with the Treas-
ury and see how we could formulate a proper rule.

Senator VANDENBEG0. Are there a good many of them?
Mr. FERNALD. There are a great many of them, sir, throughout the

West. That applies to these special minerals, and there are also a
good many marginal mines that we are trying to get opened up
because we need that production.

Such an allowance should be obtainable under present law if the
taxpayer could present convincing proof to the Commissioner that
there was no possibility of recovering more than the investment, but
this is difficult or impossible to prove. There is a wide difference be-
tween the proof which might satisfy the Bureau, and the estiliute of
probabilities which would determine the action of a prospective in-
vestor. The investor can hardly be expected to put his money into
the property if the Government may take a large part of all realiza-
tions during the emergency, leaving the investor to recover his in-
vestment out of possible, but little expected, realizations of the future.
The fair rule in such cases seems to be clearly that the investor should
be permitted to recover his investment before the Government treats
any of the proceeds as profits subject to either income or excess-profits
taxes.

We iirge fbat such i provision as this he included in the law to meet
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the situations that have developed and are developing in the search
for war-essential metals and minerals.

IV. TAX ON FREIGIIT

The proposed 5 percent tax on freight would apply with particular
severity to the mining industry which now has maximum prices fixed
for its products. Freight charges on incoming materials and sup-
plies as well as on outgoing product generally form a heavy item of
mining cost. These would be increased by the tax on freight which
could not be passed on to the consumer. In many cases this will
involve tax on the crude ore to the mill, on concentrates to tle smelter,
and on metal to the refinery and even possibly on refined products to
the market. All of these would have to be borne by the mine oper-
ator as against the fixed price for his product. Isolated mines would
be penalized because of their location and the industry as a whole
would be saddled with a burden which would definitely act to reduce
production. We join with the Secretary of the Treasury in opposing
this as an undesirable tax.

V. DEDUCTION OF TAX AT SOURCE

The bill devotes pages 159 to 181, inclusive, to "Supplement U-
Collection of tax at source on dividends, bond interest, and wages."
The plan there proposed for collections with differential allowances
for personal exemptions and dependents will impose a tremendousburden on employers. It will be an extremely heavy load for the
many small mines of the country, already suffering from a shortage
of clerical labor and burdened with the great volume of additional
reports which the Government is now requiring. We urge that any
system for collection of taxes at the source should be a flat percentage
of the amount paid. The burden of this would be substantial but
nothing like that required to make all the differential computations
under the complicated provisions of this bill.

VI. BASIS AND RATES UNDER THE PROPOSED BILL

(a) Rates of tax.-The proposed rates of 45 percent normal and
surtax and 90 percent excess-profits tax are exceedingly high. We
have already pointed out that. with such rates there should be scrupu-
lous care to see that the excess-profits tax is not imposed on anything
which is not truly excess profits and that the normal tax is not im-
posed on anything which is not truly income. Even so, we feel that
at such high tax rates industry cannot survive and prosper to dis-
charge its functions of efficient production during and after the war.

We believe the normal tax should not exceed 331/3 percent, having
in mind particularly that profits distributed to the stockholders are
again subject to tax.

The excess-profits tax, we believe, should not exceed 80 percent and
the rate schedule should be stated by brackets based on percentages of
the excess-profits credit. Even at best it will be impossible to mark
out fairly a clear dividing line between normal and excess profits and
there should be at least one or two fairly broad brackets, starting per-
haps at 50 percent and reaching a maximum of 80 percent.
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(b) Invested capital credit.-The present law allows a credit of 8
percent on the first $5,000,000 of invested capital and 7 percent on addi-
tional amounts. The pending bill reduces the credit on invested capital
over $10,000 000 to 6 percent and 5 percent. The Treasury Department
is on record as recognizing that 8 percent is probably the minimum
rate at which we conuI generally expect business investments would be
made. We should return to the flat 8 percent credit of the 1940 act;
or at least continue the 8 percent and 7 percent allowances of the present
law.

(c) Income credit.-The years 1936-89 were iot years of normal
profits. Generally, there was at least one very poor year without an
offsetting high profit, year or years. We again urge, as we have urged
before, that the taxpayer be permitted to have his b,se period credit
based on the average earnings of 3 out of the 4 years, determining
that average by dividing by three.

(d) The excess-profts tax should be ipoed on the .e;,e rf/ profits
of the war period.-Excess profits are not to b determined solely on
the basis of the earnings of a single year. The net operating loss
carry-over and the excess-profits credit'carry-over should be extended
to at least 5 years, or the period of the war, and there should be pro-
vision for a credit backward from later to earlier years, all worked
out so that the tax will be on the average profits for the war period
and not on profits of a single year which may be largely or wholly
offset by losses or low profits of other years.

(e) Provision for sacings.-We urge that provision be made for a
savings plan allowing deductions up to 20 percent of taxable income
for investments made by the taxpayer in Government bonds. The
Government would thus receive funds it now needs and the corporation
would be placed in a position to have needed funds to meet the post-
war requirements. I wish I could speak more at length on that.

(f) Capital stock and declared value excess-profits tax should
be repealed.

(g) Consolidated returns should be permitted for income as well
as excess-profits tax as provided in the bill; but there should be no
differential in tax rates. Consolidated returns should also be allowed
for capital-stock tax and the'related declared value excess-profits tax,
if these are continued as provided in the bill.

VIz. TECHNICAL AMENDMENTS

(a) As to invested captal.-(1) The amendment made by section
212 of the bill to tet ion 718 (a) (2)-as to the adjuAtment to be made
where the unadjusted basis of the property is a substituted basis--is
eminently a appropriate. Similar provision should be made under sec-
tion 720 with respect to adjustments for inadmissibles. Perhaps this
is understood but it should be expressed to avoid question. These
should be with retroactive effect.

(2) The taxpayer should not be denied the cost basis for property
as invested capital merely because the property was acquired-in some
particular form of exchange or reorganization when there was no
thought of consideration of a possible future invested capital de-
termination. At least, there should be a general relief provision ap-
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plicable where there is a substantial discrepancy between tax basis
and cost.

(3) The basis for computing gain rather than basis for computing
loss should be used for property under section 718 and section 720.

(4) Daily computations should not be required; or the Commis-
,;ioner should be given broad authority to waive the requirement. I'
beg you do not brush that lightly aside.

"5) Borrowed capital should be fully included in invested capital.
b) Special relief.-We recognize the endeavor made in the bill to

grant relief to meritorious situations. However, much of the value
of these provisions seems in danger of being canceled by the last
sentence of section 722 (a) which would disregard "events or condi-
tions affecting the taxpayer, the industry of which it is a members,
or taxpayers generally occurring or existing after December 31, 1939."
We urge this sentence be omitted from the law.

There should be no penalty tax when special relief is granted.
Full allowance of relief where found appropriate should be given
without the limitations and additions of section 722 (e).

(c) Section 734 regarding inconsistencies should be repealed, or
at least substantially amended, so it will not be the unjust and op-
pressive provision which now exists. Such repeal or amendment
should be with retroactive effect.

(d) The amortization provisions of section 124 should provide
allowance for necessary facilities which may not have been coml)eted
at the termination of the emergency.

(e) Interest (m deficiencies should be at a rate not to exceed 8
percent.

Senator BRowN. Likewise, would you provide the same rate for
refunds?

Mr. FUNALD. Yes, sir.
Senator BROWN. I agree with you on that.
Mr. FnRNAW). (/) T'he fiscal-year provisions of the pending bill

should be changed to adhere to the same principle as in all our recent
acts; so that the new rates would apply only to the fiscal years begi-
ning after January 1, 1942; thus avoiding the double computations
required tinder thebill.

The CHAIRMAN. Are many of the mining companies on a fiscal-year
basis?

Mr. FERNALD. There are a substantial number, sir. Some of them
have done that on account of the winter season, which makes it very
difficult for them to take their inventories and make their final check-
up. Just as a natural thing they have taken a fiscal year other than
December 31, which for them is the worst, time of the year to close.
The majority of mines are probably on the calendar-year basis.

Senator BArKLEY. After the first ear, even if it should be left as
it is, does it make any difference? t is just this first year that they
will have to go back.

Mr. FERNALD. If they could change their fiscal year to a calendar
year it could be worked out, but if they are under these difficult situa-
tions they ought not be compelled to change against all the natural
situations that enter into it.

Senator BARKLEY. That might be, but if they do not change would
this difficulty you speak of only occur in the first taxable yearl There
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never ought to be, and I do not suppose would be, any period in which
there would be a duplication of months in which they paid a tax for
2 different years.

Mr. FEnNALD. If the year is arranged from June 30 to June 30, or
May 31, you see, each year they are going to have part in one and part
in another. Of course, if this bill is to continue unchanged for 5 years
what you say would be true, but our prior record does not indicatethat probability.

Senator BARKLEY. I would like to think we would not have to pass
another tax bill for 5 years.

Mr. FERNALD. So would I. I would like to see this bill so worked
out that we could sit back and say this is the best that can be devised.

(g) Recomputation of credit carry-over should not be required. It
is burdensome enough to make once the computations involved, par-
ticularly where invested capital applies. Where the amount has once
been computed and determined it should not be necessary that it be
recomputed again to cover each change which may be made in sub-
sequent law.

(h) The capiti1 gain and loss provisions as to corporations included
in this bill we believe are unfair and the provisions of the present law
should be continued.

V111. R NEGOTIATION OF CONTRACTS

Legislation recently enacted makes provisions for renegotiation of
Government contracts. We do not know exactly what may be re-
quired under these laws nor just how they will be applied, but it
seems to us that the legislation virtually ignores or conflicts with
the principles of the excess-profits tax. The purpose of the excess-
profits tax is to impose this very heavy tax on profits which are ex-
cessive. The provisions for renegotiations of contracts seem intended
to require readjustment of contracts where these are yielding more
than a reasonable amount of profits. This conflict and confusion
leaves operators in a state of uncertainty as to where they may stand
between these two laws, with little opportunity for intelligent plan-
ning of their operations, commitments, or finances.

For the products of the mining industry generally prices are fixed
at levels aimed to bring out needed production. Earlnings from Go'-
ernment contracts are on the basis of prices thus fixed. We believe

\/ the existing confusion and uncertainty should be terminated by repeal
of the requirements for renegotiation of contracts, at least so far as
mines are concerned, leaving a properly formulated excess-profits tax
imposed on excess profits if they exist.

We believe a sincere effort has been made in drafting this bill to
have it fair and equitable. The rates are exceedly high-we believe
too high-but the higher the rates the more important it is that the
tax bill should not be a crushing burden on industry. We appre-
ciate the expressions repeatedly made by the chairman of this com-
mittee and the chairman of the House Ways and Means Committee,
to the effect that taxation must not be a crushing burden on industry
which would leave it. prostrate and unable to function after the emer-
gency. We have supplemented that by urging it must also be a
tx bill under which industry can function with maximum efficiency
during , long var. wo have 'm thor dded thO thtse Ptandards do
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not conflict with the standard of maximum revenue. In the longrun the industry which can give maximum production over a long

war will form the basis for maximum revenues, both from industry
itself and from those who derive their incomes from industry. This
is the only firm foundation for Government revenues.

Accordingly, we believe that the provisions we arc urging will not
mean any sacrifice of revenues but will mean both increased produc-
tion for war needs and post-war needs, and increased revenues to the
Government.

The CHAIMIAN. Thank you very much, Mr. Fernald. Are there
any questions, gentlemen?

Senator VANDENBERO. On the question of the renegotiation of con-
tracts to which the witness referred, I think it might be helpful to ob-
serve that I have received a letter this morning from Mr. Paul on this
subject, which indicates that the War Department, the Navy Depart-
ment, and the Treasury are seeking, by mutual agreement, to arrive
at a system under which when renegotiation reduces income which has
been previously taxed, that the tax thus paid shall be a credit against
the reduction and renegotiation. So that the issue which we confront
at this particular point is whether you dare rely upon interdepart-
mental agreements or whether you would rather have a little some-
thing in the law.

Mr. FE:RNALD. Undoubtedly, it would be far better to have that in
the law and not have them disagreeing, as they are at present, where
nobody knows where he does stand on it. Just think of the situation
where you have this proposition of renegotiation hanging over you
for years and years, so you never know what that situation is, when
you may be under attack as to the past matters. What we are saying
is this: You fix prices for the mining products generally at your
maximum prices, prices that are supposed to be fair. Those are the
bases of our sales tinder Government contracts. Haven't we got all
the fair standard that we need in that way? I think we have, and I
think we can simply the thing greatly.

The CHAMnMAN. I think there is a great deal in what you say, and
ultimately the Congress will repeal that renegotiation-of-contract pro-
vision, because it has been found that it will be utterly unworkable.

Senator T rr. Mr. Chairman, I think it ought to be repealed in this
bill.

The CHArRMAN. I think in doing that there should bean over-all
limitation on profits on war contracts, both prime contracts and sub.
contracts, over the whole period, so that there could be no unconscion.
able profiteering out of the war.

Mr. FERNALD. That would be profits after what has already been
taken by taxes.

The CHArNMAW. Yes; an over-all limitation on the war profits di-
rectly. I think you can very well leave the excess-profit3 tax to oper-
tte on all nonwar profits anyway.

Mr. FERNALD. I think you have gotten it to operate pretty well on
the war profits as well, sir. I am not very much disturbed about that.

The CYUmMAW. It is not the renegotiation, it is the uncertainty in-
volved, and the long time in which those renegotiations will be going
on, and the constant change of personnel at the head of divisions
working it out, leads to so many complications until certainly at some
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time during this war, if the war goes on for another year or two, we
are going to have to deal with that question. It is very proper to
say 1t should be dealt with.

Mr. FERNALD. Thank you, sir.
The CHAMAAN. Thank you very much, Mr, Fernald.
Mr. Harbaugh.

STATEXFNT OF MX D, HARBAUGH, CLEVELAND, OHIO, VICE
PRESIDENT AND SECRETARY, LAKE SUPERIOR IRON ORE ASSO-
CIATION

The CHARM, 
"
. Are you froti the American Mining Congress also?

Mr. HaJIBAIUGH. Yes. I am really appearing hePI, however, on be-
half of the Lake Superior Iron Ore Association, whose members are
also affiliated with the American Mining congresss .

Mr. Chairman and members of the committee: I am M. D. Har-
baugh, of Cleveland, Ohio, vice president and secretary of the Lake
Superior Iron Ore Association. The membership of this associa.
tion consists of indepewlent iron-mine operators who produce nearly
60 percent of the total iron ore from the Lake Superior district,
which supplies about 85 percent of the iron oe produced in the
United States. The vital and indispensable function of iron ore in
our present war effort should command your attention to existing
Federal tax inequities, which unless corrected may impair seriously
the future of this industry in the Lake Superior district and thereby
threaten the security of the large and important iron-and-steel in-
dustry in the lower Great Lakes region depending on this district for
its ore supply.

Because of the wartime demand for their product, the iron mines
of the Lake Superior district are facing rapidexhaustion of their re-
serves of merchantable ores. The average annual shipments of iron
ore from Minnesota, Michigan, and Wisconsin the Lake Superior
States, in the base-period years 1936-49, were about 43,000,000 tons,
and for the 10 years ending with 1940 were less than 34,000,000 tons.
Compared to this, shipments were nearly 81,000,000 tons in 1941 and
will probably exceed 91,000,000 tons this year. Beginning with 1943,
the requirements are expected to be in excess of 100,000,000 tons per
year, to meet the wartime needs for production of iron and steel.
If the iron-ore industry of this district is to continue, for any sub-
stantial period in the future, to supply most of the ores for the
iron-and-steel industry of the United States, it will be necessary to
develop processes and Ilants for concentrating large tonna es of
almost unliiteWd supply of low-grde ores available in the district.

The acuteness of this problem is apparent whe: it is realized that
of the 100,000,000 tons of annual output expected to bl supplied from
dlie Lake Superior district, about 80,000,000 ton. must come from
the open-pit mines, the known reserves of which are now reduced to
approximately 500,000,000 tons. Thus the remaining life of these
easily mined ores-at the current and expected rotes of production
for the war period-is but a few years. And while there are sub-
stantially larger reserves of underground merchantable ores, pro-
duction from these cannot be stepped up to an extent at all adequate
to replace the open-pit production.
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Therefore, it is imperative that this mining industry proceed with-
out delay to make preparations to supply a large part of the future
ore requirements of our iron and steel industry with concentrate made
from the lean iron-bearing rock of the Lake Superior ranges. No
other domestic source is available, and our national security denminds
that our iron and steel industry never be allowed to become depend-
ent upon foreign sources of ore. Already many operators are vig-
orously at work on this low-grade ore problem. The undertaking
will require tremendous outlays of capital for plant and equipment,
far beyond the normal capital expenditures made in exploring and
developing the type of ores now being mined.

The present allowances for the return of the mine operator's capital
Hre supposed to supply him with funds to reinvest in exploration and
development of additional reserves to carry on his mining enterprise.
However, the amounts of depletion allowed or allowable to iron-ore
producers under the provisions of the present revenue act, or the
proposedd act now under consideration, together with allowances for
depeciation, are entirely inadequate for operators in this district, to
replace the production from their rapidly wasting developed ores of
commercial grades, with production from the concentration of large
tonnages of low-grade ore. This concentrate production can be won
only after extensive research and experimentation and by the expend-
iture of very large sums of money for concentrating plants and
equipment. It is estimated that the capital investment necessary to
produce I ton of concentrate per year from this low-grade ore is at
least $10 per ton, which is several times the present capital invest-
ment per ton of annual production. It would therefore require an
investment by this industry of approximately a billion dollars to
produce annually from low-grade ores the tonnage of equivalent
concentrate to replace all the present iron-ore production of the Lake
Superior district.

For the industry, confronted with this tremendous problem and the
great investment required, to be denied equitable treatment under
the tax laws, imposes upon it an unwarranted burden at a most in-
opportune time.

In view of this special situation of the Lake Superior iron-ore
industry, it is doubly important that there be established in the tax
law a clear-cut definition of excess profits of mines, so that what are
really normal profits shall not be taxed at the confiscatory rates ap-
plicable to true excess profits.

The owner and operator of an iron mine is in an entirely different
situation from that of the owner and operator of a factory or other
industrial concern. The ore reserve of an iron mine is a fixed and
usually determinnble number of tons. When this ore is extracted
the mine is exhausted and dhe operator is out of business, unless he
can discover new ore supplies or develop new process to make avail-
able lean and low-grade reserves not previously considered merchant.
able.

Consider a typical case of a mine with a known reserve of say"
900,000 tons, which in normal times is mined at the rate of 103,000
tons per year, at a profit of 50 cents per ton, or an annual profit of
$50,000 before Federal taxes. This same mine, in order to produce
the ore needed for the war emergency, is stepped up to 300,000 tons
aninal potlil lion, blhul beconiug rhan,-ht d in 3 yc:irs. At the cnd
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of this period the producer is out of business so far as this mine is
concerned. Under the present tax situation, he would be allowed
only ore-third the amount of credit against excess-profits tax that
he would have been allowed if his operations had continued at the
normal rate of output. Merely because he has responded to the
demand for all-out production, and has exhausted his mine in 3 years
instead of the expected 9 years, he is said to have large excess-profits,
even though he makes but the same 50 cents per ton that he was making
before the emergency.

Senator BROWN. Mr. Harbaugh, that would be true both under
the present law and under this bill.

Mr. HA~uoH. Yes.
Senator BRowN, The only thing is the high rate i8 perpetuated.
Mr. HA BAuII. Yes, indeed.
Senator TAivr. You are asking for the Johnson .amendment that

the Senate adoptedI
Mr. HAR4,tuoH. Yes; the Johnson amendment with some small

modification, as Mr. Fernald referred to, would answer the problem.
Senator TArr. It really passed the Senate, or was it in conference;

or do you svmeiber?
Mr. HARSAUGH. I do not recall where it got stalled.
The CHAMMAN. I think it went to conference.
Mr. F=NmLD. Mr. Chairman, may I just announce about the John-

son amendment. It was presented on the floor of the Senate and de-
ferred with the understanding that it would be taken up with the
administration bill which was shortly to follow.

The CA~mAiw. You are correct, Mr. Fernald. I thought it went
to conference.

Mr. HAaRBuoR. Thus the bulk of the returns from the accelerated
production would be paid to the Government in taxes. In this par-
ticular case, applying the rates of the bill now under consideration,
the producer would have a total return--after Federal taxes-during
the 3-year life of his property of but slightly more than half the
return he would have had in its normal 9 years of operation.

Thus this mine owner would exhaust his mine over the short war
periQd and practically commit financial suicide, because most of the
return from the stepped-up operation of the property would be taken
by the Government in taxes. The situation of an ordinary industrial
producer is quite different, because he would still have his plant and
access to raw materials with which to continue to produce after the
war emergency.

In the above-mentioned example, if the normal profit per unit of
production were 50 cents per ton, amounting to $50,000 annually in
the pre-war period, then in order to place the mine operator in the
same relative position regarding liability for excess-profits tax as the
position of industry in general, the mine operator should have a
cPdit for excess-profits tax of 50 cents per ton on his emergency
production, or $150,000 per year instead of the $50,000 credit now

,allowed based on the average annual pre-war income. It would seem
axiomatic that profits of mines which are not in excess of the normal
profit per ton of output are not excess profits and should not be so
taxed.

Senator VANDENBERG. Particularly when that production was at
the order and insistance of the United States.

ORA
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Mr. HARnAuOH. Absolutely. These companies would rather not
mine this out so fast, there is no question about that.

The iron mining industry should not be drastically penalized for
greatly increasing ore production and prematurely exhausting its
ore reserves in order to meet war demands. Unless the above sug-
gestion with reference to excess-profits tax credit is granted to iron
ore mines, many of the ore producers will find themselves out of
business at the end of the war, their reserves completely exhausted,
without sufficient funds and with little incentive to brave the haz-
ards incident to the costly future development of production from
the available low-grade iron-bearing rock.

Senator BRowN. Right at that point I would like to have you tell
the committee what percentage of this kind of ore in the Lake Superior
mines is mined.

Mr. HARBAUOH. If I understand your question, the commercial
grades of iron ore at the present time average about 511/2 percent iron.

Senator BRowN. It is over 50 percent?
Mr. HAMBAUGH. Yes.
Senator BRowN. Your low-bearing ores run around 35 to 38 percent
Mr. HARDAUGH. They run upward of 30 percent and less than 40'

percent. It is necessary to concentrate that material, of which there is
an unlimited supply in order to take the place of these commercial
grades of ore which heretofore we have been able to mine by open-pit
methods very simply and rapidly. If we had not had these open-pit
ores at the present time for this war emergency, I do not know what
we would have done, because it is mainly these mines that have been
able to account for this very rapid expansion of output.

Senator CONNALLY. They just bring it up with a steam shovel?
Mr. HI-A vor. It has to be stripped of the very heavy overburden.

of course, which is sometimes 100 feet or more, and it is then mined
with power shovels.

I might mention to you that the shipments in the month of July
by lake were 13,400,000 tons in 1 month. The shipments up to the
st of August were over 47,000,000 tons from the three States of Minne-

sota, Michigan, and Wisconsin. That is more than the normal annual
movement. As I have shown you the figures before, the average for
the 4 years of the base period was 43,000,000 tons.

Senator BAsxcVOT. Is there any other recoverable quantity in this
50 or 49 percent in the ore of the good mines?

Mr. HARBAUaH. That is waste material. In addition to oxygen
with the iron, that is silica and a few other impurities.

Senator BRowN. It seems to me another factor in the situation is i f
you mine these properties at an abnormal rate your investment in
transportation in ships, is going to have to be increased. Actually,
the companies Lave tremendously increased their investment in trans-
portation facilities, particularly four or five giant ore carriers that are
either constructed or under construction.

Mr. HARmAuGH. Yes.
Senator BRowN. Which you will not need when the demand for ore

falls off after the war.
Mr. HAiBAUOH. That is probably true.
The CHAIRMAN. All right, Mr. ilarbaugh.
Mr. HARBAuH. As to normal taxes, there is no thought on our

part that the mine operator should receive any different treatment

985&
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than that accorded other industrial concerns; and if a mine earns
more per ton than its normal profit, there is no thought on our part
that this excess profit per ton should be relieved of the excess-profits
tax. For example, in the above-mentioned case, if the producer
should make 75 cents per ton on the t.ccelerated production, then
the 25 cents per ton in excess of normal profits should be subject
to excess-profits tax.

It seems imperative to the welfare of our Nation that the Lake
Superior iron mining industry should come through this war emer-
gency in a financial position' which will permit it to carry on its
normal functions of producing an essential raw material, thus sup-
porting a large population-not only in the mining district but in
the great industrial region tributary to the Great Lakes-and of
paying taxes which will be so much needed in future years. Inci-
dentally, it may be mentioned that production of ore from low-
grade material will give employment to many times the number
of persons heretofore required in this industry-doubtless a matter
of extreme importance in the post-war era. These concentrating
plants necessarily will employ a large mmber of men. Unless the ore
producers can retain a substantial and reasonable part of their profits
to spend in exploration and experimentation and for the necessary
plants and equipment for the development of additional ore re-
serves through the means above referred to, these ends will be largely
defeated. In the normal course of events this job of concentrating
the low-grade ores would not have to be done for another 15 or 20
years, perhaps. Everybody has looked upon it as the thing which
must be done eventually, but in the distant future. Here it is right on
our doorstep.

The Treasury Department has recognized the need for special re-
lief for mines from excess-profits tax in order to equalize their situ-
ation as compared to other industries. This was expressed to the
Ways and Means Committee at its recent hearings nn revenue revi-
Aion, by Mr. Randolph Paul, special adviser to the Secretary of the
Treasury, in his appearance on April 16, 1942, when he stated:

Representatives of the mining industry have pointed out that the accelera-
tion of production for war purposes will subject the industry to greatly in.
creased income and excess-profits taxes at the tine when it is exhausting
reserves that might be produced in later yealm Under lowest tat ,ates. The
Treasury Is aware that producers of exhaustible mineral resources face a
special problem in increasing production by using available reserves, and is
studying methods of providing appropriate relief under the excess-profits tax.

This matter was also taken up with the Ways and Means Commit-
tee, and while the committee subsequently clearly stated the problem,
in its report of July 14 on the current revenue bill, paragraph 10,
on page 27, no relief was granted in the bill which the House
passed. The report states:

10. Relief for industri8 ivith depletable resourea,-War industries with
depletable resources, the increase In profits during the war may in part result
from stepped-tip production which would exhaust the available reserves earlier
than under normal conditions. Thus, for the same aggregate output over a
period of years, the total amount of profits taxable its excess profits will be
greater if the output is concentrated in a few years when it it is spread over
a longer period, since the aggregate excess-profits tax credit for the period de-
pends on the number of years. The bunching of income into a shorter period
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does not raise the same problem for industries that do not have depletable re.
sources. The Increase in their current production need not reduce future
production.

With this special situation of mines under the excess-profits tax so
clearly recognized, it seems evident that, in fairness to the industry,
something should be done about it. The means of effecting the needed
relief to the mining industry was indicated in the amendment to the
1941 Revenue Act offered by Senator Johnson of Colorado on Sep-
tember 4, 1941, providing for a "unit of production credit" for excess-
profits tax applied to mines. This would allow the normal-profit-
per-ton credit , above described, as the fair basis for determining what
are to be considered as excess profits in mining. With slight modifi-
cation in wording to take care of the situation of a taxpayer who did
not, during the base period, sell his ore on the open market on a
competitive basis and hence did not receive a representative normal
market price for his product, the amendment of Senator Johnson
would meet this problem of the Lake Superior iron ore industry that
we have attempted to present to you.

We trust that our position and request will appeal to your com-
mittee as meriting your earnest consideration, and that action will be
taken to prevent the application of the excess-profits tax to mines
in a manner which is inequitable in comparison with other industries
and which severely penalizes mines for their all-out production and
exhaustion of their ores in the present war effort.

Thank you.
The CHAIRMAN. Thank you very much Mr. Harbaugh.
Senator TAFrT. Mr. Harbaugh, what does this bonus income pro-

vision refer to on page 217 of the billI
Mr. HABAuoH. That applies only to the three types of mines

producing copper, lead, and zinc.
Senator TAer. You mean where the Government pays him a bonus

because he produces something extra?
Mr. HARBAUOH. That is all it refers to. It is just to bring in some

of this marginal production that would not otherwise come in at all.
Senator DANAuER. Does the Johnson amendment contemplate that

the normal-profit-per-ton credit shall be based on what would other-
wise be described as a representative market price I

Mr. HARBAUGH. That would only be in the special case that I have
mentioned here, where certain mines are in the position of being
operated by a company for the owner and tbey turn over their prod-
uct to the owner at cost.

Senator DANAHER. What do you consider that word "representa-
tive" to mean, or what standard do you apply to decide whether it is
a representative normal market price? .

Mr. HARBAUGH. The price of iron ore is a generally well known
figure, a published figure. These operating companies that turn over
their ore to the owners, operate at cost; they are not profit companies
you see, and therefore some market price would have to be established
to determine what is a fair profit in that case. In other words, there
is no profit in the transaction as it is now recorded. It will be up to
the Commissioner undoubtedly to determine what was the current,
normal price, which could be easily determined from just the general
published information about the industry.
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Senator DArilut. Have you prepared some suggested language
which would take care of this situation?

Mr. HAwnAuon. Yes; that is the language which was reported by
Mr. Fernald in the previous statement.

Senator DAHIiu. All right.
The CHAIMAN. Thank you very much, Mr. Harbaugh.
We will depart from the scheduled list of witnesses for a few mo-

ments to see if we cannot maybe shorten some of the testimony.
Mr. Norman.

STATEMENT Op ;. V. NORMAN, LOUISVILLE, KY., REPRESENTING
CERTAIN COAL PRODUCERS

Mr. NORMAN. If the committee please, my name is J. V. Norman.
My home is in Louisville, Ky. I asked for time on behalf of certain
coal I ,ducers, for whom I am counsel, with reference to the trans-
portat ,n tax on coal.

The CHAIRMAN. Are there other witnesses on that same point, here
in the room, Mr. Norman, or do you know?

Mr. NORMAN. Not that I know of. We are satisfied with the pro-
vision in the House bill, with the method of assessing the transporta-
tion tax on coal.

The CHAIRMAN. Five cents per ton?
Mr. NORMAN. Five cents per ton.
The CHAIRMAN. Rather than the 5 percent general freight tax?
Mr. NORMAN. Yes. It had been our purpose to explain why it was

necessary to have a flat tax instead of a percentage tax, but there seems
to have been no opposition to the method adopted by the House, and
therefore it does not seem necessary to take the time of the committee.

I will say if there has to be a transportation tax, then the method
ado pted by the House, it seems to us, is the only reasonable one for
applying that tax to coal, but if, of course, the tax is to go out on other
commodities, the percentage tax, then we would expect it to go out as
to coal.

The CHAIRMAN. Are there any questions by any member of the
committee I

Senator DANAHER. Yes, please.
The CHAIRMAN. Senator Danaher.
Senator DANAHER. Judge Fletcher suggested that we strike out the

term "long ton" and insert simply "ton." Do you have any comment
to make on th.t point?

Mr. NORMAN. think the reason for Judge Fletcher's suggestion is
that the western roads assess their rates on coal on the short-ton basis,
or the 2,000-pound basis. If you made the tax on a long ton there
would be considerable difficulty for those railroads to calculate it. I
think that is the reason. Of course, that would increase our tax, if
you made it on the short ton instead of the long ton. It is not the
purpose of those for whom I speak to try to avoid a tax, if there has
to be a transportation tax, but I do not think we would quarrel about
the short ton, if that would seem to be advisable.

Senator Tam. There are a number of minor amendments presented
by the coal operators. Do you approve of those t

Mr. NORMAN. Yes.
Senator TArt. Just to prevent duplication.
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Mr. NORMAN. Yes. I think, however, that there ought to be another
word in there, in that amendment that has been proposed. It should
read: "to storage yards" as well as "to washers," because there is a
good deal of movement where it just pays a switching charge. Cer-
tainly the tax ought not to be assessed until it is a revenue haul, as we
call it.

Senator TAFT. I see.
The CHAIRMAN. Mr. Norman, the committee has taken no formal

action on the matter, but I have heard no objection to the imposition of
the flat 5 cents per ton rather than 5 percent, if this transportation
charge remains in with reference to the general class of commodities.
I do not undertake to speak for the committee, but I feel that I may be
able to say if the 5 percent tax is to remain on other commodities then
this committee would not be disposed to upset the House arrangement,
so far as coal is concerned, because.in reading the testimony before the
House committee there did seem to be some satisfactory reason for it,
and by a very decisive vote in that committee that provision was
inserted.

Mr. NORMAN. Thank you, Mr. Chairman. I would like To say this,
though, that should there be opposition to this method of assessing it,
we probably would like to be heard.

The CHAIRMAN. Yes, sir. Well we thank you very much.
There are no other witnesses on that particular point ?
Mr. NORMAN. Not that I know of.
The CHAIRMAN. Exclusively on the tax on coal?
Mr. NORMAN. No, sir. There was a general conference yesterday and

it wits concluded that I would just make the statement that I have made.
The CHAIRMAN. Yes, sir; we thank you very much.
Mr. Bnnty.

STATEMENT OF RICHARD F. BERRY, HARTFORD, CONN., REPRE-
S TING THE MANUFACTURERS ASSOCIATION OF CONNECTICUT

The CHAIRMAN. All right, Mr. Berry. You are appearing on behalf
of the Connecticut Manufacturers Association ?

Mr. BminY. Yes Mr. Chairman.
My name is Richard F. Berry, and I am counsel for the Manufac-

turers Association of Connecticut. At this time, I would like to intro-
duce Mr. Albert Dixon, Jr., of the accounting firm of Hadfield, Roth-
well, Soule & Coates, HIartford, Conn., who is merely acting as advisory
counsel to me.

The CHAIRMAN. Yes'
Mr. BERty, The preliminary statement I would like to make is that

the association represents approximately 98 percent of the manufac-
turers interested in the State of Connecticut; that these companies
realiZe how important it is to raise the greatest amount of revenue by
direct taxation in contrast to borrowing. However, the association
feels there are certain inequalities which appear in this proposed bill
and which I will take up briefly, merely going over the high lights of
the points raised in my brief.

On the first matter, in regard to the excess-profits tax, the feeling
is that a flat 90-percent rate on excess-profits is entirely, too drastic.
It feels, in lieu of that, that the excess-profits tax should be based on a
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percentage, on a block basis, rather than a dollar basis in respect to
the base credit.

As you will see on page 2, there is an example set forth whereby
if the net income over the base credit and specific exemption did not
make 25 percent of the base credit, the tax should be laid at 50 percent,
for example, whereas, if the income over the base credit and specific
exemption were in excess of 25 percent of base credit but not in excess
of 50 percent the tax should be laid at 75 percent; and in the third
bracket, if the income over the base credit and specific exemption is
in excess of 50 percent base credit, then the tax should go up to 100
percent.

The effect of this, of course, is that some corporations with less in-
come than double their base credit would probably pay less tax than
under the proposed bill, and the corporations whose net income would
more than double the base credit would pay more taxes than is
proposed under this bill.

In connection with that, I think it advisable to connect this matter
up with the suggestion of the association that a post-war credit is to be
provided for. If a corporation is to pay 100-percent excess-profits tax
we definitely feel at least 20-percent refund should be made after the
war. If the corporation paid 90-percent tax, why, the refund of course
would be proportionately less, and if they paid 80-percent tax prob-
ably no refund should be made at that point.

Another point we wish to bring up, which the association feels is
very inequitable, is in regard to the effect of the method of computing
excess-profits taxes. As you gentlemen well know, after the excess-
profits tax is computed the normal and surtax rates apply to the base
credit which of course, present an entirely conflicting point of view,
because, in the first instance, it is agreed a corporation should be
allowed an 8-percent yield on invested capital of less than $4,000,000,
and that any amount of income in excess of that yield should be con-
sidered excess profits. Now, if you allow a corporation to make an
8-percent yield on an invested capital of $4,000,000 it is not consistent
in the next breath to take away that 8 percent by the imposition of a
45-percent normal and surtax rate. The effect of it is that the corpo-
ration is really obtaining only a 4.4-percent yield and is losing 3.6
percent. We think that is a definite inequality which should be solved
in some manner.

The next point, appearing on page 4, regards the capital-stock tax
and declared value excess-profits tax. As has been expressed before
in this room this morning, our feeling is definitely that this should be
eliminated. There is no rhyme or reason why the Government should
force the taxpayer into a gambling game, and, of course, that is all
this amounts to. To be sure, the prilege of filing an annual declara-
tion of value is of course better than the former privilege of filing an
annual declaration which of course, is effective for 3 years but still
we feel that the tasic ejections remain and that this should be
eliminated.

In regard to the excess-profits tax relief provisions, the association
feels that these present a very enlightened attitude toward the treat-
ment or corporations which have suffered abnormalities during the
base years, and we hope that these provisions will be retained.

In regard to consolidated returns, the association also approves of
a plan to allow consolidated returns to be filed not only for normal and
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surtax purposes, but also for excess-profits tax purposes, but it does
feel that the single $10,000 exemption is unjust, and as a solution, it
proposes that for each member of the group for whom the consolidated
return is filed, whose net income exceeds its own base credit by $10,000
that $10,000 exception should be granted to that corporation. Oi
course, against that the loss corporation naturally would not bring in
a $10,000 exemption for the benefit of the whole.

I have taken up post-war refunds in connection with the plan sug-
gested for the blocking of excess profits. The association feels that
in contrast to the question of reserves for post-war reconversion it
favors the principle of post-war refund, because we recognize how dif-
ficult it is to agree on what percentage of income should be allowed
to be deducted as a reserve, and we feel that the post-war refund is
definitely better, and of course, it fits in with the proposition that we
are willing to go up to 100-percent excess-profits tax.

The next point, appearing on page 6 of the brief, I will just deal
with briefly, and that is deductions for debt payments. I understand
that this matter has been presented a number of times before this
committee, and that the committee was somewhat favorably disposed
toward that. I will merely say we are very much in favor of that
provision.

The last point I have to make is in regard to the extension of filing
of returns. We feel definitely that an automatic 3 months' extension
should be granted to corporations within which to file their returns,
provided that a tentative return is filed and payment made before
March 15 of the basis of a reasonably estimated tax.

This, of course, will eliminate auditing difficulties and eliminate
a great deal of trouble which the public accountant sustains.

The CHAIRMAN. On that point there have been quite a number of
messages, letters, and briefs filed with the committee asking for a
3 months' extension in which to file the return. Is not the extension
usually granted to the taxpayer now by the Treasury where he has, in
a proper case, any just ground on which to base his request?

Mr. Bmny. That is true, Mr. Chairman. Of course, it is ip to the
discretion of the particular agent in charge.

The CHARMXAN. Yes; but I mean, has there been any great hard-
ship worked out by that?

Mr. B ny. I think Mr. Dixon can answer that.
Mr. DixoN. The experience of public accountants in Connecticut

with respect to this last year was that the Treasury Department had
not released that right to the commissioners until they were right up
under the gun of March 15, when it was too late to be of any benefit.
We want to avoid any recurrence of that by writing this right into the
bill, so the Treasury Department cannot change its mind, or withdraw
from the various collectors the right of extension, the way they did
last year.

Tie CHArRMAN. I thought there must be some reason for it, because
of the large number of requests that have been made on that point.

Senator BARKLzY. Do you advocate making it automatic that a 3
months' extension should be granted?

Mr. DixoN. No; but they should have the privilege of exercising it,
if they so wish, provided they get their payment in so the Government
revenue is not disturbed.
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The CRAXAN. Provided they pay what is tentatively computed as
the tax or as the installment that is due.

Senator B Aixr. As of what date?
Mr. DxxoN. The 15th of March.
The CHinxAx. They are suggesting that it be fixed in the law that

they should have an extension of a months for the final return.
Mr. DIExow. I should like to say this, Senator: I do not think the ac-

counting situation of these corporations and the accounting situation
in the public profession has been realized, as to how serious it is.
With government reports of all types coming in, it is going to be a
tremendous problem on corporate accountants ond on the profession
as a whole to get these tax returns in proper order and in on March
16, especially with the tremendous volume of transactions that manu-
facturers are handling today. Any relief you can give us, either in
connection with withholding that I think Mr. Berry had some sug-
gestion on, but which he has not touched on, or on the question of
the extension of the filing of the return, will assist the Government's
own auditors when they come to audit those returns. It will be the
difference between having a fussed-up return, that will take weeks to
put in order, or one which is made up in good form and in which the
administrative expense will be no obstacle.

The CHARMAN. We thank you. I was simply curious to know
what had developed that led to this plan.

Senator DANAEt. Mr. Chairman.
The CHAIRMAN. Yes.
Senator DANAHM. It is your purpose, Mr. Berry, to offer this brief

to be included in full in the record, is it notI
Mr. BEY. That is correct.
The CHAMMAN. Yes.
Mr. Bmy. I have one more point, Mr. Chairman.
The CHAMMAN. Yes; you may proceed.
Mr. BEny. I believe the last point concerns the question of the

withholding tax. I believe that we have received more letters from
our members in regard to this point than in regard to any other mat-
ter. The companies feel that the clerical and bookkeeping burden
which will be imposed is entirely wrong. It furthermore believes that
the Government has no right to impose the obligation upon companies
to act as a tax collector. However, if it is felt by this committee that
this withholding tax must go on, we have an alternative solution to
offer, and that is the issuance by the Government of tax anticipation
stamps which the employer can give to the employees at the end of each
pay period;

This, of course, will eliminate the requirement of furnishing a tax-
withholding receipt. These stamps could be given to the employee
and pasted in a book, and, of course, represent the amount of money
which has been withheld and will act as a credit against the final tax
liability.

However, as I say, we strenuously object to that provision, but if it
is adopted we do believe this suggestion of a tax-stamp proposition is
a much better proposition, from the standpoint of the burden on in-
dustry, from the cleri ;al and bookkeeping standpoint.

Thank you very much.
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Senator BRD. Your idea is that the employer purchase the stamps?
Mr. Bxnya. Yes.
Senator BYRD. And then resell them to the employee?
Mr. BERRY. Well, the employer would purchase the stamps from the

Government, and of course the stamps would be in all kinds of de-
nominations, and if it were determined that an employee was paying
a tax of 67 cents that week, why, he would give the employee a stamp
in the denomination of 67 cents.

Then, you see, there would be no bookkeeping whatsoever for the
employer, and of course the employee would have to be charged with
the responsibility of safeguarding these stamps to prevent any dis-
honest loss claims to be made.

Senator BYRD. That would be deducted from the employee's com-
pensation?

Mr. BERRY. That is correct.
Senator ByRm. At the time it was given?
Mr. BERRY. Yes; these stamps would be placed in official books

which would be issued to the employee by the employer through the
Government, and then when he would file his return he would merely
file the stamp book with it, you see, and the amount of money repre-
sented by those stamps in the book would, of course, be credited against
his ultimate tax liability.

Senator BYRD. You think that would reduce the bookkeeping con-siderably?Mr. BnMy. I think it would reduce it considerably, because under

the law now written the employer is required to furnish a tax-with-
holding receipt at the end of each pay period.

You can readily see, in the case of a corporation, with 30,000 em-
ployees, what a tremendous job it would be.

Senator BReo. That is a very interesting suggestion.
If you haven't covered it in your brief, i think you should prepare

a supplemental statement and furnish it to the committee.
Mr. BRyu. I believe it is in here on page 5. I was getting worried

about that.
Apparently my page 5 was missing.
Senator TArr. How many manufacturing companies are there in

Connecticut I
Mr. BzRRY. I would say there are close to 2,000 what might be called

manufacturing companies.
Senator TArt. And 98 percent of them are members of your associa-

tion ?
Mr. BEnru. That is correct.
The CnmnxAN. All right. Thank you very much, Mr. Berry.
Mr. BFmmy. Thank you, Mr. Chairman.
(The brief submitted by Mr. Berry is as follows:)

Bmirv BEHALF OF THE MANUFACtUmsR ASSOCIATION OF CONNECTICUT, INC.,
SUBMn-rED BY RICHARD F. BERRY, HARTFORD, CONN.

It is proposed to take up certain important points regarding the 1942 tax
bill as passed by the House of Representatives. Without going too deeply into
the policies underlying the observations made herein, the association, which rep-
resents 98 percent of the manufacturing companies In the State of Connecticut,
feels that the proposed hill contains a number of definite inequalities in respect
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to the tax treatment of corporations. Admittedly, the more revenue raised by
direct taxation in contrast to revenue raised by borrowing is most desirable.
On the other band, the proposed bill will have the effect, in a great many
instances, either because of its provisions or lack of provisions, of threatening
the continued existence of a good many Connecticut manufacturing corporations.

These statements are made on the basis of hundreds of letters received from
association members, all of which members recognize the fact that a great
burden must be imposed on the -corporations from the taxation standpoint, but
raising the point that the inequalities Inherent in the proposed law threaten
the continued existence of any of them.

If the proposals submitted herein do have the effect of lessening to some extent
the estimated corporate taxation yield, this is a small price to pay to maintain
the corporations of this State in a stable financial condition. The estimated
yield from this tax bill, as we understand it, is $22,000,000,000. The estimated
expenditures for the present fiscal year- are $74,000,000,000. Consequently, the
Government will be forced to borrow approximately 70 percent of its estimated
needs. If, because of the proposal submitted herein, the Government will be
forced to borrow 72 or 73 percent of Its estimated expenditures, this will not,
to any appreciable degree, threaten the economy of this country. Furthermore,
any reduction in taxation yield from corporations as a result of our proposals
can very well be compensated by decreases in nonessential Government
expenditures.

Taking the various points which we wish to discuss in order, they are as
follows:

1. Normal surtax and eoce8e-proftts tax.-These are considered jointly because
of the fact that they are so interrelated to each other. First, the associatio
believes that a combined normal and surtax rate of 45 percent, in addition to a
fiat excess-profits tax rate of 90 percent Is confiscatory In nature. It is proposed
that the maximum combined normal and surtax rates should be 40 percent.
Furthermore, it Is deemed undesirable to tax every dollar of income over what
Is considered as a normal yield on investment or over 95 percent of the average
earnings during the base period at 90 percent. There are many cases where
corporations on an average-earnings basis would not realize normal earnings
during the base period period but for reasons not considered in the proposed
excess-profits tax relief provisions. Therefore, a corporation now experiencing
what, because of the nature of its business, is considered as normal earnings
should not be subjected to a tax of 90 percent on each dollar earned over the
earnings during the base period. The same is true in respect to corporations on
an Invested-capital basis.

It is, therefore, suggested that the excess-profits tax be placed on a sliding scale
based on the percentage of income earned in relation to the base credit. Thus,
for example:

Pereepn.
First bracket:

Income over base credit and specific exemption not to exceed 25 per-
cent of base credit-tax at, say .. . . ..--------------------------- 50

Second bracket:
Income over base credit and specific exemption in excess of 25 per-

cent of base credit but not in excess of 50 percent of base credit-
tax at, say -----------.......................------------ 75

Third bracket:
Income over base credit and specific exemption in excess of 50 per-

cent of base credit-tax at, say -------------------- -- ------ 1 00
An example computed on the basis of the 1941 act, the proposed 1942 act, and

our suggestion would be:
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Assue corporation A wqth 1942 earning, of $1,000,000 and a base credit of

$500,000

1941 act Proposed 1942 Our Suggestion

Normal tax net income (also excess-profits net Income).. $1,000,000 $1,000,000 x 1, 000, 000
Excess profits credit and specific exemption .............. 505,000 510, 000 510,000
Adjusted excess-profits net income .. 405. 000 490,000 400,000
Excess-profits tax .................. x................ 2,51,250 441, 000 39,250

Nor ma tax
Normal tax net income -----------------------.......... 1,000,000 1,000,000 1,000,000
Excess-prolits tax ....................................... 251,2,0 ... .....................
Adjusted excess-profits net income ..................... ...... .... 490,000 490,000
Normal tax b.se .------- _-.-----_------------ 74, 750 510,000 510,000
Normal tax (24 percent) ................................ 179,700 122,400 122,400

Surtax
Surtax base (as normal) ------ --------------------- 748, 70 to oo 10,000Surtax_ ................. .. ......-. ........-- - - -- - 52, 103 107,100 ' 81,600
Total excess-profits tax, normal and surtaxes ............ 48,,113 700 00,2

16 percent.

Further computations on the basis of our suggestion indicate that corpora-
tions earning less than double their base credits would pay less taxes than now
proposed, whereas corporations earning more than double their base credits
would pay higher taxes than now proposed and rightly so, since such earnings
are truly excess profits.

Another proposal strikes at a basic inequality which is deemed to exist under
the proposed bill whereby because of the method of computation of the excess-
profits tax, the effect Is to apply the normal and surtax rates to the excess-
profits tax credit. This Is unjust because if it Is considered that a corporation
with a $4,000,000 Invested capital should receive an 8 percent yield on such capi-
tal, then such 8 percent yield should not be reduced to 4.4 percent by the im-
position of the normal and surtax rates of 45 percent, nor, if It Is considered
that a corporation should be entitled to 95 percent of its average earnings
during the base period before any excess Income is taxed, should the corporation
lose such a benefit by the imposition of the combined normal and surtax rates
which of course has the effect of reducing the considered normal and allowable
yield to approximately 42 percent. The application of the normal and surtax
rates to the excess-profits tax' credit therefore conflicts with the theory that a
corporation should receive a certain percentage on its invested capital or of its
average earnings.

Using the example given above, in respect to a corporation on an invested
capital basis, the solution to this problem would be to add 3.0 percent to the
allowed 8 percent on Invested capital. Therefore, the excess-profits tax credit
would be 11.6 percent of its invested capital. The result of this would be that
by removing an additional 3.6 percent of the invested capital from the imposi-
tion of the 90 percent excess-profits tax would be the same as removing the
3.6 percent from the imposition of the combined normal and surtax rates of
45 percent. Thus using a base credit of 11.6 percent in determining the excess-
profits tax credit and then applying the normal and surtax rates of 45 percent
to the standard 8 percent credit would put the corporation in a position of not
losing the 3.6 percent on Its invested capital, which Is necessarily lost under
the present proposed methods.

If the above suggestions are not adopted, the proposed rates have a very
confiscatory effect on the stockholders of this country and the fact should not
be ignored that corporations In themselves are nothing but shells and in reality
are composed of stockholders. Under the bill as written, with a normal and
surtax combined rate of 45 percent, and the minimum nornmil and surtax on
Individual incomes being 19 percent, the stockholder is subjected to a minimum
tax on his investment of 64 percent. This type of taxation produces a tremen-
dous detriment to the Investment market of this country. Under the proposed
rates, a corporation would not be able to pay any adequate dividends nor to
set up any appreciable reserves for the post-war reconversion period.
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2. Capitol-stock ta and declared value excess-profits lax.-It Is the associa-
tion's opinion that this tax is not based on any sound proposal of taxation
whatsoever. It merely requires the taxpayer to enter into a pure game of chance
by himself. The Government should not force a taxpayer to gamble on his
earnings. Regardless of the fact that it is proposed to allow an annual declara-
tion of capital-stock valuation, the basic objections to this tax still remain. ,

This tax is not only unfair to the taxpayer but also can be very unfair to the
Government. For Instance, a corporation owning real estate for rental pur-
poses could very well determine that its income would exactly equal its over-
head and carrying charges and therefore could file a capital-stock tax valua-
tion of $999 with the consequent complete avoidance of any capital-stock tax.
Furthermore, with the proposed high rates for normal, surtax, and excess-profits
taxes, the capital-stock tax and related declared value excess-profits tax (deduct-
ible from income before the application of other taxes) have become meaning-
less. It is the association's opinion that this tax should be completely elimi-
nated or else put on a sound basis.

3: Excess-profia tar relief provtions.-These will be a very enlightened atti-
tude toward the treatment of corporations who have experienced abnormalities
during the base years or whose income producing factors are not in the nature of
those items which are allowed to be Included in determining invested capital.
It Is urgently recommended that these relief provisions be retained.

4. Consolidated rcturis.-The association approves of the plan to allow con-
solidated returns being filed not only for normal and surtax but also for excess-
profits tax purposes. However, the limitation of only one $10,000 exemption on
each return is, in our opinion, too drastic. This should be amended to allow
a $10,000 exemption for each member of the group whose unconsolidated net
Income exceeds its own base credits, plus $10,000. Thus a loss corporation would
not receive any exemption, whereas a corporation whose unconsolidated net
income exceeds the base credit by $10,000 would receive the exemption.

5. Fiscal-year taxpayers-The association's opinion is that the proposed treat-
ment to be given to such corporations presents the most inequitable feature of
this tax bill. The whole theory of American jurisprudence, which allows a
person to plan his future policies on existing law, should be equally applied in
the field of taxation. If the fiscal year taxpayer is required to pay the increased
rates on Income earnings since January 1, 1942, Congress has been guilty of
lulling such a taxpayer Into a false sense of security.

In reality the consequences of this proposal would be very disastrous to all
those corporations whose fiscal year has ended and who have made dividend
payments, established reserves and commended making capital additions on the
basis of the continued application of the 1941 rates. It is a fact within our
knowledge that a good many of such corporations, to meet the Increased rates
on income earned during this year, would not only be required to completely
delete such reserves, if any, but also go into debt.

If it is considered imperative that all corporations be treated alike, then the
least that should be done is to apply the proposed change to the taxable years
beginning 1943.

6. Withholding to.-The association strenuously objects to this proposal.
However, it recognizes the necessity of anttinflation measure which this, among
other things, presents; it also recognizes the fact that it is most desirable for
the Government to receive revenue at current Intervals rather than over a year
later after income is earned. However, if this tax method is retained, every
effort should be made to diminish the burden on industry from a clerical and
bookkeeping standpoint.

To provide for this, it is suggested that instead of a corporation furnishing
an employee with a tax, withholding receipt at the end of each pay period, the
Government issue tax stamps which may be given by the employer to the em-
ployee and Inserted by the latter in a tax stamp book. When the employee'
files his return, the book wtoild be filed with it and of course the amount or
money represented by the t ups would act as a credit against the final tax
liability. Of course this procedure would have to be put on the basis of charg-
ing the employee with the sole responsibility of safe-keeplng for such a book,
as otherwise dishonest loss claims could be made. Whether or not a company
would provide for the safe-keeping of these books of course could be left as a
matter of agreement between the employer and the employee.

This plan would reduce the amount of bookkeeping and the necessary clerical
help to a considerable degree which, especially at this time, should be an ob-
jective to be seriously considered,
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7. Post-war rclun,&--Pot-war rteervc.-The association favors the former

over the latter, due to the fact that it would be exceptionally difficult to agree
on what percentage of tax-free earnings should be deducted for the purposes of
establishing reserves. On the other hand, apart from the considerations which
underlie the value of such a plan, it wou]d be a simple matter to determine that
a certain percentage of the excess-profits tax paid should be refunded in the
form of non-interest-bearing bends at the termiration of the emergency period.

With the necessary capital outlays required for war production, and the
obligation to continue to pay dividends, it is becoming increasingly difficult for
corporations to establish adequate reserves. Furthermore, the English experi-
ence has been that taxing income in excess of 80 cents on every dollar earned
has seriously impeded the Incentive of British industries to produce, even under
the dire -military circumstances surrounding that country. Accordingly, the
English tax system provides that under a 100-percent excess-profits tax a 20-
percent refund will be made.

If the suggestions made above under Item 1, regarding the blocking of excess-
profits rates were adopted, the refund could be made on the basis of beginning
at 20 percent where 100 percent excess-profits tax is paid and declining propor-
tionately as the excess-profits tax paid became proportionately lower.

Any post-war refund should be put on the basis of a definite percentage and
not left to the authority of any one single person.

8. Deduction. for debt payments.-The association favors some allowance for
the payment of debts which have been either previously incurred, thus Inhibiting
nece.sary capital expansion for war purposes, or to be Incurred In the future
by reason of such necessary capital Improvement or because of tax obligations.
Miany corporations, after the emergency period terminates, will find themselves
In the position of having useless inventories, no reserves for reconversion and
considerable debt. A post-war refund, in addition to a credit for debt pay-
mients, would definitely help to maintain corporations in a healthy financial
condition after the emergency period.

9. Extension of fling of rcthirns.-We advocate writlg Into the act spweific
provision for automatic extensions to corporations of 3 additional months in
which to file returns, provided that a tentative return is filed and payment
made before March 15 of one quarter of a reasonably estimated tax. This
would not affect the collection of revenue but would ease the burden on corpo-
ration omd public accountants and would result in better returns, more easily
audited and with fewer controversies.

Respectfully submitted.
Tni M&NUFACTURE~tR AssociATION Or CONNrXEACUT, INC.

The CHAIRMAN. Mr. Schieffelin.

STATEMENT OF W. 3. SCHIEFFELIN, TR., NEW YORK, N. Y., REPRE-
SENTING THE CHAMBER OF COMMERCE OF THE STATE OF NEW
YORK

Mr. SCHIEFFELIN. Mr. Chairman, and gentlemen, my name is W. J.
Schieffelin, Jr., 16 Cooper Square, New York City.

I represent the oldest commercial organization in our country, the
Chamber of Commerce of the State of New York, with over 1,800 mern-
hers responsible for directing hundreds of thousands of citizens work-
ingin scores of our Nation's leading industries.

Last August 19 you gave me a courteous hearing, and in September
Congress approved two of our recommendations, namely, to decrease
exemptions on individual incomes and to raise corporation taxes to
about 30 percent.

The CHAIMIAN. You had a pretty good average, Mr. Schieffelin.
Mr. ScmrEFELmi. We also recommended a 50-percent increase in

nirmal tax on individual incomes from 4 to 6 percent. Congress
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went beyond this, but turned down our recommendations for either a
retail-sales tax or a withholding tax.

Now we are at war. Winning the war is our Nation's major objec-
tive. Paying more of the costs currently is essential. Our people-
united on the objective, are ready to pay--after every nonessential
expense has been eliminated. We appreciate and congratulate Con-
gress on the economies already made along the lines proposed by the
By committee and we urge that Congress make even greater econ-
omies in military as well as civilian expenditures.

We reaffirm our stand that as much as possible should be raised by
taxation to the highest point that will not gravely undermine the
national economy; that the balance should be raised by borrowing so
far as possible from the current earnings of all the people.

Before presenting the New York Chamber's brief specific tax pro-
posals, our committee on taxation has asked me to make the following
statements:

While the good of the country required that heavier taxes should
have been in effect months ago, it is the belief of our tax committee
that it might now be better to pass a bill smaller than the House bill
by reducing proposed normal corporation taxes from 45 to 40 percent
by reducing proposed individual taxes somewhat and with no in.
creases in present excise taxes, and then immediately after election to
raise the required balance by a graduated retail sales tax.

Senator DANaHXR. Why do you wait
Mr. ScizmuN. May I read you the following paragraph?
Senator DANARER. Yes.
Mr. ScnurrrELiN. With reference to such tax, I have the following

statement made to me direct on July 14 by one of the leading members
of the Ways and Means Committee: 4

My belief Is that if the Senate writes a sales tax Into the 1942 revenue bill,
the iHouse will accept It, although you can understand why many Members of
the House would prefer not to vote on that issue at this time.

This leads us to the further thought that, late though it is, it may
prove to the country's benefit to have no tax bill at all until after elec-
ion, rather than a bill to go into effect in September or October domi-
nated by election politics.

In brief, we believe a tax bill along the lines recommended below
should go into effect as soon as humanly possible; if election politics
make such a bill impractical immediately, then a delay of only 1 or 2
months is preferable to a partial disruptive tax law.

We are glad your committee has shown the same courage and good
sense as the House in turning down those parts of the Treasuryspro
gram which would have no effect on checking inflation and which
would be disruptive--namely, mandatory joint returns, tax-exempt
State and municipal bonds, and depletion allowance on oil wells and
mines.

Senator BARYLOY. You may be a little, premature there.
Mr. SCHIEFMELIN. Well, sir, we read in the papers that this com-

mittee had tentatively decided to turn these down, Senator.
Senator BARKLEY. I understand. The committee, of course, is still

in session and subject to change.
Mr. ScHIEFFELm N. That is true. If those come up for serious con-

sideration again we should very much like th, opportunity of pre-
senting what we believe are compelling reasons against them.
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Mr. Morgenthau's anti-inflation aim is sound, but his continued
effort to shield the majority of the voters, in whose hands lies most of
the increased spending power, from bearing a greater share cf the
country's burdens, will not work. Either those with more monty to
spend and others will be taxed more heavily or ultimately inflation
will more than wipe out what they think they have gained.

We are completely with Chairman George and Senator Barkley, as
he spoke earlier this morning, in their efforts for a drastic tax law
that will make another next year unnecessary, so that the millions of
good Americans whose time and efforts are now befuddled by tax
uncertainties can buckle down 100 percent to winning the war. If
election miasma makes such a bill impossible within the next few
weeks, please stand up and tell the country so and tell them that in
November you will pass the stunning bill demanded by the times to
whip the enemy and to keep our money good.

As far back as last February our chamber unanimously approved
that $7,000,000,000 of new revenue should be aimed at for the 1943
Budget. Today, with expenditures far greater than those in view 6
months ago, our, tax committee approves the proposal of the Treasury
that $8,700,000,000 should be raised in addition to the least $18,000,-
000,000 which the existingtax law is reliably estimated to raise in
the current fiscal year. That is, the proposed program actually
calls for $27,000,000,000 in Federal taxes alone, in addition to about
$10,000,000,000 in State and local taxes, a total tax burden for the
Nation of around $37,000.000,000. While our full chamber has not
had the opportunity of voting on this, we are satisfied that its long
record of advocating sound finance indicates its approval of this
position of its tax committee.

The House bill, after some reductions we recommend leaves some
3 billions to be raised if this goal is to be attained. In our judg-
ment the only way this additional money can be raised without seri-
ously impeding the war effort is by a Nation-wide graduated general
retail sales or consumption tax to be imposed at the point of final
sale on all heavy as well as consumer products.

Early this year it was estimated that a flat 5-percent rate would
yield close to $4,000,000,000 a year. Today with rationing and so
many war products removed from civilian consumption, this figure
may well be reduced toward $3,000,000,000.

This amount will be needed, as we believe the Senate will reduce
the 45 percent corporation normal tax in the House bill to not more
than 40 percent and will substitute a complete retail sales tax for the
miscellaneous excise tax increases now in the House bill.

For this war retail sales tax we are strongly in favor of no total
exemptions for anything, no matter how necessary. We are inclined
to believe that a 2- or 3-percent rate for food and possibly some other
low-priced necessities may be advisable if connected with more than
the average 5-percent rate on high-priced items and on products con-
taining materials essential for armaments. When we speak of higher-
priced merchandise we refer to single consumer items selling for $75
or $100 apiece on which the rates might well be 10 percent or higher.

Such a graduated scale would permit citizens with the lowest in-
comes to obtain their necessities at the lowest rate and would make
those whose incomes have been greatly increased by the war program

7609--42-vol. 1-64
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pay the highest rates for such luxuries as they desire to purchase, thus
tending to have the desired anti-inflationary effect. In operation
such a tax at three rates'would be scarcely more complicated than a
flat rate which, of course, is the simplest. Many stores would only
have to collect at one rate.

We believe an equitable war retail sales tax can be worked out on
some such basis as this to raise approximately 3Y. billions. While
this is a larger amount than those familiar with distribution tell us
could be raised in normal times without hurting sales and employ-
ment, we are sincerely of the belief that as a war tax it will raise
the bulk of the required new money with less hardship and dislocation
than 10 or 15 or 20 other miscellaneous taxes.

Senator BASxLxEY. Why do you recommend a retail sales tax as
against a general manufacturers' sales tax?

Mr. ScK=FuL.. Senator, may I read the next paragraph which
answers that question?

If it does not, I would like to go into it further.
Senator BAsKLzr. All right.
Mr. ScRmrX N. Excise tawes.-In making this proposal we re-

affirm our urgent recommendation that excise taxes be not increased;
that the tremendous revenue-producing excise taxes on certain com-
modities remain as they are, and that the proposed retail sales tax
he added to their present retail prices. Some of these products
particularly luxuries and products necessary for armament, should
be taxed at more than the average 5 percent. We again urgently call
your attention to the fact that this will c,use the price increase to
the consumer to be exactly the amount of tax actually received by
the Government.

Any excise tax or manufacturer's sales tax imposed before thepoint of final sale pyramids the consumer's cost by a considerably
larger amount than the tax received by the Government due to trade
discount schedules which cannot be sufficiently revised without se-
rious damage to distribution.

We submit that this is no time to force the public to pay in increased
prices more than the Government actually receives in necessary war
taxes. We further submit that a retail sales tax raises no prices;
storekeepers continue to ask existing prices and then collect the exact
amount of the tax,

Senator BA^RYT. Let me ask you there, how would that work an
inconvenience on local merchants who are already collecting a sales
tax in the States, and in many cases, in cities ?

In New York for instance, you have a city sales tax and a State
sales tax.

Mr. Scirulx N. We have no State sales tax.
Senator BASELE. You do have a city, sales tax ?
Mr. SCHIFELN. That is correct, sir.
Senator BARKLEY. In many States they have a State-wide retail

sales tax.
Mr. Scmrm.uN. Yes, sir.
Senator BA,'xL. You would add another tax to the retailer. He

would have to keep two separate books, to keep the Federal money
separate from the State money. To what extent do you think in
your experience and in your position, that would work a hardship
on the retailer I
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Mr. SV DMIEIN. I would think it would work little or no hard-ship, sir.

I call to your attention that for years in the gasoline stations there
have been the Federal and State taxes collected with no apparent
trouble at all.

A little example I was about to give here, further answering your
question, is this: That last week I went into Wanamaker's and bought
a pair of garters. When I gave the clerk a dollar, I pulled a cent
from my pocket and said, "Here is a cent for Mr. LaGuardia."

We have gotten used to that. If you give us the sales tax I would
say in New-York City, "Here is a cent for LaGuardia and a nickel
for licking Hitler."

It is really my belief sir that the trouble which any new tax is,
would be less in the collection and the accounting than these other
miscellaneous taxes of which there would have to be a great many
to raise the same amount of money.

In other words, in States with sales taxes, or cities with them, the
people in business are already used to collecting and accounting for
that money.

It is true this would be one more accounting, but we believe the
tremendous revenue far outweighs the cost and difficulty of collection.

Senator BARKLEY. Let me ask you this question: The argument
has been made against the sales tax, either retail or manufacturers'
that people in the lower income brackets eat about as much and
wear about as many clothes, for instance, as those in the higher
brackets, and that therefore they pay a tax out of proportion to their
income.

Mr. ScunmFEx. Yes, sir.
Senator BAiKLr. You have obviously sught to obviate part of

that by your graduated tax, putting a lower tax on the lower-priced
things and a higher tax on the higher-priced things, but if a flat
percentage tax on everything was levied, to what extent do you
think that argument applies, that the lower income people would
pay practically the same contribution to the war effort as those in
the higher bracketsI

Mr. ScHrErmN. For food and certain basic articles, you are quite
correct, sir; and if there were no graduated tax on the higher brack-
ets, it wouid certainly not be fair. By present conceptions of fair
taxation, it would be out of all proportion, but our answer is that
at the moment two-thirds of the consuming public of the country
are scarcely touched by income taxes. It would be broadening the
base very definitely and our answer to your question is that the
steeply graduated income taxes on those in the higher brackets, in
our judgment, equalize whatever social injustice there would be if
there were no proportionate income taxes on the higher brackets.

Senator BARKLEY. As an anti-inflation method, assuming that taxes
are to be levied for some social purposes of that sort, rather than a
cold-blooded obtaining of revenue, as an anti-inflation measure, how
does a sales tax compare with the lowering of the exemptions among
the lower-income group?

Mr. SCUH1EFEN. I think, Senator, that they are both strongly anti-
inflationary. It will make a certain amount of money have to go
further in order to get certain commodities of which we all know
there is a scarcity, and is going to be worse.
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They are both, in our judgment, strongly anti-inflationary meas-
ures, and therefore helpful to keeping the dollar up as close to its
present purchasing power as possible.

Senator BAzuzy. You advocate also a higher rate of sales tax
on articles necessary for the war.

Mr. Scianximw. Yes, sir.
Senator BARKLEY. Would not that amount to the Government pay-

ing the tax out of one pocket and putting it in another ?
*If the Government has to pay the increased price on war neccessi-

ties, would not that be taking it out of one pocket and putting it
into another?

Mr. ScxiEF.Liw. When this was discussed in the Ways and Means
Committee my understanding was that probably there would be
some exemption in the law for purchases made by the Government.

If the Government put a tax on the companies and then had to
buy at a higher price, obviously the Government and the Treasury
would not be benefited.

The CHAiRmAN. That is in the law.
Mr. SCHIEFFELiN. I understood that it was in the law, sir.
I am talking about purchases to be made by the public.
The CHAmAMAN. All right, you may proceed.
Senator BYRD. May I ask this question? Have you made any esti-

mate of the cost to the average family by your proposed sales tax?
Mr. SCHiFmELzN. Well, sir, it depends entirely on the family's

spending. If a family spends $1,000 a year in purchases, and, say,
the general average is 5 percent, the cost would be $50.

There is a point that the Senator's question brought out that I would
like to bring out here. There has been some discussion y your com-
mittee, I understand, of perhaps an excess-profits tax on personal
incomes, and we know there are millions that have greatly gone up,
particularly in the war industries.

It seemed to us that the handling of that was so very complicated
that this high retail sales tax on luxuries which some of those workers
in the war industries can now afford to buy, is, in effect, a graduated
excess-profits tax on increased incomes.

People without increased incomes-and there are unfortunately a
great many--cannot afford to buy $100 fur coats for their wives. I

ink there should be a 15- or 20-percent tax on a $100 item, and
then the worker who has earned the money and wants to put it into
that is paying, in effect, part of his increased earnings to the
Government.

Senatc2 BYRD. On the so-called necessities, food, clothing, fuel, and
medicine, to what extent woud this add to the cost of the average
family for those items?

Mr. SCHIEFFE U. Those items should, in our judgment, be at the
lowest rate, either 2 or 3 percent. On the proportion of $1,000 spent,
it would be a matter of something under $10, 1 should say, per family
paying those lower rates.

The reason we do not recommend exemptions for those necessities is,
as you know, that they are most widely used, and if you exempt any.
thing, and want to raise a specific sum, you have got to raise all the
other rates on everything else.

Senator TAr. Mr. Sheffelin, in Ohio, we do exempt food, and it
works very well. Just the one exemption of food, I think, should be
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considered, because it would effect a $500 exemption for practically'eVer family.Mr. SCHn~r LIN. I think so.

Senator TArr. It certainly is very much simpler to have one rate.
We had food in at first and then we excepted food, that is food sold
in stores only and not in restaurants. My impression is it took about
20 percent oW the tax. The estimate made here yesterday was that
a 5 percent flat tax would bring in about $2,500,000,000, and by exempt-
ing food, it would mean the net tax brought in and would be about
$2,000,000,000.

I think your estimate of tax yield is pretty high in your statement.
I do not think the sales tax would produce that much.

Mr. SCHiEFFEUN. I am assuming that there are many articles that
would be taxed 10 percent. I think if that were done., close to that
figure would be raised, based on the estimate.

The CHAIRMAN. You better proceed. The time is getting short.
Mr. SCIIIEFFELIN. I dI) not have very much more.
Capital-stock tax.-In reaffirming our belief that the guesswork

capital-stock tax and related declared value excess-profits tax on cor-
porations should be abolished as others have urged today, we realize
that revenue needs may make this unwise at l)resent and we heartily
endorse the provision permitting annual declaration of value.

Capital qaivs.-In reaffirming our recommendation that individual
capital gains and loss taxes be abolished, we also realize that present
needs may make this inadvisable. We urgently recommend, how-
ever, that the principle of the Boland bill (H. R. 6358) taxing cap-
ital gains at 10 percent be embodied in the present bill. If the reve-
nue-producing arguments for this provision do not satisfy you, then
we urge you to leave the capital-gains taxes as they are in the Reve-
nue Act of 1942 at 15 percent. We are satisfied that the proposal
urged by the Treasury and embodied in the House bill before you to
raise such tax to 25 percent will have such further damming effects
on free private transactions that the increased rate will not produce
anywhere near the expected revenue, let alone the actual loss from
State, and Federal stock-transfer stamps due to fewer transactions.

On April 6, a member of the Ways and Means Committee wrote
me as follows:

Mr. (Elisha M.) Friedman testified at length before our committee and made
a favorable impression.

Since only $12,000,000 of revenue is involved, I feel we would be justified in
experimenting with the theory of those who clahn a lower rate on capital gains
would produce more revenue while stimulating the investment of venture
capital.

On page 30 of Mr. Doughton's report he stated:
With a top normal and surtax rate of 88 percent it is not believed that a

moderate Increase in the capital-gain rate wil retard capital transactions.

With that statement we emphatically disagree and we do not con-
sider a 67 percent increase "moderate." 1 should like, with your
permission, to give a pertinent personal example:

Mr. Chairman, in the early 20s my old company, after serious
losses, was heavily in debt, with its preferred stock a number of
years in arrears in dividends. I was able to purchase a substantial
block of its common stock at a very low figure.
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In the latter years, my associates and I worked hard. We paid
off the debts, andfor more than half of that period the common stock
has been paying dividends. The time has now come when some of
the younger ofi --s and others in the company should have a larger
share than they now have in the risks and profits of the business.

There is a capital gain of close to $100,000 involved. I am quite
ready to pay $10,000 or possibly $15,000 of my life's savings to the
Treasury, but I choose not to pay $25,000.

Now by itself, that little peanut of an example is of small interest
to you or the Treasury, but I am informed by my associates that
there are literally hundreds of thousands of similar transactions.
They do not only involve stock, they involve real estate, and they are
being held up because of this, what must be considered a capital levy
and we urgently urge you to reconsider this tremendous 67-percent
increase proposed by the House in this capital-gains tax.

Please leave it as it is, or look further into that Boland bill whose
principles we believe to be very sound, and we predict that the Treas-
ury's revenue will increase with a lower rate, because of the tremen-
dously increased number of transactions that it will bring about.

"Withholding tax.-As to a withholding tax, we -have advocated
such a tax for the past 2 years as an alternative to a retail sales tax.
Today we feel that with greatly increased individual rates and a
drastic graduated retail sales tax, the imposition of a withholding tax,
sound in the principle that it gets revenue into the Treasury im-
mediately and before the taxpayer has had a chance to spend it,
should be deferred until our Government imposes an effective price-
control law including farm prices and wages, thus insuring that the
people's money will continue to buy what they need instead of being
chiseled away by creeping inflation.

Senator VANDENBERG. I think that comment is absolutely sound.
I thirik the imposition of a withholding tax would simply result in a
general wage increase throughout the country.

Mr. ScumEm IN. Thank you Senator.
(orporation,.-We have state above our belief that you will reduce

the corporation normal tax to not more than 40 percent. We urge you
to do this because-

(1) At 40 percent the normal tax plus surtax rates will have been
increased from two to three times over the total rates levied on
corporation net income of the base period 1936-39.

(2) Many corporations have lower incomes because of the war.
(3) While corporation taxes produce revenue they are not anti-

inflationary because they are a primary tax against the more than
10,000,000 security owners who are already highly taxed personally
and whose purchasing power has in general decreased, but they do
not touch the great mass of industrial workers and farmers who
have received an increase of $15,000,000,000 in their income.

(4) Finally, because of wartime uncertainties it is essential that
business concerns, particularly small ones, be allowed to build up
large reserves to take care of innumerable future contingencies. Such
contingencies include the following taken from Dun's Review, July
1942:

1. Accelerated depreciation of facilities as a result of intensive use
and of operation by less experienced personnel.
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'2. Accelerated obsolescence of facilities due to intensive research
during the war in an effort to increase productive efficiency.

3. Amortization of the cost of rearrangement and alteration of
existing facilities which will probably be rearranged in the post-war
period.

4. Amortization of the cost of additional facilities acquired, the use-
fulness of which is expected to be substantially reduced at the termi-
nation of the war.

5. Losses which may be sustained at the end of the war in the dis-
posal of inventories useful only for war purposes, or in the adjustment
of purchase commitments then open, including any amounts which
may be paid for the cancelation of such commitments.

6. Losses which may be sustained in the disposal of inventories not
necessarily applicable to war production, due to decline in the price
level, which, on the basis of past experience, usually follow a pro-
nounced rise in prices.

7. Repairs and maintenance deferred as a result of pressure for war
production.

8. Restoration or alteration of facilities to peacetime production at
the end of the war, if it is reasonable to assume that such restoration
or alteration will be made.

9. Separation allowances which may be paid to employees who were
discharged at the termination of the war.. 10. Losses from destruction of property as a result of the action of
armed forces or from seizure thereof by the enemy.

11. Decline in the useful value of plant and equipment dqe to excess
capacity resulting from war construction.

ecause of the need for such reserves, which will be essential for
the continued existence of most corporations after the war, particu-
larly small ones, we believe the excess-profits tax should not be in
excess of 75 percent, the figure which the Treasury formerly asked
and which would require no post-war refunds at a time when such
refunds might embarrass the Treasury.

Gentlemen, please ponder on that. This refund you are talking
about may come at a time when it would be hard for the Treasury to
pay it. If in lieu of this Congress decides on an excess-profits tax
at a higher rate than 75 percent, we believe sound policy dictates sub-
stantial post-war refunds, which at the last moment the House elim-
inated contrary to the recommendation of its Ways and Means Com-
mittee. In the event of excess-profits tax higher than 75 percent we
consider such refunds as an essential backlog for post-war stability.

Our tax committee has asked me to put in one more thing that has
been touched on this morning, and that is retroactive taxes on fiscal
year corporations. A corporation that has closed its books on the
1st of July this year has been acting Under rules in effect, the present
law.

If you leave the House provision as it is on that point, it is, in effect,
changing the rules of the game after the ame is over. I have had
many speak to me and say that they paid their dividends based on
taxes they believed they were going to pay, and we urge you not to
apply this to the fiscal year corporations. When as we hope the
time comes to reduce rates, those fiscal-year corporations should
continue to pay the higher rate until the end of their fiscal year.
and in that way the fairness evens up.
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It is considered by business an unfair thing to change the law under
which a closed transaction has taken place.

Indivduao.-As to individuals, we endorse lower exemptions. As
to rates, we believe the House rates should be slightly reduced. If,
as we urge, you levy a retail sales tax, all classes of income will pay
this new tax.

Gentlemen, I am very nearly through. Mr. Hasler, president of
our chamber, who has been president of a Latin American chamber
working with the South American countries, has asked me to re-
quest you not to terminate the exclusion from gross income, on in-
come earned from sources without the United States. It is hard
enough now for American companies to get good people to live
abroad, and this has been in effect many years. The present bill
proposes to change that, and already some of the men iii the foreign
fieldare preparing, Mr. Hasler tells me, to pack up and come home
It would hurt the "good neighbor" policy. This was ,lscussed yes-
terday afternoon, and we add our plea to those already before you.

onulwion.-To summarize, our recommendations cut something
over a billion from the House bill, leaving the yield from that bill
at about 5,000,000,000. We urge you to raise the batane(, by a grad-
uated retail sales tax of not less than 31/2 billion.

Professor Fairchild of Yale said recently:
There is something absurd in placing our trust In the tise ,.f taxation to

prevent inflation while at the same time Government continues various of
its policies which are definitely and purposely inflationary. The wages and
hours polic , certain forms of Government spending, the agricultural policy of
parity prices, the silver purchase program and our cheap money, credit and
monetary policies, are examples.

No tax structure need be especially devised to combat inflation. The service
of taxation in this respect is to check consumer spending. I believe that the
best tax system for raising revenue would incidentally be the best one for
checking inflation. We need to go after the money where it is. It means sales
taxes and withholding taxes.

For 2 years we have urged such taxes. No longer can your upper
brackets bear the load. On page 628 of the House testimony on
Revenue Revision of 1942 the Treasury itself reports that a 100 per-
cent tax on the income of all individuals over $5,000 would only bring
an additional $5,200,000,000. (Such incomes are already paying
$3.800,000,000.)

On page 632 of the House testimony Dr. Gustav Stolper punctures
the Treasury fallacy that low incomes are appreciably taxed. The
incomes of two-thirds of the consumer units of the Nation are in
fact substantially untouched, and that is where more than $15,000,-
000,000 of new spending power is. Tax it gentlemen, by a sales
tax, fairly, rigorously; and the remaining third of our people will
pay this new sales tax, too, in addition to the many billions they
are already grimly hurling into winning this war.

The CHAMMAN. Thank you very much.
We do not have time for another witness here, unless some witness

desires to make no personal appearance but merely to put his brief
in the record. Are there any of the witnesses who are listed who
wish to place a brief in the record? We would be very glad to have
you do so at this time.

Otherwise we will recess until 2 o'clock. I might say this: Quite
a number oi witnesses are here on one or two questions. It would
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be very helpful to the committee, gentlemen, if you consolidate your
remarks, unless you have wholly different problems that you think
ought to be brought to our attention.

(Whereupon, at the hour of 11:55 a. m. the committee recessed
until 2 p, m. of the same day.)

AFTERNOON SESSION

(Whereupon, at 2 p. m., the committee met pursuant to recess.)
The CHAIIMAN. The committee will come to order, please.
Senator VANDr"ER0E. Mr. Chairman, before you call the first wit-

ness, I think I had better put in the record a letter to which I referred
this morning from Mr. Paul indicating the alternative method by
which the Treasury Department proposes to protect renegotiated con-
ti-acts in the belief that it can be done without amending the law. I
ask that the letter go in the record.

The CHAiRmAN. Very well, Senator.
(The letter referred to by Senator Vandenberg is as follows:)

TREASURY DEPARTMENT,
Wash i6gton, August 5, 1942.

Hon. ARTHUR H. VANDENBEBO,
United Statc Senate, Washington, D. 0.

MY DFAR SENATOR: Reference is made to the enclosed letter received by you
from Mr. John Lovett, of the Michigan Manufacturers' Association, Detroit, Mich.,
dated July 27, 1942.

Mr. Lovett refers to the situation involving renegotiation of Government con-
tracts, and suggests that there should be legislation authorizing the reopening of
a taxpayer's Federal Incone and excess-pr fits tax return where subsequent to
the filing of such return the taxpayer is required to repay a portion of its profits
pursuant to a renegotiation.

In such case it is the position of the Bureau of Internal Revenue that under
existing law the amount of such taxes may be allowed as a credit or offset against
the taxpayer's liability for repayment of excessive profits. The Bureau will
advise the War Department, Navy Department, or Maritime Commission, as the
case may be, of the amount of such taxes attributable to the amount of any exces-
sive profits to be repaid pursuant to a renegotiation arrangement. Such Depart.
ments and Commission plan, so I am informed, to allow such taxes as a credit or
offset against the liability for repayment of excessive profits. For example, if
the excessive profits amount to $100,000 and the taxpayer has paid a tax thereon
of $40,000, the Department conducting the renegotiatIon will require the contractor
to pay Into the Treasury only the net amount of $60,000. Under these circum-
stances ihe taxpayer will in effect secure the relief which Mr. LuJvett has In mind,
and it will not be necessary to reopen the tax return. In any case Where deemed
necessary, a closing agreement under the provisions of section 3760 of the In-
ternal Revenue Code may be entered Into for the purpose of dcfinltely fixing the
method of treatment for tax purposes. Such agreement will, of course, be binding
both upon the taxpayer and the Bureau. Accordingly, it Is believed that this
procedure will afford the taxpayer adequate relief without legislation. It will
provide a more flexible procedure, rartlly adaptable to variations in specific
cases, than would be afforded by rigid ,tatutory rules.

Sincerely yours,
RANDOTPH f. PAUL,

Asaistas.t to the Secretary.

The CHAIRMAN. Mr. Skoner, you are next on the list.

STATEMENT OF LEE J. SKONER, MINNEAPOLIS, MINN., REPRE-
SENTING CONTINENTAL MACHINES, INC., AND OTHERS

Mr. SKOVR Mr. Chairman, Senators, I don't have a formal brief
to submit. I have a paper that will take perhaps 5 minutes to review.
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The CHAImRA. Yes, sir. Are you confining your remarks to the
fiscal year

Mr. SKoNER. To the fiscal year and just one point in connection with
.the fiscal year and the proposed bill as passed by the House.

My name is Lee J. Skoner. I am assistant to the president and
financial adviser of Continental Machines, Inc., Minneapolis, Minn.;
Savage Tool Co., Savage, Minn.; and Contour Saws, Inc., of Des
Plaines, 111.

My apparance here is in opposition to section 129 of the proposed
law which will tax fiscal-year companies at 1942 rates for such portion
of their year as falls in 1942, and to present for your consideration
a concrete example of the inequity and hardship in this proposal as
it affects us and, I am sure, many other corporations.

I am not going into the reasons for the existence of fiscal years.
This has been approved for many years; nor will I review the possible
tax advantage for fiseal-year companies which, in the long run, may
or may not exist. We are chiefly concerned with the retroactive
application of this proposal which destroys the efforts of sound busi-
ness management and nullifies the value of careful advance and future
planning.

We are machine-tool manufacturers, a recognized "feast or f amine"
business. Our fiscal year ends August 31, which was adopted in 1937
without consideration of any possible tax advantage. In 1937 we
were a relatively small organization. No one could foresee today's
expanded operations or profits. All we were striving for was a sound
growth consistent upon our ability to invent, develop, and merchandise
a better product.

Today we employ about 1,000 people. The expansion of airplane
and other manufacture of war materials has made great demands upon
our productive capacity. Machine-tool builders were asked to pro-
duce many times the production of preemergency years and their tre-
mendous response is. common knowledge today. Like many other of
these corporations, we had to enlarge and expand our plant resulting
in a dangerously low working capital position. After the close of our
fiscal year in August 1941, we carefully planned and budgeted our
production and financial program for the next year.

The 1941 Revenue Act was passed in September 1941, and relying
on that law as in previous years, we estimated what earnings would
be left after taxes at those rates. On the basis of such estimates we
built a new plant, increased our inventories which absorbed more than
the amount of net profit w4 could hope to retain. Fortunately, we
had only a few stockholders, so we could tell them there would be nn
dividends. In fact, dividend distribution for the last 5 years has
been very meager.

I might add in connection with our expansion, while it may be
typical, there is a peculiar situation in our factories. The newspapers
have publicized much in connection with the Nazi advances in connec-
tion with their tank and airplane activities, particularly, I believe, we
have read in connection with Rommel's advance, where he was able to
repair his tank and airplanes right on the ground by the use of mobile
garage units.

Well, along that line, the United States Army Air Corps and Army,
generally, asked us to produce 750 special units to be used in mobile
units for our activities, so that we, too, could be in that same position.
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In order to provide that additional production, we had to expand.
We were also supplying parts and machines for all the airplane manu-
facturers who too had to be supplied.

So that ours isn't just a normal expansion, but a peculiar situation
which demanded we put up a new building and buy new machinery.

The CLAraMANr. Did you put it up at your own expenseI
Mr. SxoERn. That was at our own expense, entirely. Thus you can

see the profits we have made in the last few years have been entirely tied
up in plant, in machinery, inventories, and receivables.

We owe some money to the bank and we will probably have to borrow
more to pay our taxes at 1941 rates, but we can work that out in our
present planning.

If, however, the present proposal is enacted, all of our previous efforts
were for naught, for obviously we could not anticipate or expect that
& new tax law would be retroactively applied. A substantial additional
tax unforeseen and unprovided for at this time will seriously adversely
affect our working capital position.

We are manifestly interested in continuing our efforts in the war-
production program and to pay our equitable share of the tax burden.
Further, we are likewise interested in the continued and permanent
employment of our workiren. We must continue with our efforts to
develop and manufacture the best tools and equipment that the human
mind can devise to help win this war and to provide for the rehabilita-
tion program to follow. To be able to accomplish this, we must main-
tain a sound financial policy.

May I emphasize here that every product we produce will contribute
to the standard of living after the war. We are not making imple-
ments that will be destroyed or consumed. Our machine tools are going
into factories which will turn out peacetime goods when the war is over.
There will be no conversion necessary so that the machines being sold
today will be immediately available for commercial production.

We seriously question the value of our expanded plant in a limited
market for our goods. The so-called profits poured into plant expan-
sion probably will never be available to stockholders, but as has hap-
pened before to machine-tool builders, will be dissipated in search for
new markets. Obviously our survival is critically dependent upon our
maintenance of a sound financial position unhampered by unforesee-
able hazards and contingencies.

There are admittedly numerous corporations in a position similar
to ours. Many will be affected with greater adversity under the
present proposal. Dividend policies were formulated based on exist-
ing law; financial statements were issued to stockholders, creditors,
governmental agencies, and others. Securities were purchased in
reliance of those statements,

Certainly, a departure from previous. congressional practice in
enacting a retroactive revenue act would result in many inequitable
hardships which would far outweigh any relatively minor temporary
reduction in current revenue.

May we urge, therefore, that in the committee's consideration of the
House bill on this proposal, that the retroactive feature be eliminated,
that if the method of taxing fiscal years is changed, the application
of the 1942 Revenue Act be to fiscal years beginning in the present
calendar year.

Senator DANAIHEB. What is your fiscal year?
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Mr. SKo mz. August 81. I mentioned it was adopted some 5 years
ago, in 1937.

Senator DANAHn. So that if this passed, you would actually be
under three different rates in I year

Mr. SKommi. No; just two. The 1941 act and the 1942 act.
Senator DANARKM. Weren't you liable to a tax under 1940-no;

you are right. That is correct.
Mr. SKONER. The present and the proposed act.
The CHAIRMAN. Thank you very much.
Mr. Norris.

STATEMENT OF K. T. NORRIS, LOS ANGELES, CALIF., PRESIDENT,
NORRIS STAMPING & MANUFACTURING CO.

The CHAIMAN. All right, Mr. Norris, you are listed here as appear-
ing on the fiscal year, but you are really talking about excess profits

Mr. NoRRIs. That is correct.
Mr. Chairman and gentlemen of the committee, I want to thank

you for the privilege of appearing before this committee.
My name is K. T. Norris. I am president of the Norris Stamping

& Manufacturing Co., Los Angeles, Calif.: My company is engaged
in the production of ordnance materials for both the Army and Navy.
Ninety-nine percent of our production consists of prime contracts
for these services.

At the request of the Army and Navy, we have doubled and re-
doubled our capacity many times during the past years, and we are
now in the process of making another substantial expansion.

We have an excellent production record. We were included among
the first 14 companies to receive a Navy E award. Next Monday we
will receive one of the first of the new Army-Navy production
awards. I mention these awards only to show that we nave given
our best efforts to this job.

We took our first contracts for ordnance material early in 1938.
These involved tremendous financial risks. All of our expansion
to date has been made with our own capital. Companies such as
ours, by developig the "know how" have made the present produc-
tion program possible. eThe knowledge which we have gained through
our operations we have freel 'y made available to other contractors.

To pay for plant expansion and make it possible to continue tt,
increase our volume of production, we must have reasonable profits.
The only profits we can use are those remaining after the payment of
taxe.s.

A few months ago Congress was struggling with the problem of
profit control. There appeared to be two schools of thought: One,
that profits should be limited by law; the other, that profits should be
recaptured by taxation. To my knowledge, no one proposed that we
should have both profit limitation and recapture. Nevertheless, we
do have them today.

Government contractors are between the devil and the deep sea.
They don't know what ultimate profit they can figure on. It is impos-
sible to make commitments for plant expansion with any degree of
certainty that the profits will be available to cover the cost, because
there are no specific rules to go by. In fact, such contractors are faced
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with the prospect that profits already earned and spent may be
demanded by the Government, through renegotiation of contracts
already completed. These contractors are faced with the following
conflicting and overlapping means of controlling profits:

1. Limitation of profit allowed the contractor at the time the con-
tract is negotiated. This is accomplished by requiring a cost break-
down and then limiting the profit on the original contract price. The
effect of taxes is disregarded in that negotiation, only the profit before
taxes being given consideration.

2. Renegotiation of the contract price after the cost has been
determined.

3. A proposed 90-percent excess-profits tax.
4. The proposed arbitrary and retroactive change in the method of

taxing corporations operating on a fiscal1-year basis.
The law requiring renegotiation provides for the recovery of any

profits determined to be excessive. After the Price Adjustment Board
,as recovered the so-called excessive profits, the remaining profit is

still classified as an excess profit. To a company like ours which has
expanded rapidly and has no adequate base-period credit, such
remaining profits would be subject to the proposed 90-percent tax.

The reasonableness of the selling price is not taken into considera-
tion. One contractor may sell a product to the Government for $3
and have his profits classified as "excess profits," whereas another
contractor may get $4,for the same article and have his profits classi.
fied as "normal." The efficient low-costs producer is the one most
severely penalized.

The above statements are made for the purpose of providing a back..
ground for a recommendation which I am making for adjusting the
excess-profits tax credit for those companies which have expanded
rapidly. The need for such adjustment has been recognized since the
excess-profits tax law became effective in 1940, and some relief provi-
sions have been incorporated in the 1942 law tentatively adopted by
the House.

It may be possible that companies such as ours can secure relief
under the proposals incorporated in this new bill, although this is
doubtful because the wording of the law provides that the changes in
the business of the taxpayer occurring since December 31, 1939, shall
not be considered.

However, if all companies which hive materially increased their
volume of busitiess since the base period do come before the proposed
board for handling such relief matters, it is probable that this board
will be so badly swamped that the prompt granting of relief will be
forestalled.

I recommend that a specific relief provision be incorporated in the
law to take care of those companies which have exlmnded rapidly
to meet production needs of the Army and Navy. If such a relief
provision is incorporated, it. will permit immediate relief to these
companies and leave the board with only the extraordinary relief
cases. We have devised a specific relief provision. This proposal is
based on the following assumptions:

1. That normal profits vary in different industries, and that the
profits of individual companies in the same industry vary in relation
to their efficiency.
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Senator BRowN. Mr. Chairman, might I interrupt a moment?
Three of us here are on a subcommittee which has a meeting at 2: 15,
and we will have to be excused for a while.

The CHAERMAN. All right. Senator.
Mr. NoRms. 2. That the best measure of what constitutes normal

earnings for an individual company is the percentage of profit which
that company was able to earn on its sales during a normal period,
such as the 1936-39 base period.

3. That as a company increases its volume of sales and consequently
increases the amount of services rendered, it is entitled to a reasonable
profit on the increased sales without all such additional profit being
classified as "excess."

4. That undcr conditions of war (he major portion of earnings
must be paid to the Government in the form of taxes, but that some
reasonable amount must be retained by the corporation to provide
for expansion of plant and facilities, increased inventories and ac-
counts receivable, and to set up a reserve for transition back to peace-
time activities.

5. That corporations substantially expanding the volume of sales
as a result of the war are not entitled to the same percentage of net
profit on sales, after taxes, as was earned during a normal base
period.

Our recommendation is as follows:
For each 100-percent increase in the volume of business over the

volume done during the base period, the excess-profits tax credit is
to be increased 25 percent.

In effect, this proposal means that instead of classifying all of the
additional profit resulting from increased sales, as an excess profit,
25 percent of such profit would be classified as normal profit subject
to the normal and surtax, and the other 75 percent of such increased
profit would be subject to the excess-profits tax.

The above statement presumes that the percentage of profit on sales,
before taxes, remains constant. Should the percentage of profit on sales
increase, all of such increase would fall into the excess-profits classifi-
cation and be subject to the proposed 90-perecnt tax.

This proposal and its effect-on a representative corporation is set
forth in exhibits A, B and C, attached hereto. In preparing these
exhibits, we have usei a typical corporation and have assumed its
base period sales to have been $5,000,000 and its profits $500,000 or 10
percent. The tax rates used are those adopted by the House, namely,
45 percent combined normal and surtax, and 90-percent exceas-profit
tax. The effect of this proposal is almost the same for any size corpo-
ration except those small companies where the $10,000 specific credit
represents a substantial percentage of profits.

Referring to exhibit A, it will be noted that a corporation which,
in the current tax year, had a sales volume of 500 percent of tbe base-
period sales, is entitled under this formula, to an increase of 100 per-
cent in its base-period credit, for the purpose of arriving at its excess-
profits tax credit for the current year. Likewise, a corporation which
had an increase of 1,000 percent in sales volume would be entitled to
an increase of 225 percent in the base period credit.

Exhibit B shows the relative amount of profits to sales which the
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taxpayer can retain after taxes, with the proposed adjustment in the
base-period credit and without such adjustment. While the retention
has been increased by this adjustment, the percentage of profit is still
very low. Without the proposed adjustment all of the additional
profits are subject to the 90-percent rate. With the proposed adjust-
ment, these additional profits are taxed at about 79 percent.

At this point I would like to call your attention to exhibit A. By
referring to the column for a corporation which has increased its sales
10 times since the base period, you will note that if this corporation
earned 10 percent on its sales during the base period it would be per-
mitt, d to earn 2.389 percent on its sales after taxes if this adjustment
%Nhich I am recommending is accepted. Without the adjustment it
could earn only 1.426 percent on its sales, which amount I consider is
entirely inadequate.

Senator DANAHER. When you take your sales figure over the base
lriod Mr. Norris, are you taking a net figure I

Mr. Nosms. I am taking a net figure of sales unless the corporation
would use the growth formula for determining its credit, then ou
would have to use the growth formula for arriving at the sales. That
would be fair afid that would balance out.

Exhibit C has been prepared for the purpose of showing the effect
of an increase or a decrease in the percentage of profit to sales as com-
pared with the percentage earned during the base period.

I would like to say that the reason that has been done is that some
ptule have raised t'he question as to what effect it would have, how
much advantage a corporation would get if it had earned 10 percent
during the base period, and then it jumped its profit to 20 percent, be-
cause conditions were such that they could do so, and you will note
here that even though a corporation increases its percentage of profit
before taxes from 10 percent--the amount earned during the base
period-to 20 percent, very little of this additional profit would be
retained by the corporation. Likewise, should that corporation reduce
its margin of profit on sales to 6 percent, the net profit retained is not
proportionately reduced. In other words, this formula is, to a large
extent, self-equalizing.

Now, if you will take a look at exhibit C, and refer to this same
tenth column that we were looking at. In exhibit C we find in the bot-
tom group of figures that this corporation which would be permitted
2..?89-percent profit on its sales if it continued to earn 10 percent before
taxes, would increase this profit to only 3.389 percent if it jumped the
profit before taxes to 20 percent. Although the percentage of profit
before taxes has been increased 10 points it has increased the retention
only 1 point. Likewise, if it should drop this profit before taxes to
6 percent it would retain 1.989 percent after taxes, a drop of only 0.4
of I percent.

It is believed that this proposal provides a means of eliminating one
of the principal inequities which exists under the present law. We
have submitted this proposal to a number of corporations which have
grown materially since the base period and without exception the
proposal would permit them to retain that small additional percentage
of profits which is required to meet the obligations which they have
contracted for in connection with expanded facilities. At the same
time the necessary incentive is retained to keep costs to a minimum.
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I respectfully request your consideration of this proposal and trust
that it will be incorporated in the relief provisions of the bill which
this committee will report to the Smate.

1 would like to ask that these exhibits in this statement be incorpo-
rated in the record, and I would also like to make the statement that
this proposal was recommended for corporations using the average
earnings base, not for those on the invested capital base.

The CHARMAN. You ask that the tables be incorporated f
Mr. Noum. That is right.
The CHAImMAN. That will be done. Mr. Norris.
(The tables submitted by Mr. Norris are as follows:)

Exurr A.--Adjusted emowAx-pro fts taa credit-determined bj adding a percent.
age of bate-period credit for each 100 percent increase in volfwa, of salca orcr
base-period sales

Percent. Pervnt. Amount Percent- Pemat- Amount
volume of aes to Woe- ees Volume of sales to . e! agse otf Ls Wbb-per " bas- ts tal basaeriod Oa Prpr0fts tax ed) (6d -to l o creit(ad. edl ..s~ed lu~tUp ed_.

PeI00 P.ercw Pecew Po'eea
100 percent 100 100 *47& 000 70 percent, add... 25 250 $1, I7, 00
0o pe t: a... dd: 5 128 W& 730 800 percent, add.. 25 375 1, 3t. 150

3W 28 150 712,5 0 900 percent, add.. 25 300 1, 42. 000
410 percent, #ad. 25 175 831,290 1,000 percent, add.. V 325 1. 54&70
a0 peret, dd._. 2S 200 OftOW 2,OWopercnt, add.. 5 i 75 zi,2250
aC percent, add... 25 225 1,06, 750 4,000 percent, add.. 25 1,075 ,10,250

I Plus I0.000 specific crdit.
NoO.-Based on corporation with $K000,000 bae-period sales and profit of 10 percent oluallng 1400.000

bin-pe4iod credit.



REVENUE ACT OF 1942

x

CbE .4 c

c eR%

~i a -

- a

IWUK
x <i1

C4 *l

~~~~~~ :-_ __ _ __ _S_ _

7W 3-2-ol 1 0

1015



1016 REVENUE ACT OF 1942

x ag go

Il I al

I HI PR le

$9 IVAR Mi~

t H§ 119 -Eg

I lu Hein
_______ I

Lag 0
.4. 1.4 4 C

z $,



REVENUE ACT OF 1942

The CA_ X". Any questions?
V responsee)~1he Caizxhw. Thank you very much, Mr. Norris.

Mr. Hayes.

STATEMENT OF T. C. HAYES, TERRE HAUTE, IND., PRESIDENT,
LOUDON PACKING CO.

Mr. HAYEs. Mr. Chairman.
The CHAxaAxA,. Yes, /Mr. Hayes. You may be seated if you

wish to.
Are you speaking on the fiscal year?
Mr. HTnES. That is right, sir.
The CHAmxANz. Did you get together over the recess to see if

you might consolidate your-
Mr. HAEr. I did not.
The CHAIRMAN. You may proceed.
Mr. HAyn. This will take ess than 10 minutes
My name'is T. C. Hayes, and I am president of the Loudon Packing

CO.
We are packers of tomato products and V-8 vegetable juices, doing

an annual business of approximately $5,700,000, operating plants in
Pennsylvania, New York, Ohio, Indiana, and California.

I would like to talk briefly upon section 129 of the House bill which
applies the new rates to those months of a fiscal year which fall
in 1942.

Our business is conducted on a fiscal-year basis ending June 30.
Although a number of industries and individual companies have
adopted fiscal year accounting as a matter of convenience or expedi-
ency, the fiscal year basis is a practical necessity in the seasonal
canning industry. All phases of the year's operation are directly
geared to the relatively short manufacturing season. All major
costs are established immediately prior thereto and incurred during
the season.

Selling prices are likewise generally established before the packing
season. Income resulting from the movement of goods following
manufacture is, therefore, dependent entirely upon circumstances
prevailing at or immediately before the time the pack is made.

Shortly before the next season, inventories of finished *goods are
at the lowest point. These factors practically require an annual
closing immediately prior to the manufacturing season to reflect with
greatest accuracy the actual result of the year's operation without
the opportunity or necessity for making arbitrary adjustments.

At no other time during the year is it possible to obtain such a
picture. Movement of merchandise during the year may ebb and
flow, depending upon conditions during any month, and, accord-
ingly, it is possible for the calendar year to produce considerable
distortion particularly in view of the fict that the months of Decem-
ber and January are usually the most irregular periods during the
annual cycle.

The Loudon Packing Co. packs only during August, September,
and October. Our general practice has been to sell the pack on futures
in the preceding spring at fixed prices for delivery sometime after
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the beginning of the packing season and throughout the following 12
months.

All of the goods which werm packed during 1941 were sold prin-
cipally in the spring preceding the packing period at prices prevailing
at that time. In other words, all of the goods which we sold during
the fiscal year ending June 30, 1942, were packed in the calendar
year 1941 and the profits were actually earned during a few months of
1941, although realized on later deliveries.

During the 1941 packing season we purchased approximately 45,000
tons of tomatoes and 10,000 tons of other vegetables from approxi-
mately 3,000 farmers, and we have made arrangements at the request
of the Government to increase this pack approximately 40 percent
in 1942.

On June 30, 1942, the books of the company were closed on the
basis of the Federal income and excess-profits taxes applicable under
the 1941 Revenue Act. Our provision for Federal income and excess.
profits taxes for the fiscal year ended June 30, 1942, was 92 cents
per share of capital stock issued, based on the 1941 Revenue Act,
and net profits after taxes were 57 cents per share.

If section 129 of H. R. 7378, as passed by the House of Representa.
ties, is enacted into law we would be called upon to pay $72,000, or
20 cents per share in additional taxes.

At the request of the Department of Agriculture, we have made
contracts with farmers for greatly increased acreage of vegetables
at greatly increased prices, to meet the demands for essential foods.
We have been instructed by the War Production Board to set aside
percentages of our pack ranging up to 38 percent of certain items
for direct sale to Government agencies.

To make these increased packs to take care of the requirements
of our armed forces and civilian needs, it was necessary to greatly
increase our packing facilities, thereby depleting our already limited
working capital. We are ready and willing to contribute our best
efforts in the production of goods for the war effort and to cooperate
with the Department of Agriculture in every possible manner.

To finance the packing of these vegetables we have already incurred
obligations to banks and other creditors in maximum amounts based
upon our working capital. We have made this arrangement on the
basis that our working capital will be increased by our profits for the
year ending June 30, 1942, after payment of taxes under the 1941
RIevenue Act. We have declared no dividends.

We, as well as the major portion of the canning industry, are notably
underfinanced, and operate with very low working capital. Year in
and year out the margins of profit in the canning business are very
close and the hazards of the business are great.

A detailed survey of the canning industry was made by Dr. Neil
Crothers in the years 1930-40 and 1941. In this survey he states:

The canner who stays in business 10 years without reorganization or composi-
tion is not only an able and resourceful businessman but a fortunate businessman
as well.

He points out that from 1929 to 1938, 53.6 percent of all canners in
business at the beginning of the period were out of business at the
end of that period. I would like to submit a copy of that survey for
the information of the committee.
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Our prices are, of course, subject to the control of the Office of
Price Administration. The Price Administrator has been consider-
ing the entire problem of the effect of canners' ceilings on distribu-
tors and retailers. It is a well-recognized fact that unless price ceil-
ings are adjusted for the distributors, the movement of canned goods
during the packing season will be slowed down, thus causing further
strain on our limited working capital and warehouse space.

Our company has not paid a dividend to stockholders since 1937
and salaries have been nominal. There is no prospect for payment of
dividends in the near future and we have only made small gains in
our working capital.

If the 1942 tax rates are made retroactive to include the first 6
months of 1942, it will be difficult, if not impossible, to obtain suffi-
cient credit for us to operate on the volume basis we had planned to
meet Government requests.

Due to small profits and this necessity of increasing our packing
facilities we have been able to make but a few small additions to our
working capital since 1939. To give you a picture of the degree to
which our company relies on borrowed credit, our business has grown
from $2,500,000 in the year ended June 194) to a proposed budget
of $8,000,000 for the year ending June 1943, without any material
increase in working capital, and with only one turn-over a year.

The canning industry operates on a very low invested-capital basis.
Tax rates in most cases will have to be computed on invested capital
basis because the industry as a whole lost money during the years
1938 and 1939. Therefore, the increased rate imposed by the 1942 tax
bill will impose a particularly heavy tax burden on the canning indus-
try as a whole.

The products which we delivered during the second half of our
fiscal year from Janmary 1 to June 30, 1912, were in the most part sold
to our customers in the spring of 1941 on future contracts at fixed
prices, for delivery from the beginning of the packing season in Au-
gust of 1941 and throughout the following 12 months. This has been
the regular sales practice of canners of seasonal commodities. All
goods which we sold during our fiscal year were packed in 1941 and
the profits were earned during a few months of that year but realized
on deliveries against contracts throughout the year. Therefore, we
feel that tax should be applied against profit for that fiscal year at the
1941 rate.

In summation, we request that no retroactive change be made in the
tax law as such change would seriously impair the vital effort which
canners and farmers are making to obtain maximum packs of essen-
tial foods so urgently needed at this time.

Should it be necessary to change the tax year to a calendar basis,
this change should become operative at a date following the enactment
of the law rather than prior thereto, since plans have been made and
contracts entered into before the time that any such tax action was
contemplated.

Senator CoNN.LY. You mean by that that we ought to put in this
bill that the fiscal year would start, we will say, the 1st day of January
1944 and give you a year to adjust that in? Is that what you mean?

Mr. HAYES. "No.
The CHAMMAN. You mean it should not commence to operate except

on the years commencing after December 31?
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Mr. HA . That is right.
Senator CONNALLY. Next year?
Mr. HAYes. After the law becomes effective.
Senator CoIwrALLY. I am just trying to get at what you mean; 1943

would be a calendar year.
Mr. HAyzs. That is right.
The CHAIRMAN. You don't have to go over. You could still go on

calculating on the fiscal-year basis, but, of course, there would be
trouble.

Mr. HAr, . That is right.
The CmAmnAw. So you are asking that it not be made effective until

1943, are you
Mr. HA Y. Pardon?
Senator CoNNALLY. Are you asking that it not be made effective

until 19431
Mr. HATS. I mean it should not be made retroactive until after this

past year after we have made our plans.
The CHAI.MAr. 1943 or 1942?
Mr. HAyS. 1942. For the first 6 months of 1942.
Senator BAxmLay. You mean that the calendar-year process ought

to begin at the beginning of the next calendar year and not the lat
Mr. HAYES That is right.
The C Ar MAN. All right. Thank you very much.
John R. Hughes.

STATEMENT OF JOHN E. HUGHES, CHICAGO, ILL., ON BEHALF OF

THE CHICAGO BAR ASSOCIATION AND OTHERS

Mr. HuoGHES Mr. Chairman and Senators: My statement covers three

PA year at the hearings before the committee, reported at page
232 thereof, I testified on behalf of the Chicago Bar Association, which
has over 6,000 members in the city of Chicago, on behalf of the needed
amendment to section 107 of the Internal Revenue Code concerning
the taxation of income earned over a period of years.

In its recommendations to Congress, the Treasury Department has
recommended that this amendment b adopted and it is contained
in section 128 of the House bill.

The Chicago Bar Association asks this committee to consider it
favorably. Most lawyers go along working on a case for 8 or 4
years and at the end of that time receive a fee and, except for this
amendment, would have to pay three or four times as much tax on
it as if they had received it over the years in which it was earned. As
a result of this, under the present very high taxes, they would not have
enough money left to pay the bills incurred for their subsistence
whila they were doing the work on the case. We hope the Senate
will agree with the House and with the Treasury Department's recom-
mendation and adopt this amendment.

The next point, Senators, on which I speak is the proposed change
in the taxation of fiscal-year companies, and I make this statement
on behalf of the National Retail Furniture Association which has over
5,000 members, composed of 80 percent of the retail furniture dealers
of the United States, and also on behalf of the United States Mineral
Wool Co., a company engaged in manufacturing building insulation.
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Now, the furniture dealers business has been harmed by the war, in
the first place because one-third of the products which they sell are
not being made any more due to priorities and, in the second place,
because most of the retail furniture selling is on the installment plan
and many men were drafted into the Army and couldn't pay the in-
stallnents, and most of our members did not repo"ss the property
where there was a wife living in the house. We object to the pro-
vision of the House bill which changes the method of taxing fiscal-
year companies which has been in existence since 1934.

Starting with the 1934 act, all income-tax laws have provided--see
section 1 of the Internal Revenue Code--as follows: "The provisions
of this chapter shall apply only to taxable years beginning after
December 31," of the year preceding the enactment of the law.

This provision was eminently fair and just because these laws, like
the pending bill, were enacted late in the year and hundreds of fiscal-
year corporations with fiscal years ending in the early part of the
year had already closed their books, filed their returns, and paid their
taxes under the rates of existing laws, when the revenue act was
passed. It also avoided complex complications in tax computation.

Now, after hundreds, of corporations on a fiscal-year basis ending
early in 1942 have filed their returns and paid their taxes, issued
reports to stockholders in which earnings were computed after de-
ducting taxes at existing rates, borrowed money from banks in re-
liance on earnings so computed, and in some cnses distributed the
earning.: so computed in dividends or used them to pmy old bank
loans--which would not have been done had there been warning
of this retroactive tax--and also paid incentive compensation to
employees based on a percentage of such earnings, it is suddenly
and without warning proposed to change the basis of taxing fiscal-
year companies, in force for 8 years, and impose a retroactive and
unexpected tax upon them and compel the filing of new returns and
the recomputation of tax.

Even that great liberal, the late Justice Holmes, condemned the
imposition of retroactive liabilities "which, if known, might have
induced those concerned to use their money in other ways." The
United States Supreme Court, in a unanimous opinion, has said:

Retroactive laws are, Indeed, generally unjust, and, as han been forcibly
said, neither in accord with sound legislation nor with the fundamental prin-
ciples of the social compact.

The only Federal tax laws held unconstitutional during the past
40 years were retroactive laws, of which people had no warning.

If the existing method of taxing fiscal-year corporations is adhered
to, it is true the income of months falling in 1942 will not be taxed
at the pending increased rates in the pending bill but this will be
compensated for by taxing at the increased rate the months of the
fiscal year falling in the first year after the war in which taxes are
reduced.

The benefit of the reduction will also be delayed for fiscal-year
companies. But they will have warning of this. Hundreds of them
are now losing money, although they made money before Pearl
Harbor, being unable to operate because of priorities, but will begin
selling their product and making money as soon as the war ends.

Also it is generally agreed that the taxes in the pending bill are as
great as business can bear and further rate increases are not con-
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templated. Hence, as Senator George pointed out at page 338, the
benefit, if any, to the Treasury would be nonrecurrent. If the pro-
posed change in the House bil is adopted it should not be effective
until next year, so companies will be warned. Senator Brown pointed
out the justice of this at page 351.

In the case of the United States Mineral Wool Co., with a fiscal
year ending March 81, there was a loss for that period of the fiscal
year which fell in 1942 but a profit for the year taken as a whole.
However, this profit was all earned in 1941. Why should a company
be forced to file another return and pay taxes at 1942 rates on one-
fourth of its income which was earned only in 1941t It has already
filed a return, paid its taxes, and used what was left of its earnings
in dividends and to pay loans before this change was even proposed.
Like many companies, its business has been harmed not benefited by
the war.

A number of seasonable businesses where the fiscal year ended in
the first part of 1942 have losses in 1942, because of the seasonal
character of their business. The salmon business, I am told, is one.
They catch all the salmon in August, can it, and sell it, and the Great
Lakes shipping business is another. The Ltkes are frozen in the
winter, and there is no shipping, and there isn't any income but
salaries and other overhead go on and many seasonal businesses are
in that fix.

The House bill proposes to impose the same portion of the 1942
rates on those fiscal year companies as the number of months falling
in 1942 bears to 12 months.

Next I have a statement on behalf of Crane Johnson Co. that
section 501 of the House bill shoull be simplified. That point is
this: If a corporation was forbidden by State law to declare a divi.
dend because its capital stock was impaired, it could not avoid the
undistributed profits tax enacted in 1936 and was caught in a trap.
A rich corporation could. It could declare a dividend and avoid it.
Surely you would not discriminate against a poor one.

Furthermore, if it had an impairment of capital stock and was
organized under the laws of about one-third of the States where cor-
porations in such condition are allowed to declare dividends, a divi-
dend would be a return of capital to the shareholder and no credit for
the undistributed profits tax would be given.

There is no reason for granting relief retroactively in the limited
cases which may be held to be covered by the vague and ambiguous
language of section 501 of the House bill without granting relief in
these cases also.

The language of section 501 is vague and ambiguous and ought to be
simplified. In 1938 relief was granted as soon as this situation was
brought to the attention of Congress, but unfortunately was not made
retroactive to 1936. The House bill in section 501 properly makes it
retroactive to 1936. but is not phrased in simple enough language.

The next point is that a provision should be put in the Internal
Revenue Code that whenever the Supreme Court overrules a tax
decision it should not be applied retroactively so as to tax trans-
actions which were tax free when consummated.

All Senators know that in Eisner v. McComber, 252 U. S. 189, the
Supreme Court held a dividend of common stock on identical comnmoa
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stock was not taxable as income under the Sixteenth amendment to
the Constitution.

In I(os~hand v. Helherig (298 U. S. 441) it reiterated the rule of
the McComber case, but said a dividend in stock different in char-
acter from that which the stockholder already held was income. Con-
sequently Congress several months later enacted section 115 (f) of the
Code which declares a stock dividend is not a dividend so far as it is
not income under the Constitution. Congressman Vinson who was
in charge of this legislation, expressly stated on the floor of the House
that it did not strike at Eisner v. McOomber, but was designed to reach
stock dividends taxable 'under the Kosldand case. Also, until 1941,
Treasury regulations expressly stated a dividend of common stock on
common stock was not taxable.

In the Sprouse case, to be argued in Supreme Court in November,
the Government is asking that Eisner v. McComber be overruled and
all stock dividends held taxable income.

If it is successful in having this case overruled, a retroactive tax
will be imposed on all who within the past 4 years acted in reliance
on the Treasury regulation and the Supreme Court decision.

Also the Government will lose millions in revenue for it will appear
that the flood of stock dividends declared from 1920 to 1930 were in-
come, but the statute of limitations will have run on the right to tax
them, and, when sold, their tax-free basis will be their fair market
value at the date of their receipt. My suggested amendment will pre-
vent this. It would work both ways-prevent the Government losing
revenue and a retroactive tax being imposed.

The next point to which I speak is the proposal to tax 100 percent
of all income over $25,000.

Should this or something substantially similar be adopted, most
people with fortunes over one million would hasten to spend all over
$1,000,000 as quickly as they could, because it would do them no good
while living to keep the excess since the Government would take all
the income therefrom. Also if kept until death, estate taxes would
take the excess. This spending would result in immediate inflation.
Also it would be paid to pople in lower brackets and the Treasury
would lose both estate and income taxes in future years. Then, too,
large capital would no longer be available to finance oil prospecting
and the development of new industry. Besides, as Senator Vanden-
berg has pointed out, incomes over $25,000 would only finance the
war 41/ days.

The last point is collection of tax t source.
Data from the National Industri 1 Conference Board. shows wage

and salary payments constituted 67.5 percent of the national income
in 1941. Most of the recent increase in national income goes to fam-
ilies within $2,000 and $8,000 income range. Taxes must come from
the increased national income and cannot ignore the place where most
of the increase has taken place.

Unless tax is collected at the source, like the social-security tax,
many will not have the money to pay when March 15 comes and the
expense of collection will be prohibitive.

Thank you, Senators.
The CHAIRMAN. Thank you very much, Mr. Hughes.
Mr. Stokely.
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STATZEM OF WILLIAM B. STOKELY, JR., PRESIDENT, STOKELY
BROS. & CO., INDIANAPOLIS, IND.

Mr. SroHT. Mr. Chairman and gentlemen, my name is William
B. Stokely Jr., and I have a statement here I would like to run over.
It won't take me more than 10 minutes, and then I want to file it with
the committee.

The CAmIMAz;. You want to run over it and then file it also I
Mr. Srowmy. I am going to run over it a little differently from the

way I file it.
The CmixAw. If you run over it fast enough, we will be very

glad to have you file it, but if you are going to cover it twice-
Mr. S'roxzLy. It won't be covered twice.
The CHAmMx. Are you on this fiscal year?
Mr. SToxzLy. I am on the fiscal year and I want at this point to

endorse everything that Mr. Hayes said, but we cover a little differ.
ent angle, also.

In other words, what he said applies to us, but it doesn't go quite
far enough.

The CHAnrMAN. All right. You may proceed.
Mr. STOrny. I am president of Stokely Bros. & Co., Indianapolis,

Ind.
My company manufactures a wide range of canned fruits and vege-

tables and currently is engaged in a strenuous effort undertaken at
the request of the Department of Agriculture and other Government
officials to greatly increase the production of most of our items. We
are also producing at the present time large quantities of canned
rations and other special pack items for the Army, Navy, and Lend-
Lease.

I am appearing before you today to attempt to show you the im-
pact of tha 1942 tax law as passed by the House of Representatives
on our company and the disastrous effect it would have on our part
in the war effort.

Along with most of the canning companies we suffered a very
severe cyclical depression in our company which covered most of the
past period of years which have been selected for excess-profits tax
purpows. By reason of these bad years and by reason of large ex-
penditures made to better equip ourselves to take part in the war
effort, we have currently outstanding items of fixed term indebtedness
with annual maturities amounting to approximately $2,750,000. Of
this amount, $711,500 falls due in the current fiscal year which began
on June 1, IM,. The most of the balance falls due under a period
of the next 4 years with maturities ranging between six and seven
hundred thousand dollars per year.

The invested capital of our company at the beginning of our last
fiscal year amounted to $6,372,000. It is necessary that we use the
invested-capital method in computing our excess-profits credit base as
the years in the base period showed very, very little net return. Our
excess profits tax credit base on the amount of capital which we have
amounts to $496,000. The specific exemptions and net credits for
borrowed capital will probably bring our base to around $600,000
which would be set up under the Houm bill as our normal income and
be taxable ot the rate of 45 percent. The tax on this $600,00 at the
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rate of 45 percent would be $2'0,000, leaving a net normal earning
after taxes which we could apply to debt reduction or other purposes,
of $330,000, which, as you wil note, is less than one-half of our term
maturities coming due in the current fiscal year.

Of course, under the House bill we wouldbe allowed to retain 10
percent of any earnings above the $600,000, which would be con-
sidered our normal income, but our earnings would have to be very
high, indeed, to enable us to meet these maturing debts. This is
because the $330,000 allowed to be retained out of our normal income
after taxes if applied against our maturing indebtedness would still
leave the sum of $381,500 yet to meet. This would mean that to meet
the remainder of debt repayment out of additional earnings wouldrequire total earnings of $600,000 plus an additional excess earning
of $3,815,000, or a total gross earning before taxes of $4,415,000.

In addition to the term indebtedness we have a preferred dividend
obligation to stockholders who have recently agreed to a reorganize.
tion reducing the dividend rate on our preferred stock in an effort to
help out the company. To earn enough to enable us to pay this
dividend which, in good faith, we should do, would mean we would
have to earn an additional $2,175,000, or a total of $6,590,000. We do
not believe that the Army or Navy, with whom we are contracting,
or the 0. P. A., who are setting ceiling prices, are going to allow us to
make any such earnings.

We have in the past 2 fiscal years invested in excess of $900,000 in
additional fixed assets largely for the purpose of increasing our
production and adding new products in line with the demands of the
war effort. This increased business, together with our decreasing
working capital, shows every evidence of bringing us to the point
where we are necessarily going to have to reduce our effort and per-
haps even liquidate a part of our business in order to meet tax
re('Luirements.

vious witnesses have brought out the effect of the proposal
passed by thA House to tax fiscal-year companies on a celendar-year
basis. In the case of our company this will make a difference in tax
for the fiscal year which is closed of approximately $ 90,000 which
would go a long way toward helping us meet our current debt maturi-
ties in the present fiscal year.

In addition to the fixed-term debts which I have mentioned, we
have to make large seasonal borrowings to carry our peak inventories.
We have naturally figured on our income tax for the past fiscal year
being on the basis of the year 1941 and the income accrued in this
year helping to furnish our working capital for the current year and
the base for our credit for the current year. The House -bill will
undoubtedly make it more difficult for us to finance until some defi-
nite disposition of this fiscal-year question is made.

My requests and suggestions are twofold:
1. That no change in provision taxing policy with regard to the

time of application of new tax laws on fiscal-year corporations be
made.

2. That the 1942 tax law allow deduction of payments made on in-
debtedness maturing during the taxable year before computing excess-
profits taxable income. This to be done only provided debt was con-
tracted prior to January 1, 1942.
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This provision not to apply to the final maturity of a term indebt-
edness such as the full maturity of a bond issue or the like and not to
exceed and to be limited to not more than 25 percent of the e'ccess-
profits net income. The sums so deducted to be subject to normal
income tax and surtak.

Now, in illustration of the impact of this on a small company in the
industry, I have reference to this same survey which Mr. Hayes has
filed with you, but I will give you one example out of that: An average
of a cross section of small companies earn 30 percent on their capital
in 1936, 19 percent in 1937, and lose 28 percent in 1938. Now, relating
that to a hundred-thousand-dollar company and for the purposes o
the illustration, leaving out the specific exemption, assuming this is
earned above the specific exemption, that means that over the 3-year
period, this company would have netted $21,000. Now, take the case of
a more stabilized company in a different base that is not tied so closely
in with the farming and crops, and so forth, that earns $6,000 one year,
$8,000 the next, and $7,000 the next. That is also $21,000 earnings over
the 3-year period, but compare the tax bills of the two companies.

Now, that is the hazard we have in the canning -d ustry, and,
frankly, I have made a nuisance of myself coming up with this, but
it is very, very serious, and it not only affects our company but every
other company in the industry, and I don't see how they will survive
under the tax laws as set up.

A third possible alternative would be to allow an alternative excess-
profits tax credit basis of 5 percent on the manufacturers' sales prico
on agricultural products processed by canning or freezing. This
would give some recognition to the large increases in production and
greater hazards which the industry is being asked to assume today.

The CHAURMAN. Thank you very much, Mr. Stokely.
Any questions ?
Senator CONNALLY. You were here last year, weren't you ?
Mr. STOKELY. Yes, sir.
Senator CONNALLY. You got by, though.
Mr. STOKELY. We got by; yes, sir.
Senator CONNALLY. All right.
Mr. STOKELY. The strain is getting tougher this year, though.
The CHTAIRMAN. The going is getting harder?
Mr. STOKELY. Yes, sir; it is.
Senator CONNALLY. You expanded, though, a lot, didn't you ?
Mr. STOKELY. We did on request and on anticipation.
Senator CONNALLY. You didn't do it just because somebody asked

you to do it?
Mr. SToKiETY. Well, they are asking us today. The question is,

Should we or shouldn't we? From a patriotic standpoint, I think
we should. I know we have done a marvelous job in that respect.

The CHAIMMAN. Well, thank you very much.
Mr. Hoyt.

STATEMENT OF FRED HOYT, VICE PRESIDENT AND COMPTROLLER,
CARRIER CORPORATION, SYRACUSE, N. Y.

Mr. Horr. My name is Fred Hoyt. I am vice president and comp-
troller of Carrier Corporation, of Syracuse, N. Y., and I am appear-
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ing here on behalf of that corporation to explain the hardships to
our company if the proposed changes in tax rates are made applicable
to corporations that operate on a fiscal-year basis.

You all know about Donald Nelson's war production drive. In
our attempts to cooperate we put a lot of pep into our suggestion
system and not long afterward one of the workmen in the shop walked
into the office and said, "Now, gentlemen, if you will get a fixture to
go onto this machine that I am working on we will be able to increase
our production and cut our costs."

We investigated this idea and we found that by expending a thousand
dollars we could save a thousand dollars a year.

Now, with marginal taxes at 90 percent, we would pay $900 of that
$1,000 in taxes, and we would have $100 left. In other words, it
would take us 10 years to pay for that improvement on that machine.

In normal times we wouldn't consider that good business, but this
is war, so we said, "All right. Let's go ahead and order fhe machines."

Now, with this proposed tax legislation, I don't know how we are
going to pay for it.

Ofl late years we have become accustomed to changes beivg made
in the tax law during the year, and we have learned to defer plans
affecting the use of funds, such as for plant expansion, and to defer
the publication of reports until the tax rates have been determined
finally. However, it has been customary for a number of years
past to make such changes effective, for corporations on a fiscal-year
basis, to those years beginning after December 31. Undoubtedly many
corporations on a fiscal-year basis have made their plans and dis-
bursed funds on the basis of existing tax rates, and published reports
that are now incorrect. I am not prepared to talk about these general
effects of the proposed retroactive change, but I can talk about our
situation wherein it will result in a cash deficit.

Senator CONNALLY. Are you on a fiscal-year basis?
Mr. HoYr. We are.
Senator CoNNALLY. When did you change?
Mr. HoYT. We changed on October 31, 1941.
Senator CONNALLY. You just changed last fal?
Mr. HoYr. That is right. I will cover that in a moment.
Senator CONNALLY. Why did you change?
Mr. HoYr. Would you like me to answer that now or---,-
Senator CONNAI.LY. No. I will wait. Just so you answer it.
Mr. Horr. Yes, sir.
Assuming that the bill is passed as proposed, that is exactly what

will happen to us. Even though our year ends October 31, the
prices and wages to which we are committed camot be changed and
the money already spent or committed for equipment cannot be re-
covered. The result will be that we will have spent $229,000 which
we do not have.

The precedent followed since 1934 in previous tax legislation has
led corporate management to rely on there being no material change
in the tax law affecting previous years.

Becau-e of this we]l -known principle, a corporation on a fiscal-
year basis has known what its Federal income tax obligations were
before it made its plans, and important commitments were made
in safety.
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We being on a fiscal year basis, had every reason to believe the tax
rates were fixed and our tax liability determinable. If we had been
on a calendar year basis, we would have known that our tax liability
was uncertain and would have conserved all possible funds until we
found out what it was. Instead we are now faced with the startling
possibility that historical precedent is going to be upset and we are
going to be asked to pay out funds which we do not have.

Our company is on the basis of the fiscal year ending October 31.
We have known, therefore, for 8 months what our tax obligations
were, in accordance with established practice, and we have made com-
mitments accordingly, for capital expenditures, and the investment
of cash capital in receivables and inventories necessary to carry on
the increase in the volume of business due to our participation in
the war effort.

Our completed sales for the 8 months ended June 30, 1942, were
$10,708,000, and our net earnings before taxes were $1,284,000. Our
bond issue requires that we put into the sinking fund 20 percent of
profits before taxes plus $40,000, or $29,000. This left available for
taxes and working capital needs $987,200. If this retroactive change
is made, and Federal income and excess profits taxes increased by
$229,000 to $944,000, we would have left for working capital needsonly $43,200.W& have committed ourselves for much more than this amount for

new tools and equipment to further our contribution to the war
program.

During the 8 months ended June 30, 1942, a statement of the appli-
cation and provision of funds reveals that our operation, after com-
puting taxes at the known rates, produced funds of $732,000. We
used $306,000 to retire debentures, and $174,000 to purchase new tools
and equipment necessary to our own war effort, leaving $252,000 to
add to working capital. The imposition of an additional tax of
$229,000 would reduce dis to only $23,000.

Relying on the known tax rates, we assumed that we had this
$252,000 available for operations to spend in plant expansion. We
have committed ourselves for all of this money. Therefore, if the
proposed tax rates are made retroactive, w ill have a cash deficit
of $229,000.

The question might be asked: "Why cannot this unexpected dis-
bursement be met out of accumulated fundsP'

Carrier Corporation is what is known as a growth company.
We are the founders of the air conditioning industry. Its modern

history dates from 1930 when the present corporation was formed
by consolidating the activities of the following companies: Carrier
Engineering Corporation, York Heating & Ventilating Co., and
Brun swick--Kroeschell Co.

Since that year, the corporation has expended over three million
dollars in the development and refinement of the principles of air
conditioning, and their application to many different uses including
various fields of industrial processing, preservation of foos and ma-
terials, and for human comfort. All this experimental work adds up
to a great contribution to the winning of the war.

Practically the entire output of standard products is going into
ships, cantonments, and to the uses of armed forces in the tropics; to
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the processing and preservation of food, to the manufacture of muni-
tions and other war materials where precision work requires the close
control of atmospheric conditions- into blacked-out plants. In addi-
tion to our regular products, the skill of our engineering staff enables
us to contribute as much again to special war work, thereby utilizing
our manufacturing space and machinery to the fullest possible extent
for the war.

This great contribution to the science of air conditioning, to human-
ity, this creation of a new and vital industry has prevented the accu-
mulation of a surplus. We couldn't do this job and put fat on our
bones. That is what puts us in the position where we cannot stand
the shock of such retroactive legislation as this proposed change.

In fact, our corporation is exactly the type that administration
economists hold us as a model. If we were thie kind of a corporation
that has made huge profits and accumulated a large surplus over a
period of years, we would have ample funds to meet such emergencies.
But we are not. We have made less than nothing since the formation
of the present company, and have not accumulated a surplus.

We have paid no dividends; none of the officers or organizers have
made personal fortunes out of the enterprise; payments of salaries to
officers have always been moderate--the maximum at present is $30,000.

We currently employ about 2,400 people. Oar relations with labor
have always been good. We have never had a strike, arbitration, or
mediation. Our policies are to keep as many employees as we pos-
sibly can continuously employed so as to avoid personal hardships in
periods of economic stress. We pay wages at least equal to those in
the community. We share profits with our employees.

The corporation works continuously to establish lower selling
prices, seeking to expand markets thereby increasing employment
and service to the community. It is these policies together with the
large amount of experimental work which leave the corporation with
no cushion of accumulated earnings to absorb the shoek of an un-
expected drain on its capital, and which make the retroactive fiscal
year treatment an impossible burden.

To summarize, Carrier Corporation is a growth company which
has expended large sums to further the science of air conditioning,
and is thereby making a great contribution to the winning of the
war; it follows the pattern of enterprise laid down by the adminis-
tration economists; because of these things it has acZcumulated no
surplus. It is these factors which make profit marmn small and
available cash so little that the proposed retroactive fiscal year change
would result in a cash deficit. The placing of an additional retro-
active tax upon us seriously affects our chance of survival. This
standard corporation is in danger of being taxed out of existence.

Legislation that forces small corporations out of existence tends to
concentrate the business of the country in the hands of a few large
corporations which have accumulated sufficient caah reserves to
weather the period of high taxation.

The fact that we are the type of enterprise just described made it
necessary for us to borrow money in 1938. We four.d that those
same conditions made the terms of the loan more stringent and we
agreed that 20 percent of our earnings before taxes plus a fixed an-
nual sum of $60,000 would be placed in a sirking fund for the
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purpose of retiring the loan. We did not agree to this because we
like the idea-we had to agree to it to get the loan.

As previously stated, our completed sales for the 8 months ended
June 30, 1942, were $10,758,000, and our net earningns before taxes
were $1 ,84,000. From this we have to deduct 20 percent plus
$40,000 or $296,800 for the sinking fund, which leaves $987,200. In
accordance with the precedent established by legislation continuously
since 1934, we knew the tax rate that would be applied against
our income and we, therefore, calculated the tax to be $715,000
which left us $272,200.

We are anxious to make certain capital expenditures to round out
our facilities for the war effort and for tools and changes necessary
to make our facilities useful to the fullest extent. We had the cash
available and we spent it for these necessary and proper purposes,
and now we find that the precedent that we had pro perly depended
upon is likely to be upset and if so, our taxes will be increased to
$944,000. We will have a cash deficit of $229,000, and I do not know
where we will get the money to take care of it.

We might be criticized if the $272,200 had been iu-ed for divi-
dends or had been paid out in increased salaries, but there were no
dividends and the top salary of $30,000 for a company doing
$18,000 000 of business annually is not excessive.

Our business is not one of those that have been helped by the war.
In fact, we had just begun to reach the point in our business where
the years of experimentation were beginning to result in a greatly
increased volume when the war changed the normal pattern of our
business. Our estimates indicate that our earnings this year before
taxes would have been higher without the war than they are now
under war conditions. The combined effect of war business and
higher taxes is to lower the profit possibilities of the corporation.

Carrier Corporation changed to a fiscal-year basis in October 1941.
The management had considered making the change for several years,
since the natural business year ends in the fall. When we were on a
calendar-year basis, the formulation of new business policies and
organization changes were delayed beyond the start of the new selling
season, thereby seriously hampering efficient operation. The work of
taking inventory, closing the books and preparing annual reports came
at the wrong time of year. The rapid growth of our business during
1940 and 1941 made these problems so acute that the management made
the change. This change caused us to pay additional taxes of $49,701,
no part of which will be offset at a later date. This is due to the
seasonal nature of our business, which concentrates most of the earn-
ings in the first 10 months of the calendar year. We could use
on lyten-twelfths of our excess-profits credit and of the lower bracket
provisions of the code.

But in the opinion of our management, the advantages of the change
outweighed the tax disadvantage. Of course, the change was ap-
proved by the United States Treasury Department.

We urge that the law affecting corporations on a fiscal-year basis
remain as it is and that the proposal in the House bill be not enacted.
Please do not ask us to attempt to recapture the water that has already
gone over the dam.
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Now, further on this fiscal year change, Senator, some publicity was
given last year to the fiscal-year basis as a device to reduce taxes. We
think that is an unsound argument. A temporary tax advantage
might be gained in a period of rising taxes, but it is going to be offset
in a period of falling taxes.

As I have pointed out, the change actually cost us $49,701 in addi-
tional taxes for 1941.

Carrier Engineering Corporation used to be on a fiscal-year basis.
In 1930, when the reorganization occurred, a calendar-year basis was
adopted. Ever since I became comptroller in 1937, I pressed for a
change back to the fiscal-year basis, because it was the normal account-
ing period. The change was very thoroughly discussed in 1940, and if
the change was going to be made because there was a tax advantage,
then was the time to make it, but it wasn't made until 1941.

Senator CONNALLY. You guessed wrong.
Mr. HoYr. We didn't guess, Senator.
The CHAIR-MAN. Thank you very much.
Senator CONNALLY. Just one question. You have got a very pros-

perous and growing business, haven't you?
Mr. HoYr. We have a growing business.
Senator CONNALY. Do you have large outstanding orders i How

much outstanding orders do you have?
Mr. HoYT. We have on our books a total of $20,000,000 of orders.

That figure contains a good deal of business that we don't know
whether we can fill. We have a lot of orders with ratings which are
not high enough to bring the material in. Our biggest problem today
is the procurement of material.

The CHAIRMAN. Thank you very much.
Mr. Kolb.

STATEMENT OF CLIFTON KOLB, SECRETARY OF THE GLIDDEN C0.,
CLEVELAND, OHIO

Mr. KoLB. ir. Chairman, my name is Clifton M. Kolb, and I am
secretary of the Glidden Co.

My remarks are in connection with some charts, Mr. Chairman, and
if I could use the charts and incorporate them in the record I would
like to do it. I have them here and the boys can pull them off rapidly.

The CHARMAN. Yes, sir; you may use them if you have some
method by which you can-I see you have. You are speaking on this
fiscal year change ?

Mr. KoLB. Yes, sir; fiscal year change.
The CHA MAN. Principally that?
Mr. KoLB. My whole comments are on the fiscal year change. I

want to talk first about the'Glidden Co., and then I have a few other
illustrations I would like to make.

Chart No. 1: The Glidden Co. has been an agricultural and indus-
trial pioneer. It introduced flax growing into California, developed
the extraction of protein from soybeans and developed metal powders
for use in making bearings. It also supp lies cuprous oxide or ship-
building, and manufactures paint, edible oils, soybean products,
chemicals, and pigments. I estimate that $.32,530,000, or 43.9 percent,
of its 1942 sales, will be paid to farmers this year, and $9,000,000, or
12.2 percent, in wages to its own workers.

78093-42-vol. 1-66
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Chart No. 2: The Glidden Co. has never made exorbitant profits.
Its most profitable year in history was the period ending October 31,
1936. In that year its operating income was only 8.1 percent of its
sales, and its net income after taxes was only t percent of sales.
More recently, its sales have gone up, but both its proft margin and
its final net income have gone down. In the fiscal year ending
October 31, 1941, its operating margin of profit was only 6.2 percent,
and its net income of $3,010,000 was below the $3,085,000 reported in
1936. During the current fiscal year, it is estimated that the profit
margin will drop further to 6.1 percent.

Senator CONNALLY. Is that on your capital stock or your sales?
Mr. KoLm. On our sales.
Senator CONNALLY. Which is the biggest, your capital stock or

your sales?
Mr. KoLB. Our sales. Net income based on existing tax laws will

fall to $2,550,000. This is a profit of only 3.4 cents on each dollar of
sales.

Senator CONNALLY. Why don't you say how much you are making
on your capital stock?

Mr. KoLa. Last year we earned 9.7 percent on our total capital and
surplus. We made $1.40 on our common after taking care of our
preferred.

Senator GuiEE'r. How much preferred did you have and how much
commonI

Mr. Kom. We have $8,000,000 preferred and our common is no-par
with a surplus. Our preferred is $9,997,000. Our common at a de-
clared value of $5 a share is $4,000,000, which makes $14,000,000. Our
capital surplus is $8,000,000, our earned surplus is $8,942,000, and we
have some stock in the treasury which comes out, making our total
capital value $31,396,000, on which we earned 9.7 percent, or $3,010,-
389.92.

Senator CONNALLY. On a capital stock of $5 you made $1.40?
Mr. KoLa According to our president's letter last year-let's see

what he says--$1.55. I was wrong about the $1.40. It was $1.55.
Senator CONNALLY. The common stock made that after you paid

all the-
Mr. KoLs. Here is the statement, Senator.
The annual report of your company for the year ended October 31, 1941, is sub-

mitted herewith. The net profit for the year, after taxes and all charges, was
$3,010, 8 .92, equal to $3.08 per share on the outstanding common stock. This
compares with a net profit for 1940 of $1,727,828.09, equal to $1.5 per share.

So we earned $3.08.
Senator CONNALLY. On the $5-
Mr. Kom. That is the declared value in Ohio.
Senator CoNrALLY. That is the way you figure it, isn't it ? That is

pretty good. That is 60 percent.
Mr. Komt. No, Senator, we did not earn 60 percent on our common

stock. The stock has no par value, but in Ohio you state any amount
you wish as the "stated value" and add the rest of the capital contribu-
tions to capital surplus. Our common stock was sold at different
prices, the highest being $50 per share, on which $5 went into capital
and $45 into capital surplus. An earning of $3.08 for those who con-
tributed $50 to our company is 6 percent.
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Senator CONNALLY. It ought to be worth a whole lot more than $5.
Mr. KoLu The capital surplus on our books is $8,000,000, and the

declared value was $4,000,000, which makes the common $12,000,000.
And there are 835,000 shares outstanding.

Senator CONNALLY. All right.
Mr. KoLD. The Glidden Co. has used a fiscal year ending on Octo-

ber 31, since the year 1922. This closing date was adopted because
it represented the low point in both operations and inventory in the
paint business. Inventory could be taken on that date with the least
disruption in manufacturing schedules, and the accounting department
had less normal work to interfere with the arduous task of closing the
books for the year.

Since 192"2 the company has greatly expanded its business in other
fields through its food division, pigment division, metals refining di-
vision, and soya products division. Because of this change in the char-
acter of its business, it has frequently considered the advisability of
changing to some other fiscal period. However, after detailed studies
of this situation, it was always decided that October 31 continued
to represent the most satisfactory closing date.

Chart No. 3: Out of the $2,550,000 which the company estimated it
would earn under the present tax law, it has spent, or obligated itself
to spend, $1,500,000 for necessary plant expansion. Out of the remain-
ing $1,050,000 it has paid a total of $998,674 in dividends, leaving a
balance of $51,326.

However, if we are required to pay an additional $550,000 in taxes
we will be short $498,674. In other words, the company will be placed
in the position of having paid out to its stockholders dividends sub-
stantially in excess of its earnings available for this purpose.

Senator TArt. How long have you paid dividends on about that
basis?

Mr. KoLB. What was that, SenatorI
Senator TAFT. How long have you paid dividends on about that

basisI .
Mr. KouL. We have been paying on a similar basis for about P years,

1936 being out best year. Prior to that it was considerably less. In
1933 we had a low dividend and in 1934 not very much.

Chart No. 4: In making plans for the 1942 fiscal year, the company
relied, as in every year since 1934, on the provision in the 1941 Revenue,
Act which made its rates applicable to all fiscal years beginning after
January 1, 1941. On this basis, it entered into negotiation for bank
loans to provide sufficient working capital to handle its anticipated
sales volume.

Those bank loans, now amounting to $3,000,000, were obtained on
the basis that they would be, at least in part, of a seasonal nature, and
that some reduction would be effected before the close of the current
fiscal year. These bank loans are in addition to $7,000,000 of funded
debt which the company is obligated to pay off at the rate of $1,000,000
a year on each July 1 of the years 1943 through 1946, and $3,000,000
on July 1, 1947. This total debt of $10,000,000 represents an increase
of $2,000,000 as compared with October 31. 194L

At the present time the company's cash balance is only $2,000,000,
which represents., the minimum amount needed to carry on the present
volume of business.
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Due to the seasonal element in the business, it is expected the
inventories and receivables will be reduced sufficiently to bring this
balance up to $2,503,000 by October 31, which would permit paying
off in cash $500,000 of the company's obligations to the banks.

However, the proposed change in the tax law, which would require
the company to compute ten-twelfths of its taxes at the 1942 rates,
would make it obligated to pay about $550,000 in additional taxes.
Payment of this additional amount in taxes would make it impossible
for the company to carry out its commitment to reduce its bank
loans, and still carry on its business in a normal way.

As already stated, the company has suffered a decline both in
its profit margin and its net profit, and it can in no way be regarded
as benefiting from the war. The company has been steadily replacing
its peacetime business with war contracts and subcontracts, but the
latter have been obtained on a competitive bid basis, resulting in lower
prices than those obtained on the displaced civilian business.

In bidding these low prices, the company has relied upon the assur-
ance given by the 1941 Revenue Act, that the small operating profits
resulting therefrom would be taxed at the 1941 rates.

Much of the strain being placed on the company's financial condi-
tion by the necessity for expending $1,500,000 for capital expendi-
tures can be attributed directly to the war. In addition to normal
capital expenditures amounting to $405,000, it has been urged by the
Department of Agriculture to build a $500,000 addition to its soy-
bean protein plant to produce protein which can be substituted for
casein. Another $400,000 has been rendered necessary for two hydro-
genation plants because hydrogen is no longer available.

Other items which bring the total to $1,095,000 are: $85,000 to
convert power plants from oil to coal because it is hard to get oil;
$50,000 to acquire a new supply of Ilmenite, which was formerly ob-
tained from India, we no longer have boats; $40,000 for a warehouse
to store flaxseed, you can't get bags any more; and $20000 to build
storage tanks, thereby releasing oil tank cars for other needed purposes.

To summarize, the company is contributing greatly to, but not
benefiting by the war effort. In fact, it is being harmed by the war,
which has reduced profits, and necessitated substantial additional
capital expenditures. The company's shortage of working capital
has necessitated heavy bank borrowings, which have been obtained
on the basis of earnings estimated under the 1941 act, which indicated
the company's ability to reduce them during the current fiscal year.
However, if the proposed retroactive change in the tax laws is made,
the company will not be able to fulfill its commitments to the banks,
and it will be placed in the position of having distributed to stock-
holders dividends substantially in exces of earnings available for this
purpose.

Chart No. 5 shows how this affects the Andrew Jergens Co. Their
experience is similar to ours, although their difficulty results from a
different cause. They spent their money over a period of a couple of
years to build additions to their plant, and they arranged for the
payment of them by bank loans -If they are taxed under the 1942
-ates, they will not be able to pay back to the banks on their their loan
the amounts committed.
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Back in 1938, when 10,000,000 people were unemployed and every
agency was urging business to help solve the problem, this company
decided to expand its business and build a new plant. The blueprints

were drawn in 1938, the land purchased April 5, 1939, the plant occu-
pied January 2, 1941, and fully completed July 1, 1941. For this pur-
pose, the company borrowed $1,175,000, the last portion of the loan
being made in December 1941. It expenses, including tax payments,
were carefully budgeted and incluu,±d making a repayment of $500,000
on the loan in 1942.

Chart No. 6: This company (the Andrew Jergens Co.) is and has
been on a fiscal-year basis for sore years. Its fiscal year ending
November 30.

The proposed change in tax base will make them $400,000 short
of estimated repayments.

Continued renewals of the bank loan will be uncertain. The bank
may force repayment out of working capital. This company, there-
fore, would be forced to curtail its business and meet a rising tide
of cost with a small volume.

Its immediate difficulties are all due to the fact that in December
1941, when it made the bank loans and arranged the repayment basis,
it was justified in believing that its fiscal year basis would not be
changed retroactively.

Chart No. 7: Since 1934, the Treasury Department has eliminated
confusion by advocating that the revenue act of any year -be applied
only to a fiscal year beginning in I he year of the act. Will we now
return to the former confusionI

Chart No. 8: Why do companies use the fiscal year?
It has been hinted that it is done for the purpose of saving taxes.

The fact is, that every company of which I have knowledge, which uses
the fiscal year, started doing so long before there could have been any
possible favorable tax effect.

The reason for the Andrew Jergens Co. choosing November 30 is
that it sells to the retail trade who are too busy in December to see
the company's salesmen or to send in orders. Their cycle of buying
raw materials, manufacturing, and selling ends in November.

Chart No. 9: The Spencer Kellogg Co.'s report, in part 5 of the
hearings of this committee, is an excellent example, as shown in the
following chart.

You will see on this chart that their fiscal year ends the last week in
August and at that time they have a large cash balance and no inven-
tory. Now, if they close their year in January or at the end of
December, you can see on the chart that they would have an enor-
mous inventory and they wouldn't know the value of it and they
wouldn't be able to determine their profits. A financial statement at
that time would be meaningless. That illustrates that point.

The company begins its fiscal year during the last week of August
with practically no inventory but with cash on hand for the purchase
of inventory.

From August until December it uses about $38,000,000 buying crops
from American farmers, with the result that in December the cash is
low and the inventory high. Inventory purchases cease then and
manufacturing and selling begin, with the result that at the end of
July cash is again high and inventory low.
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Suppose that the company used the calendar year ? On December
81 it would have from thirty million to fifty million dollars of inven-
tory, and it could not possibly determine its profits. A financial
statement made at that time would be utterly valueless.

Farmers, as you know, are all engaged in a seasonal business, with
the result that most firms dealing wit agriculture need a fiscal-year
basis. Practically all in the beet-sugar industry are on this basis.

The Niagara Sprayer & Chemical Co. sells spraying machines and
insecticides to farmers. They are on the fiscal year en ing November
30, because they cannot collect from their farming customers until fall.
They begin manufacturing their products on December 1 and complete
shipments by August 15. Then they begin collecting and complete
this on November 30.

It would be very difficult for any firm dealing with agriculture to
operate on the calendar-year basis.

Chart No. 10: Spencer Kellogg's testimony shows that applying the
calendar year to a company whose business cycle ends at another
period makes an annual statement worse than "counting your chickens
be fore they hatch." It is pure crystal gazing.

Chart No. 11: On March 19, 1940, Mr. William N. Werntz, chief
accountant of the Securities and Exchange Commission, recommended
the fiscal years, stating:

* * * the advantages to be obtained from the adoption of a fiscal-year-end
date which coincides with the lowest point In the annual cycle of operations
are clear, and to my mind have never been shown to be outweighed by related
disadvantages.

Mr. Werntz continues listing the advantages which I shall not
take time to read.

Chart No. 12: Having recommended in 1940 that corporations use
the fiscal year basis, the S. E. C. again reaffirmed this stand 3
months ago.

Mr. Werntz stated:
* * * the advantages are obvious * * I have discussed with the

Commission the possibility of rules requiring a changeover to the natural
business year.

With the S. E. C. making such recommendations to business, anyone
who takes the position that corporations should not change to the
fiscal year basis, which serves their business best, is pretending to
know more about the subject than the S. E. C.

Chart No. 13: I am recommending a change in the House bill, not
because it injures our company alone, but because hundreds of com-
panies in various industries-some of them vital to the war-will
suffer in many ways, for example:

Chart No. 14: The next chart illustrates a hypothetical case, simi-
lar to the one previously mentioned in this committee by Senator
Taft, on page 79 of the hearings. I have been told, however, that
there are actual cases which fit this situation.

This company's fiscal year ends in May. Its capital is $1,000,000
and surplus $5,000. In May 1942, after t h payment of all taxes
under the law then in existence, it had $80,000 left over, and as it
could show no serious need for accumulating this income, it was re-
quired, under section 102, to pay it out in dividends.
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If the fiscal year change is included in your bill, and the tax law
is passed in September 1942, it will then be forced to pay $15,000 in
additional taxes of which $5,000 will come from surplus and $10,000
will come out of capital.

The New York State law, like the laws of many other States, says:
"No corporation shall pay any dividend which shall impair its capi-
tal." This company will be in the position of having violated that
law due entirely to the retroactive action of your committee.

Chart No. 15: The next chart illustrates how another company will
be kept from meeting commitments made in good faith.

On November 24, 1941, the corporation borrowed $2,500,000 with
promises to pay back $420,000 a year. The money was borrowed for
increased working capital purposes, caused largely by having to pay
higher prices to farmers for raw material and higher wages.

Prior to August 1912, the company paid out approximately $900,-
000 in essential capital expenditures and $900,000 in dividends.

If the tax law is changed during August 1942, regarding fiscal
years, it will cost this company $600,000.

The company will have great difficulty in paying both $420,000 to
the bank and the $600,000 unexpected retroactive tax.

Chart No. 16: The administration says that the only way we can
avoid future depressions is to maintain full employment.

Various administration leaders also claim that to maintain full em-
ployment, we must do two things, namely:

1. Maintain high wages, thereby putting more purchasing power
into the hands of the masses, who will buy more products, causing
more production, and, in turn, causing more employment.

2. We must maintain low prices so that more people can buy the
products, with the result that more products will be produced and
more people employed.

If the above is correct, we must accept the fact that companies
which follow this administration pattern will have smaller profits.
Part of the plan is to provide smaller profits to wealthy cor portions
and their wealthy owners who do not use large profits to buy more
hats, shirts, or radios. Instead of gi to the wealthy they want
these profits to go to the masses, who will buy more of such materials.

But small profits and reduced surpluses make it impossible for such
corporations to meet unexpected demands, such as this change in the
fiscal-year tax provisions.

Chart No. 17: What would be the effect of a fiscal-year change on an
actual company that fits the administration's pattern I

Chart No. 18: On the right-hand side of these charts (your left)
we show what happens to an actual company that has for years had
high wages, low prices, .and low profits. This company has never
paid out $1 in dividends. It fits the pattern of the administration's
formula for a model company.

During 1941, it earned before taxes $1,746,000.
From this, it first deducted taxes of $899,000; then its sinking fund

requirement of $349,200; next, essential capital expenditures of
$355,000. This left $142,800 of surplus available for other corporate
purposes.

On the other side of this chart, we show what would happen to the
same company under the fiscl-year change. From the earnings of
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$1,746,000, it must first deduct taxes of $1,175,000; then the sinking
fund requirements of $349,200; also, essential capital expenditures o
$355,000, which it has already made. This leaves a deficit of $133,200.

Chart No. 19: This company, like all other companies with low
prices, high wages, and low earnings, will have great difficulty in
meeting this deficit. Can it be paid with a bank loan? Such com.
anies must sail close to the wind and cannot get additional loans

from the bank. A loan from the Government? What good would
it do Uncle Sam to loan $133,200 with one hand and take it back with
another?

Chart No. 20: Here is another actual case. Company C will have
paid out $610,000 too much in dividends under the proposed law.

ts earnings are $4,000,000. It has already made unusual capital
expenditures of $900,000. It has already paid in dividends $967,-
504.70. It could afford both of these items because the estimated
taxes under the 1941 law are $2,150,000.

But if the law is changed the tax will be $2,760,000, creating a deficit
of $610,000.

Chart No. 21: If this change is made in the law some companies
will be sunk without warning.

Chart No. 22: The next five charts will illustrate five different kinds
of confusion that will be caused by the proposed change in the law.

1. Accounting.
2. Making required official reports.
3. Treatment of capital gains.
4. Treatment of goins in one calendar year and losses in another.
5. Interpreting the bill.
Chart No. 23: The first confusion is permanent accounting diffi.

culties.
1. The United States Government allows 21/2 months from close of

fiscal year to file tax return (June 1).
2. The New York Stock Exchange allows 3 months from close of

fiscal year to make report (June 15).
3. The S. E. C. allows 4 months (July 15).
4. The tax bill will probably be passed 6 months after close of fiscal

year.
Now, if you have a fiscal ye.tr closing in February you would have

your reports all filed with a I these people, and you would have to go
back and change them all because you would have to pay more taxes
because of this change in the tax bill.

Chart No. 24: The second confusion will he in connection with mak-
ing the required official reports. Various agencies, such as S. E. C.,
New York Stock Exchange, stockholders, banks, Dun & Bradstreet,
Statistical Manuals, and so forth, all must be informed of the changes
in the reports made to them.

Chart No. 25: The third confusion is in the treatment of capital
gains. I understand, as far as the Glidden Co. is concerned, being on
a fiscal-year basis, that if we have capital gains, we have to pay 31
percent normal-income tax on those gains for November and Decem-
ber, and we have to pay 45 percent on our capital gains from January
to the end of October, due to the fact that the present law has a rather
confused provision in it that calendar-year companies don't get the
benefit of this 25 percent on capital gains until the beginning of the
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next fiscal year, which would be up November 1 as far as the Glidden
Co. is concerned.

That is something that I have an explanation of here by the lawyers,
and I will be glad to leave it here with the committee.

This chart illustrates that. That is the way it will affect the Glid-
den Co. if we have capital gains.

Suppose that the long-term capital gains realized during 1942
amount to blank dollars.

The maximum tax of a calendar-year corporation is, as stated in
the bill you are now considering under section 136, 25 percent. But
the same bill would require this fiscal-year corporation to pay tax in
excess of 43 percent. I hardly believe'that such was the intention of
the members of the Ways and Means Committee or that it is your
intention.

Chart No. 26: The fourth confusion-seasonal earnings.
As a matter of fact, in many cases the proposed retroactive tax will

penalize fiscal-year corporations because of their seasonal business.
In the illustration at the top of the chart, we have a calendar-year
company whose seasonal earnings are all made during the last two
quarters--$100,000 during the third quarter and $200,000 during the
fourth quarter. All of the 1941 earnings were, therefore, taxed at
1911 rates.

If the same company follows the advice of the S. E. C. and changes
to a fiscal-year basis, as most seasonal companies should, we find in
the lower illustration that the company earns $300,010 during the
last half of 1941 and nothing during the first half of 1942. Your pro-
posed law would tax one-half of the 1941 earnings at 1942 rates and
would penalize the company for following the recommendations of the
S. E. C.

Chart No. 27: The fifth confusion is in interpreting the bill itseif.
We believe that there is an indication in the testimony given by Mr.
O'Brien to your committee that it will be practically impossible to
draft this section of the bill on a basis that will be fair, complete, and
understandable.

In 1934 Mr. Beeman and other expert draftsmen evidently decided
that the present system was the clearest and simplest plan. The re-
port of your committee to the Senate, dated March 28, 1934, stated:

This complicated rule has been eliminated In the present bill for the purpose
of simplicity and ease of administration.

The House is trying to get you to eliminate what you called "sim-
plicity and ease of administration" and replace it with what you
called "this complicated rule."

I have had great difficulty in understanding this section of the bill.
Most taxpayers will have the same difficulty.
Chart No. 28: Even your own advisers disagree as to what this bill

says. The quotation on this chart was obtained from page 81 of
your unrevised hearings.

Yotm Anvism No. 1. We have provided in this amendment that those corpora-
tions who are required to pay any additional tax due to the 1942 rates can file
a supplemental return on March 15 of next year and pay that tax. In other
words, they won't have to file the return before that time.
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Aouvesk No. 2. Thero Ns no sucb thing in he bill on that i int.
ADv,ta No. 1. We talked about it.
ADvIsFm No. 2 Sornething needs to be done about It. 'I want to uay that the

bil Uoc not provide for any such thing.

Chart No. 29: The illustration on the nett chart is not original with
mne. I believe. that jtorigj.atdfr,.sn nn'a in the Treasury, prob-
ably someone in Mr. Ray Blough's department.

The fiscal year change will produce very little, if any, net, revenue.
As rates go up year after year, fiscal year companies pay les,; than

those on a calendar year. Then when rates go down, they pay more.
Surely the final result is not worth all the grief it causes.
Chart No. 30: Is a fiscal year change required to prevent corporations

frun; using this procedure to save taxes?
If so, this can be prevented without penalnIzng t he proper and neces-

sary use.
How?
Corporations cannot chnge to a fiscal year without securing the

consent of the Commissioner. Aren't you willing to asumie that the
Commissioner will It give this consent if the change is to be made
merely for the no pose (if paying lower taxes? I believe that you
would be safe ir dc,.g so.

If new companies are also required to secure the, Commissioner's
consent, then no corporation could select this basis without approval of
the Treasury.

Chart No. 31: There are two ways to prevent misuse of the fi.scal-
year provision. These, two ways apply to misuse of anything in life.
They ar,"

First.. The hard way-that is, to seek out the guilty ones and punish
them only.

Second. ThA o sy way-make no effort to find the guilty ones but
punisn all who use the fiscal year-good and bad alike.

In the Bible stores the leelp ere always separated from the goats
and the wheat was saved while the tares were burned up.

Chart No. 32: The following story has been told regarding the
Czechoslovakian village of Lidice. I do not know whether or not it
was true. The story goes that when someone in Lidice killed a member
of the Gestapo, an agent of the Gestapo reported to the commander
that it would be difficult to find the guilty party. He nonchalantly
replied , "Ach, just kill them all." They took the easy way and shot
every man in the village.

VW'e believe that this committee can find a way to prevent the im-
proper use of the fiscal-year basis without punishing the innocent along
with the guilty. In doing so, I respectfully submit that you cannot
accept tie present proposal of the ttouse.
Thank you, gentleien.
The CHAIRMAN. "' - you, sir.
(The charts subi, Mr. Kolb are as follows:)
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('ji i' r No, 1

THE GLIDDEN COMPANY-
AGRICULTURAL AND INDUSTRIAL PIONEER

THE GLIDDEN COMPANY HAS BEEN
ON A FISCAL YEAR SINCE 1922
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CHART No). 2

WARTIME DECREASE IN NET INCOME
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62%
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27%

At present, approximately 50% of The Glidden Comc:nn business is composed
of war contracts or svb-controcts Won on a competie bid brn's, rikis business
hos proved substanroly lens proffoble than qhie company's peacetime operotons
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CHlA2T No. 3

HOW THE PROPOSED TAX LAW AFFECTS
THE GLADDEN COMPANY

11.

I-'

I11 1 i ttI

t , wl

".674

AOm* F~

10)43

-[5VDm



1044

UNABLE TO MEET COMMITMENTS

REVENUE ACT OF 1942

CIART No. 4
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C~HAhi No. 7

THE STORY OF COMPANY L (PART I)
.FSCAL YEAR ENDS NOV. 30i
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THE STORY OF COMPANY L (PART 11)
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SINCE 1934, the Treasury Department
has eliminated confusion by advocating
that the Revenue Act of any year be
applied only to a fiscal year beginning
in the year of the Act.. .Will we now
return to the former confusion?
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WHY DO COMPANIES USE THE
FISCAL YEAR?

'.q
HEAD bUrLk

Company L's natural
business year closes I I
Nov. 30. Retailers are
too busy in December to see Company L's men
or send in orders. Their cycle of buying raw ma-
terials, manufacturing and selling ends in Nov.
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CHAurT No. 10)

Spencer Kellogg's testimony shows that applying

the cendar year to a company whose business

cycle ends at another period makes an annual

statement worse than 'Counting your chickens

before they hatch.! It is pure crystal gazing.

1650(



RIEVINUJF ACTL WI Iq 1051

CHAuT No. ii

~~AA~~re YEARL ~% ~ t

~~~~~~o CH IS~L~.~ 19&.PL~ VI"~lt,74'.

*W$
*O'-.."O"W

Mau~~~two
Oak~

IT7



JI11V.N1JI ACT OV 1942

'H,%rj No. 12

SEC. OFFICIAL REAFFIRMED
3 MONTHS AGO

ISA rANAt

"DISADVANTAGES... HAVE
PROVED TO OUTWEIGH

NEVER BEEN
THE BENEFITS"
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CJHAr~T No. 13

I AM RECOMMENDING A CHANGE
IN THE HOUSE BILL...

NOT because it injures our
company alone... I

BUT because hundreds . .
of companies- ...

in various
... some of

to the War
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(CHAst No. 15

COMPANY C WILL BE KEPT FROM MEET-
IN G COMMITMENT MADE IN

GOOD FAITH
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THE ADMINISTRATION SAYS:

To avoid depressions
we must maintain full
employment.

'It .r 'I

ii A
TO HAVE FULL EMPLOYMENT WE MUST:

I-MAINTAIN HIGH WAGES...
to put purchasing power into
hands of many.

2 MAINTAIN LOW PRICES...
so more people can buy

3 -ACCEPT THE FACT THAT 1 and

2 PRODUCE SMALLER PROFITS
to wealthy corporations or
owners who do not use large
profits to buy more hats, shirts
or radios.

DIV

Dlv E

BUT- I
small profits and reduct3 sirpluses
make it impossiLle for such
corporations to meet unexpected
demands such as this tax.
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WHAT WOULD BE

THE EFFECT OF A FISCAL

YEAR CHANGE ON

AN ACTUAL COMPANY

THAT FITS THE

ADMINISTRATION'S

PATTERN?
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PLANNED DISBURSEMENTS FOR A MODEL COMPANY
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WITH SUCH A DEFICIT... HOW WILL THL':

UNEXPECTED TAX BE PAID?

WiTH A BANK LOAN?

- i Such a company must sji'I
__close to the wind, and

cannot qet additional
loans from thr, bank

FROM THE GOVERNMENT

~ What good would it do
Uncle Sam to loan
$133,200 with one hund

1-nd take it back with the
other?
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ANOTHER ACTUAL CASE:
COMPANY C WILL HAVE PAID OUT
"610,000 TOO MUCH IN DIVIDENDS

tEARNINGS 14,500,(0
9 0S&070EMTNTS
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THE PROPOSED CHANGE WOULD CAUSE
VARIOUS KINDS OF CONFUSION IN:

I- Accounting j ~

2. Making Reauired
Official Reports

3" Treatment of

Capital Gains

4. Treatment of Gains in

one calendar year .
and Losses in another I

5- INTERPRETING
THE BILL

,I0 !p; 1 ., l I
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CH~ARNo. 26t

IHE-PR9OPOSED; RETROACTIVE TAX PENAU4ES
~MA4Y SI$C AWOROAON~AT Lt'KtsAaICLSi

i o vHi

Ii

f



vEIwNuIrI A'P otf, 11142

VaLA&RT No. 27

(N1934...
Mr. Beeman anl oie expert
draftsmen evidently decided
that the present system was
the clearest and simplest plan.

I have had great difficulty in
understanding this section of
the bill...

MOST tax payers will have the
same difficulty

AND...
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CHAir No. 29,

IS A FISCAL YEAR CHANGE
REQUIRED TO PRODUCE REVENUE?

As rates go up fiscal year companies
pay less than those on calendar year.
When rates go down they pay more.

Surely the final result is not worth all
the ge it causes.
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CnH~ir No. 30o

Is a fiscal year change required to prevent
corporations from using this procedure to
save taxes?

If so, this can be prevented without penal-
izing the proper and necessary use.

HOW?I ^ I

Corporations cannot change to a fiscal year
without securing conet of the Comrrissioner.

If new corporations are also required to
secure the Commissioner's consent, then no
corporations could select this basis without
approval of the Treasury.
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('JtAar No. 31

THERE ARE TWO WAYS TO PREVENT
MISUSE: 1' The hard way-to endeavor to

punish the guilty ones only.

2" The easy way-to punish all who use
the fiscal year-good and bad alike.

WHEAT

10{72
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CIIART No, 32

When someone in Lidice killed a member

of the Gestaoo, a Gestapo agent reported

to the commander that it would be difficult

to find the guilty party. He nonchalantly

replied:

*Ach, just kill them all."

They took the easy way out and shot

every man in the village.

I believe that this Committee can find a

way to prevent the improper use of the

Fiscal Year basis without punishing the

innocent along with the guilty.

107:3
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''he CHAIRMAN. Mr. Greeley.
(No response.)
The CHAIRMAN. Mr. Batchelder.

STATEMENT OF K. C. BATCHELDER, SEATTLE, WASH., TRAFFIC
MANAGER, WEST COAST LUMBERMEN'S ASSOCIATION

'111e CHARMAN. I understand that it has been agreed by your group
that, you would proceed, you would come first?

Mr. BATCMEDER. Yes, sir. We got together, as you suggested,
and have condensed our presentation.

The CHAIRMAN. We certainly appreciate that.
Mr. BATCHELDER. My name is K. C. Batchelder. I am traffic man-

ager of the West Coast Lumbermen's Association, at Seattle, Wash.
I appear for the association to oppose the tax on transportation of
[property as it would be applied to lumber by section 621 of the Hoiise

The West Coast Lumbermen's Association is an organization of 219
loggers and lumber manufacturers. It represents 80 percent of the
[uinDr production in western Oregon and Washington, which pro-
duces one-third of the softwood lumber in the United States. More
than 70,000 employees are dependent upon our lumber industry for
their livelihood. What corn is to Iowa, cotton to the South, timber is
to tlh Pacific Northwest; 65 percent of the industrial pay rolls of the
region springs from this industry.

West coast lumbermen oppose the transportation tax because it
(Iliscrimilnates ainst the long-haul shipper in favor of the short-
haul shipper. It places a heavier burden upon the distant supplier
of any market than upon the supplier close at hand; and thus dis-
rupts' their present competition to the disadvantage of the former.

We hold that this tax in the form proposed would discriminate
against and penalize all the basic resources of the West which move
to central and eastern markets. Oregon lumber marketed in New
York City would pay double the tax per thousand feet on lumber
produced in Alabama and treble the tax on lumber produced in
Maine.

We arc ready to carry our part of war taxes. But we ask that, if
Congress deems a tax on transportation necessary, its discriminatory
feature be avoided.

In the case of lumber for example, a flat tax of 2 cents per hundred
pounds would treat all shippers alike and give the Government a
higher return than the 5 percent provided in the House bill. The
House applied this principle to the taxation of coal shipments. We
believe it is just as essential in the case of lumber shipment.

The west coast lumber industry has been handicapped from the
outset by its great distance from most of the larger industrial and
building markets of the United States. The average length of haul
for west-coast lumber in 1941 was 1,829 miles. This compares with
201.9 miles, the average haul on all freight for the Nation in 1939.

I have a set of exhiits here, On page I of these exhibits we show
that, 50 percent of the west-coast lumber moved to eastern territory
during the first 5 months of 1942. Is there any reason why a car of
lumber from the west coast should pay a higher tax than a car of
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lumber from any other region? It is the view of the industry that
any tax that is not equal in its effect upon all citizens is discrimiiabry
aid should not be approved.

From latest available figures of the Interstate Commerce Cowmis-
sion, the percent of transportation cost to value at origin is for 'all
commodities 9.22.

This is shown on page 2 of our exhibit.
For the products of forests, it is 15.98 percent. For all grades

of west coast lumber it is 67.2 percent, seven times greater than the
national average for all commodities four times greater than the
national average for forest products. he tabulation, page 3, reflects
the particular burden on construction grades of our lumber which
constitute more than 78 percent of production.

On No. 1 grade, transportation cost is 74 percent of mill value, and
ranges to 119 percent for No. 3, a higher charge for transportation °

than the value of the products at the mill. This lumber will not
stand a tax any greater than that imposed on competing lumber.

Just stop for a moment, gentlemen, and consider that the trans-
portation tax proposed in Section 621 of this bill would be levied
against 40 percent of the delivered value of all west coast lumber
shipped east of the Mississippi River; and against 48 percent of he
low grades of west coast lumber, No. 2 and- No. 3. The lower the
grades of lumber, the heavier the tax in relation to delivered value.This tax would make it still harder to utilize the low-grade logs
in northwestern forests. It would work against forest conservation.
We maintain that it is not only discriminatory as between shippers,
but contrary to the public interest.

The chart, page 4, shows the progressive additional freight paid
by west coast lumber compared to its principal competitor to a
typical eastern destination-Detroit, Mich., on group D lumber.

On June 24, 1918, the heavy black line shows added freight for
lumber from the West to be 34.8 cents per hundredweight. Today
the difference has increased to 52 cents per hundredweight. An ordi-
nary 2 by 4 weighs in the neighborhood of 2,500 pounds per thousand
feet. On this weight, our competitor pays $10.75 in freight charges;
the West $23.75--$13 per thousand feet more from the West.
The last column on the graph shows what the addition of a 5 percent

tax would do to western lumber as compared with the South.
It would add 22 cents per .uzdredweight to the southern lumber

rate; 4.8 cents to the western. This means the western tax would
be 2.6 cents per hundredweight greater than from the South, or nearly
50 cents per thousand feet of lumber.

The alternate rate applying to this territory is charted on page 5.
Supporting rate history for the chart, as well as history and spreads
to additional destinations, is tabulated on pages 6 to 10.

The Interstate Commerce Commission reported in 1941, for freight
commodity classifications 430 and 431, 33,000,000 tons. This is shown
on page 11 of the exhibit. Total revenue was $23,682,743.

Applying the 6-percent increase authorized by the Commission, this
would increase the revenue to $245,583,708 for' orest products. 'This
is an average frteigt rate of 37.2 cents per hundredweight. A' 5-pe r-
cent tax on this rate would produce a flat increase in 1.86 'cents per
hundredweight, or $12279,185.40. Lumber is a comparatively low-
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grade commodity. A tax of 5 percent with a maximum of 2 cents
per hundredweight is considered the most equitable tax.

As an alternate, a straight or flat tax of 2 cents per hundredweight
will be acceptable. The-latter tax would produce $13,219,122.40, or
nearly $1,000,000 more than the percentage tax.

One phase of the bill I want to call particularly to your attention is
that relating to business outside the United States, which reads:

In the case of property transported from a point without the United States
to a point within the United States, the tax shall apply to the amount paid within
the United States for that part of the transportation which takes plave within the
United States.

Canadian sawmills located on the Pacific coast, in the Province of
British Columbia, compete in all markets with lumber fronm Oregon

.and Washington..
If the above provision is adopted, it would be possible to route a car

of lumber from Vancouver, British Columbia, to Boston, Mass., via the
Canadian Pacific Railway, to Wells River, Vt., thence Boston & Maine
Railroad. The distance transported in Canada is 2,975 miles, in the
United States 245 miles, or 7.6 percent of the distance in the United
States.

The American shipper in Portland Oreg., would Iay a tax on a
60,000-pound shipment at 87 cents per hmundredweight--$25.10 per car.

The Canadian shipper would pay only 7 percent of that amount, or
$1.81. Fourteen times more tax for the United States shipper.

The mill in Oregon and Washington is already greatly handicapped
in competing with the Canadian mill because of the substantial addi-
tional cost of labor paid, a relatively higher cost of stumpage, plus
an advantage of 10 percent due to Canadian exchange.

All shipments of lumber should be subjected to an equal tax, whether
from within or without the borders of the United States.

I am president of the Pacific Northwest Advisory Board, an organ-
ization of 1,500 carload shippers of freight in Washington, Oregon,
and Idaho. This group is opposed to a percentage increase in a tax
on transportation charges. The Douglas Fir Plywood Association,
Tacoma, Wash., and the California Redwood Association, San Fran-
cisco, Calif., have authorized me to say they join in this statement.

The Portland Traffic Association, Portland, Oreg., are opposed
to the 5-percent tax.

Western Pine Association are also opposed. Mr. P. M. Crapo is
here, but for lack of time, has filed a statement which lie has asked
me to call to your attention.

In conclusion I want to say that to avoid the imposition of a
discriminatory tax, the interests which I am here representing arv
opposed to a percentage tax on freight charges; and propose that, if
a tax on transportation is to be impowd, a maximum of 2 cents per
hundredweight be applied on all lumber and articles taking lumber
rates.

As an alternate, we suggest a flat tax of 2 cents per hundredweight
on lumber and articles taing lumber rates.

The time you have allotted for this presentation is greatly appre-
ciated; we trust you will give favorable consideration to the pro-
posals made.

The CHAMMAN. Thank you very much.

RE\'ENitF' ACT OF 19-12
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Mr. Crapo, for the Western Pine Association, has addressed a let-
ter to the committee which he wished to have incorporated in the
record at this point.

(The letter from Mr. Crapo is as follows:)
WssvzsN PzNF Ass001AIioN,
Portland, Oreg., Autgust 6, 19j.

'The CHAMMIaAN,
Senate Pinance Comnittee, Washington, D. C.

Sip: The Western Pine Association, of Portland, Oreg., is au association of
lumber manufacturers in the States of Arizona, California, (olorado, Idaho,
Montana, New Mexico, Oregon, South Dakota, Washington, and Wyoming. The
Western Pine Association is a trade association similar to others representing
lumbermen in different producing regions and has for its purpose the general
welfare of its members, Including such activities as the standardization of
grades, research and promotion of the species produced, comnIlation of sta-
tistics, traffic service, etc. In the year 1941 Its members cut and shipped
approximately 6,000,C00,000 feet of lumber, or approximately 20 percent of
the total national production of lumber.

We oppose a tax upon our transportation charges, for the following three
reasons:

1. Transportation charges are a large part of the delivered price of lumber,
especially lumber moving to long-haul competitive markets. In support of this
statement we point to the fact that on lumber shipped from our members' mills
to points east of the Rocky Mountains the transportation cost per thousand board
feet ranges on an average of from 30 percent to 40 percent of the delivered
price. It costs a lot of money to ship lumber from the west coast to the
eastern markets. To points east of the Illinois-Indiana State line, we ship
on an 87 cents per 100 pounds rate. The minimum weight for a 40-foot car
is 50,000 pounds and for a "0-foot car 60,000 pounds. That means a freight
charge of at least $485 for 40-foot cars and $522 for the 50-foot carloAds.
A 5-percent tax on the 40-foot loads will be at least $21.75 per car and on
[he 50-foot loads at least $26.10 per car. These taxes are all out of proportion
to the tax that will be assessed on traffic moving short distances. This kind
of tax is vicious, in that it discriminates against the shipper who is located
somp distance from his market. Sales taxes should he uniform In application
and should not vary with the distance an article is transported.

2. Our second reason for opposing this tax Is that freight rates on forest
products have been already Increased 6 percent this year (I. C. C. Ex arle
IfS, March 18, 1942) upon authorization of the Interstate Commerce Commis-
sion. To impose a transportation tax of 5 percent will resrilt In a total
Increase this year of 11.3 percent in our rates. The continual increasing of
ft eight rates on a percentage basis Is making it more and more dimcult for
iLs to sell our lumber in competition with lumber and lumber sutstltute% pro-
dftced nearer the market. Before World War No. I we used to ship our lumber
from the west coast to Chicago on a 55-cent rate as compared with a 26Y.-cent rate
from Mississippi, The spread In rates between the two regions at that-time was
281/t cents per idO pounds. Our rate today is 80 cents, while the rate front
Mismssippi Is 42 cents, the spread now being 38 cents. Under the proposed
5J-percent tax the spread will become 40 cents. What with the much higher
wage sales paid in the Pacific Coast territory and the rate handicap we
must overcome, we do not relish the prospects of having our rate handicap
increased again.

3. Our third reason for opposing the transportation tax is that the proposed
tax will be much greater on our lumber which is produced In the Intermountalht
and Pacific Coast States than on lumber produced by our (competitors In regions
lying closer to the large consuming markets.

Most of the lumber produced in this country is consumed in the States east
of the Missouri River and north of the Ohio and Potomac Rivers. tveu y
percent of the population live in that area. Freight rates on lumber from the
Southern States to this area are on an average about 50 percent of the lumber
rates applying from the Pacific Coast States. It is obvious, therefore, that our
lumber would be taxed double the amount paid by the southern lumber. This
Is unjust discrimination. Why should our lumber be obli -d to stand twice
as much tax as lumber of the sate grade produced in u different part of the
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oestr I Why should the amount of Vhe tax lerase acorditn to the distance
the commodity to tzansportedl The longer the haul the higher the rate. The
higher the rate the more diMcult It becomes to compete. So why inereee
the misting handicap o1 moving goods over longer datc? The lumber
which move, the shortest dlstanbl, paying the lowest rate, is in the best
postlon t W w h tx Um h proposl taxes the product most, which
Is las a to pay Its way. If your committee decides to reeummend a tax
on transportetIon, we ask that you give consideration to a maximum tax per
uat of shipment, so as to equalise the competitive handicaps of long-haul
shlfpers.

As tir a* lumber Is conceded, we suggest 'that the maximum charge for any
one ektwit be held to $10. That is assuming that the basic tax rate of 5 per-
cat be detained. The $10 charge will be approximately the amount of tax
that ill be collected on a car of lumber moving from the south to Chicago,
Ill. the freight rate on lumber to Chicago being 42 tents from Hattesburg,
MIss In the event this suggestion Is not to your liking, we suggest further
that a maximum tax of 2 cents per 100 pounds be rectmmftded to apply on
lumber and articles lsted In tariffs, as and when taking lumber rates, car-
loads. The 2-nt maximum will be the amount in cents per 100 pounds that
will be messed on southern lumber to Chiago (5 percent of 42 cents equals 2
cents).

Respectfully submitted. P. It. Caaro "

For Weeten Na.m Aeiocfdton.
The CxAmux. Mr. Shafer!

STAT XMT OF $GO N MKAJE, ST. PAUI, MMl., WRIPRIS .
ING TIE SAL 00.

Mr. Smunm Mr. Chairman, members of the committee, I represent
the Weyerhaeuser Sales Co. as general traffic manager.

We have large lumber-producing mills in the States of Idaho,
O aeg, and Washington.

We also produce and ship from those Sta'tes, particularly the State
of Washington, wood pP to the eastern market in competition with
wood pulp from the South, Southwest, and New England.

We are members of the West Coast Lumberman s A sociation and
the Western Pine Asooition

Our produ , like the products of all the members of those two
assoeia~tons, move great distances to the eastern markets.

We have, prior to the first bf this year, been able in a measure to
meet the competitive situation in the Eastern Statm by use of the
inte~a f'lspott

Oar own company had in service eight boats operating through
the Paiama Canal

Thor boats we very gladly gpve over to the war effort, and they are
flow operating wmder the jurisdiction of the Maritime Commission.

It has denied us the opportunity to get our products on lower
fieight rates into this territory. We are now payn the higher railtraq~otatoa har ed he ffet o ths tx wul be to increase
those transportation charges by an additional a percent.

The House committee submits this bill to the House with thi6

Dmtsgt Me WoM War a It was Imioed upon tranportat '- of property by
ftekw-at tsh sate ofS peresne-
w#Avot ny further explanation.
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I call your attention to the fact that the situation during the
last war was quite different than it is today. We did not at that
time have the price ceilings to contend with that we have now, and
the tax was 3 percent not 5 percent as they here propose.

Furthermore, the freight rate situation was quite different.
For instance, the rate on lumber from Seattle to Chicago in 1918

was 55 cents per hundred pounds, whereas in 1942 the rate is 80 cents
per hundred pounds.

The rate to New York at that time was 75 cents and today the normal
lumber rate all-rail to New York City is $1 per hundred pounds.

So you can see a vast difference between 3 percent then and 5 percent
now.

Another point that _aWW" -to your attention is the
proposal in the Ho ill on coal, of 5 cen r ton, a flat rate per
ton, which is a precedent for the proposal _,ring to you here.

I should, ix at connection-uile we are not 'oposing the coal
proposal, yo understand-I sh4Td hk1 to call atteiihn to the fact
that 5 cen per ton amnafts toiaboutV/2 percent o Nthe average
movenen f coal andwb't 5 t'ercen%, w-

Senat VANDM(40G. Wlat woO'1e an ivalent t tax on
lumber 4"Wnjo v r e

Mr. AFER. A 21-per ()tff be on-the avera freight
moved ithin the United ,tes, as supo ted by the figu of the
Inters te Commerce Co than

I cent r hund .....
Firs we do n-t ne ila , Iy a kon transportation harge.

It is n necessaxuy a p tax But if the ust be
a5 pn w ali th' mm must fin revenue

for this ar effor "'. in yo , in ou belie that ere must
be a tax. e suggest that it be Ajt 2 ce per, hundred unds, or,
in the ative, a 5-percaOax'I with modmum of cents per
hundred p ds to morifarly p tect t ong-haul ipper with
hi h rates.In other it is not, I believe, that you a trying to lay a

heavier burden oe producer of a comm than you are on
another-you are n . ng to impose a inatory tax--and,
therefore, our suggestion

We also call your attention to the fact that a 5-peroent tax, as
proposed, would levy a tax on sawlogs which move to the mill, and
another 5-percent tax on the lumber as it moves out, and it would be

pyramided on down to the ultimate consumer.
I should like now to call your attention to a communication that

has been addressed to your chairman by Shevelin, Carpenter & Clark
Co., which contains some figures of great interest upon which we col-
laborated. I think each member of the committee has a copy of this
letter. To avoid repetition, I shall now gift over my time to someone
else.

The CHAMIMAx. Thank you.
Senator Bnoww. It is necessary for me to leave the committee at this

time.
I made some observations yesterday in regard to a plan to meet

this problem that disturbs corporations and individuals whose in.
70.93-42-voL 1----49
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debtedness is such that it cannot be met with Federal taxes and I
merely ask that this statement be printed in the record so that the
Treasury may give consideration to it.

It is a very short statement.
The CHAamAN. Yes, sir. You may do so. The reporter will in-

clude it in the record.
(The statement presented by Senator Brown for incorporation in

the record is as follows :)

OBSERVATION ON PROPOSAL To RMa-vE CORPORATIONS AND INDIVIDUAtIS Wuo Am
CoumnMD ON PAYMENT OF Dimr IN SuCH AMOUNTS AS CANNOT Be Mer Ari
PAYMENT or TAXEs UNDER TH& NEw TAX BIUp, SUaMirrE By SENATOR IlozTis
M. BROWN, OF MICHIOAN

There is merit In Senator Taft's suggestion for solution, but I fear his plan
opens the way to considerable loss to the Treasury. It would seem to me that we
might consider a practice already sanctioned by statute in a somewhat similar
situation.

By section 3798 of the present law, which was an amendment to the 1030 act,
made by this committee, we subordinated the claims of the Federal Government
by way of taxes to the creditors of insolvent banks. In effect, we provided that
no taxes could be collected against the receiver of an insolvent bank until the
general depositor creditors were first paid in full. We then provided that if any
balance remained, taxes could be assessed, levied, and collected against the
remaining assets in the amount of the income taxes deferred or subordinated by
the statute. The effect of the excessive tax rates on the class of corporations and
individuals who desire relief is to render them either insolvent or temporarily so.

It would seem logical to subordinate Federal taxes to the debt commitments
in such cases but not to cancel the Federal taxes if they may eventually be co)
lected. Where taxes are an extreme burden upon estates, we have permitted a
deferring of them for a period of as long as 10 years by section 822 of the Internal
Revenue Code, and we have reduced the exorbitant 6 percent interest rate to 4 per-
cent. It was the best we could get at the time. Following this practice, we Wight
provide for a deferring of these taxes subordinated to debt payments and consider
a lower rate of interest on the outstanding obligation.

This plan would entirely eliminate the charge of unfairness as between the
thrifty taxpayer who is not in debt and the taxpayer who is in debt. It Ls xlaw
possible that in many cases the Reconstruction Finance Corporation could take
pressing obligations that are reasonably secured and defer their payment, thus
taking corporations out of the class it is desired to relieve.

I think consideration also might be given as to whether or not under certain
circumstances a moratorium might be granted to a taxpayer as against a creditor.

The CHAnMAN. Mr. W. B. Greeley, of Seattle.
Mr. BATCHLDE. Mr. Greeley is not here, Mr. Chairman.
The CHAmMAN. Mr. HamleyI

STATEMENT OF FREDERICK G. HAMLEY, OLYMPIA, WASH.,
DIRECTOR, WASHINGTON STATE DEPARTMENT OF PUBLIC
SERVICE

Mr. HAmLET. If I may be permitted, I should like to file in the rec-
ord a number of statements that have been placed iii my hands fromn
a number of shipping associations in the West, and I will be able to
make my statement rather brief.

The CHAMMAN. Yes, sir. You may do so.
(The documents presented by Mr.'Hamley for incorporation in the

record are as follows:)
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MEMORANDUM ay NORTH P.%Cro MIRas' ASSOCIATION
+
, I'OORThND, ORM.

REASONS WHY OUR ASSOCIATION 15 AGAINST THE 5-PERCENT TAX ON TRANSPORTATION
CHARGES

The North Pacific Millers' Association membership is composed of 17 firms
operating 25 flour mills in Washington, Oregon, and northern Idaho, with a
daily capacity of 32,350 barrels of flour, 700 tons of commercial feeds, and 50 tons
of cereals. Flour aud cereals are sold and distributed by rail to all parts of this
country. The eastern large consuming markets have taken a very substantial
amount of flour for many years.

For many years we distributed to Atlantic and Gulf ports by steamer through
the Panama Canal. Because of war conditions the Panama Canal service has
been withdrawn. Until recently we could ship by rail to Duluth and other Lake
Superior ports, thence by steamer to Buffalo, and thence by rail to destinations
in the East. This service has been eliminated since the Government has taken
over the steamers on the Great Lakes. We are now compelled to ship all rail.

The all-rail rates to the East are very high, and any additional charge that may
be added to the present freight charges, if not properly related to the rates from
other districts, would eliminate any of our flour reaching the eastern large con-
suming districts. As an example of this condition, we would like to submit the
following comparison of rates, charges, and taxes, as proposed, basing our com-
putations on a carload of flour or wheat weighing 80,000 pounds:

1 From- To- Rate Charges 'Tax

Spokane ................................... Portland, Oreg ..... .... $0.26 I $208 $10.40
Kansas City ................. ------ - - ChicagoIll ................. - .t18 132 6.50
Minneapolis --------.-------- _----. -------- -...do-.. .............. .1314 108 5.40
Pad fieNorthw ................... .... _ N W York ............. .... t.00 goo 40,00
M lnneapoli - -.................. ........... ..... do .... .................. . 320 16,00Kansas City ........... ................... ..... do..-.................... .43 344 17.20
Pacific Northwest .......... ----------- _ Atlanta, a-......... ...... 1.09 872 45.60
Kansas City ............................. ..... do ....... ............... .49 3 19.60

From the above it Is readily ascertainable that the producer of wheat or the
miller in the Pacific Northwest will pay $10.40 tax on his car of wheat or flour
against the $15.40 tax on the car Minneapolis to Chicago, and $6.50 from Kansas
City to Chicago.

On a car of flour or wheat shipped from the Pacific Northwest to New York
the tax would be $40 as against $16 from Minneapolis and $17.20 from Kansas
City, a difference of $24 and $22.80, respectively.

The wheat producers and the flour mills of the Pacific Northwest are now at a
decided disadvantage over the wheat producers and flour millers of the Midwest
because of the difference in the freight rates. For example, a car of either wheat
or flour from the Pacific Northwest to New York is $800 for 80,000 pounds while
from Minneapolis only $320, and from Kansas City $344. The differences range
from $456 to $480 and are In favor of the Minneapolis and Kansas City shippers.
These differences represent approximately $1 per barrel of flour and 27.5 cents
per bushel of wheat. To add to the present disadvantages a tax on the per-
centage plan would widen these differentials the amount of the difference in the
amount of the tax. This additional burden on wheat and flour from the Pacific
Northwest would eliminate the sale of either wheat or flour in the eastern
markets.

We are attaching an exhibit copied from a statement from the Surplus Market-
ing Administration, Marketing Division, Portland, Oreg., showing the amount of
surplus wheat in the Pacific Northwest the 1st day of July this year, With over
193(00 OCO bushels here now as a surplus, and with a bumper crop of approxi-
mately 97.000,000 bushels now being harvested, it should be evident that all
present markets should be preserved.

O-tr mills are not opposing any tax that is necessary but are opposing the method
of applying the tax. If a 5-percent tax Is levied against all freight charges
the producers of wheat and the millers using the wheat produced in the Pacific
Noribwest will have to pay more taxes than the producers and millers shipping
shorter distances. It will not be an equal tax upon all. We do not believe
Congress wants to tax those shipping longer distances more than they do those
shipping shorter distances. If all shippers were to be taxed equally by a tax
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In certain cents per hundred pounds regardless of distance a commodity is hauled
or regardless of the amount of freight charges, then all markets would maintain
their present relationships and no one would be injured.

Respectfully,
NORTH Pacmo MzxTuua' Assocu'ioN,

By R. D. Lxrr% Secretary.
Enclosure.

Analysis of 1941 wheat crop for Orcgon, Washington, and northern Idaho,
showing anwunt on hand July 1, 1942

Bushels Bushels
Carry-over July 1, 1941 (approximately) ------------- 20, 000,00
1941 crop, final estimate ---------------------------- 92,975,000
Received from Montana July 1, 1941, to June 30, 1942,

(6,071 cars) ----------------------------------- 9,106,000

Total wheat in stock ----------------------------------- 122, 081, 000
Disappearance July 1, 1941, to June 30, 1942:

Bhelo

Feed ----------------------------- 16, 850, 000
Seed ------------------------------ 4,000,000
Shipped east by rail ----------------- 3,885,000
Shipped to California ---------------_.6,500,000
Exported as wheat ------------------ 1,505,000

82,800,000
Four in terms of bushels of wheat:

Local consumption ----------------- 12, 500,000
Exported -------------------------- 11,250,000
Shipped to California ---------------- 6, 500,000
Shipped to Atlantic and Gulf ---------- 2, 150,000
Shipped to Midwest and East --------- 2, 50, 000
Cracked wheat and specialty flour .... 1,150,000

36,100,000
8, 900, 000

Total wheat on hand July 1, 1942 ---------------------- 53,181, 000

SEAqrrE TRAFFIC ASSOCIATION,
Seattle, Wash., August ., 1942.

Mr. Fmaarcx G. H.AMLET,
Director, Department of Public Service of Washington,

Olympia, Wash.
Re proposed levy of the 5-percent ad valorem tax on freight and express

charges.
DzAR Ms. HUuLFT: Confirming our conversation relative to hearings before

the Senate Finance Committee In the matter of proposed levy of ad. valorem tax
of 5 percent on freight and express charges, this is your authority to appear on
behalf of anti representing the Seattle Traffic Association and its membership in
opposing the tax which has been included In the revenue bill and passed by the
House.

The Seattle Traffic Association Is a nonprofit voluntary organization formed
in this city on August 15, 1941, to take over the duties formerly performed by
the transportation department of the Seattle Chamber of Commerce and the
traffic-promotion department of the port of Seattle. In addition, it has a mem-
bership of over 100 shippers In this area, representing practically all lines of
business, including basic commodities such as lumber, fruit, paper anti paper
products, livestock, wool, et cetera, manufacturers in numerous other lines, as
well as robbing and retailing interests. For brevity, it is understood that the
word "shippers" will include forwarders and receivers of freight and express.

The shippers in Washington, particularly with respect to the basic commodities,
will be most adversely affected by a percentage tax on their freight and express
charges In that the freight charges paid in order to reach the consuming com-
petitive markets of the central and eastern sectIons of the United States as com-
pared to the lower freight and express charges paid by shippers from nearby
points in the middle west and southern parts of the United States to the same
consuming markets, would further broaden the discrimination now imposed by
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the recent percentage increases on freight rates recently granted by the Interstate
Commerce Commission in RE parte 148.

You are aware that the percentage increases in freight rates as allowed by
the Commission has resulted in a dislocation of the freight rate structure and
the imposition of a percentage tax on the freight or express charges would
further aggravate this situation. It would most certainly emphasize a rate
situation which is in our opinion, at the present, unduly prejudical to our prod-
ucers. and shippers. Due to the lack of time, it has not been possible to compile a
complete exhibit as to the effect of a percentage tax, but I would cite the following
as indicative of the resulting effect upon the long haul shippers:

Eastbound cioa4 4,ommodity rates from North Paoi/fl Coast, Trans-Continental
Preight Bureau, Tariff 2-L, L 0. C. No. 1480

Canned goods (item 1610) to New York-$1.49 per 100 pounds:
Carload minimum weight, 40,000 pounds.
Minimum car charge, $693.
5 percent tax, $2 65.

Eggs (item 2065) to New York-$1.96 per 100 pounds:
Carload minimum weight, 83,000 pounds.
Minimum car charge, $646.80.
5 percent tax, $32.34.

Paper (item 3470) to New York-$1.52 per 100 pounds:
Carload minimum weight, 40,000 pounds.
Minimum car charge, $0
5 percent tax, $30.40.

Dried vegetables (item 4275) to New York-$1.89 per 100 pounds:
Carload minimum weight, 40,000 pounds.
Minimum car charge, $556.
5 percent tax, $27.80.

Wood pulp (item 4430) to New York--0.64 per 100 pounds:
Carload minimum weight, 80,000 pounds.
Minimum car charge, $512.
5 percent, $25.60.

You can appreciate that the lower rates in effect from the Middle West or from
eastern local producing points to the same destination would most certainly
result in additional rate dislocations that we have previously referred to and
place an undue burden upon the long-haul shipper who is now making heavy
absorptions in order to retain his markets.

Another factor that must be given most serious consideration is the President's
anti-inflation program whereby every effort Is being made to maintain a general
price ceiling, particularly at the retail level where it directly affects the consumer
in the matter of increasing cost of living.

Furthermore, we feel that the proposed tax will discriminate against manu-
facture of commodities made from materials wherein the price includes to a large
degree the element of transportation cost and that the Increa"s under the pres-
cnt ceiling program could not be equitably distributed. While we are unquali-
fiedly opposed to a tax on transportation charges, if it is necessary in order to
assist in the obtaining of additional revenues for the present emergency, such
tax in order to not disturb further competitive relationship should, out of all
fairness to the producer and consumer, be based upon a maximum or flat cents per
100 pounds basis rather than the percentage basis and thus eliminate malad-
justments which would result under the current proposal.

Yours very truly,
RALPH L. SnEewrn,

SecretarV-Mana per.

TACOMA CuAMnra OF COMMnECF,
Tacoma, Wash., August 8, 1942.

Mr. FPnmxioiK G. HAMLEFY.
Director, Department of Public Service of Washington,

Morri8on Hotel, Chica go, Ill.
Proposed 5-percent tax on freight charges.

DAB M. HA-rzr: Since you are about to appear before the Finance Commit-
tee of the United States Senate in regard to the proposed 5-percent tax on freight
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charges in the Revenue Act of 1942, Tacoma Chamber of Commerce would appre-
elate it if you will represent this organization at this hearing. We will be
unable to have our own representative present.

Any percentage tax will inevitably most seriously affect our manufacturers
since practically all of their products must seek markets in far-distant territory
and be subject to very high freight rates. Since our competitors invariably have
much lower freight rates applicable to their products, it follows that a percentage
tax would subject our manufacturers to a much greater amount of taxation than
would be the case with their competitors.

Aside from lumber and lumber products, which are an important item in
Tacoma, I would like to call your attention to one of our newer industries, the
Ohio Ferro-Ailoys Corporation. This industry produces ferro chrome, all of
which is shipped to points in the eastern part of the United States. Its rates
are considerably over $1 per 100 pounds. Their cars are all loaded to capacity,
generally over 112,000 pounds, which would mean a transportation tax at 5 per-
cent of between $.55 and $60. Ferro chrome is also manufactured in Ohio and
New York State where the rates are comparatively low to the same markets and
the transportation tax would be not over one-half of that to which our manufac-
turers would be subjected and probably less than one-half. Consequently, a
substantial handicap would be placed upon our manufacturers.

Any transportation tax would be, in its effect, the same as asking our industries
to pay Income tax at a higher rate than industries in the eastern part of the
United States would be required to pay.

It is our thought that if a tax on transportation must be levied, It should be
borne equally by everyone who pays transportation charges. This could best be
effected by levying the tax on the basis of a flat rate in cents per 100 pounds.
Possibly some commodities could bear a higher tax but the same tax should
apply on that commodity regardless of the freight rate applicable on it.

I trust that you will be able to represent us at "c, hearing and would appreci-
ate having a report from you after the hearing is concluded.Cordially yours, JAY W. McCuy, Traffic Manager.

tTelegram)
YAKIMA, WASH., August 6, 1942.

Frwwcx G. HAMLET,
Washington, D. 0.:

Just advised you appearing behalf of this State and others protesting 5-percent
tax on transportation. Would appreciate your filing appearance also for North-
west Perishable Traffic Bureau, representing 42,000 carload fruit Industry of
States of Washington and Oregon, of which I am general chairman. Shippers of
apples just been granted special rates by carriers because of economic conditions
In industry partially caused by excessive cost of transportation for many years
past and proposed tax would wipe out progress made by years of negotiation.
Our products necessarily move long distances and percentage increases add
heavily to burden and widen margin in costs between our producers, on one
band, and those closer to market, on the other. Winter pears, of which produc-
tion two States amounts to about 5,000 cars, were formerly largely sold export now
nust depend for duration on domestic markets which not accustomed to absorb

such large amounts and any increase in costs will add to difficulties. Other
fruits move largely to Central States with average haul of about 1,700 miles
would be heavily burdened by proposed tax. Anything you can do to prevent
this additional burden to already harassed industry will be appreciated.

NOsTRWEs PErSHABLe TsRniwc BuRsAu,

IVAN L. PLTT General Chairman.

[Telsram]
PORThAND, Onzo., August 4, 1942.

famxwCx 0. HAMLET,
Director, Washington State Department of Public Service,

Washington, D. 0.:
Reference letter August 8 from Washington State Farm Bureau and Washing-

ton-Idaho Wheat League the undersigned representing over 7,000 farmer members
and operating 850 elevators and warehouses in Pacific Northwest desire to
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strongly endorse statement opposing tax on freight percentage basis which would
practically destroy our market values and preclude shipments of about one-third
our normal crop movement from this area. Would greatly appreciate it if you
Will submit our position to Senate committee on tax and revenue bill.

NORTHWEST PACIFIC GRAIN GOOWIaS, INC.,
A. E. SuTrTON, General Manager.

[Telegraml
SALKM, OR=., August 4, 1942.

Hon. FsxnwecK G. HAM=E',
Director, Washington Department of Public Service,

Washington, D. C.:
We are sending this wire and this Is your authority to represent the State of

Oregon in protesting the 5-percent tax on transportation in the revenue bill now
before the Senate Finance Committee In the Congress or any other tax based
on percentages which penalizes the long-haul grower and shipper from the
Pacific coast.

ORMOln R. BRAN,
Oregon Public Utilities Commtsioner.

CONSOLIDATE DAIRY PRODUCTS CO.,
Seattle, Wash., August S, 1942.

Mr. F. G. HANLEY,
Director, Washington Department of Pub3c Servire,

Chicago, Ill.
DEAR Ma. HAMLEY: Consolidated Dairy Products Co. is greatly Interested in the

present proposal before the Senate Finance Committee, H. R. 7378, which pro-
pounds 5 percent increase In transportation costs to apply on all freight and
express charges. The adverse effect on the dairy producers In the State of Wash-
ington as well as elsewhere is very apparent. On behalf of approximately 10,000
dairymen in the State of Washington, members of this association, we ask that
you use your influence in precluding the proposal from passage as written.

The reason for this request Is that since this area produces an excess of dairy
products over and above the needs for the immediate territory that they must
ship to other consuming centers. Since other areas In the VWestern States are
also producers of dairy products, we find ourselves shipping a great amount of
freight transcontinentally. The 5-percent increase in freight will affect us ad-
versely, inasmuch as the rate of freight on goods is the transcontinental rate and
is higher than it would otherwise be if we distributed locally only.

In our situation with respect to milk powder specifically, we ship from various
plants to the eastern coast on rates which will average $1 per hundred. The
increase as proposed would add 5 cents to this, and obviously it would be necessary
for us to increase our selling price of this milk powder by 5 cents a hundred or
absorb the difference which would represent a loss of that amount to the pro-
ducers.

An intermediate shipper, for example, in the Midwest can ship for approxi-
mately half the transportation cost that we can. Figuring their rate at 50 cents
per hundred, their increase on the basis of the proposed 5 percent would be 2%
cents per hundred. Therefore, it would be necessary for him to increase his sell-
ing price only 2% cents per hundred, and obviously he could undersell our pro-
ducers. The advantage to an intermediate producer would be apparent In that
if both midwestern and western producers were to absorb this cost the loss to us
would be the greater.

It Is not our contention that transportation should not bear its fair share of
revenue for the purpose intended. Failing the elimination of the 5-percent in-
crease, it would be our thought that a better plan would be a flat raise of each
rate by a fixed amount of possibly 1 cent.

Yours very truly,
CONSOLIDATFD DAIRY PRODUCTS Co ,
C. V. DoNAxwsoN.
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Mr. HAMLEY. My name is Frederick G. Hamley.
I am director of the Washington State Department of Public

Service.
I wish to testify in opposition to the proposed 5-percent tax on the

transportation of property, as provided for in section 621 of the reve-
nue bill of 1942, H. R. 7378.

The Washington State Department of Public Service is an admin-istrative branch of State government engaged in the regulation of the
intrastate operations of all public service companies within that State.

I have also been authorized and requested to represent the Public
Utilities Commissioner of Oregon and the Public Utilities Commission
of Idaho at this hearing and to state that they oppose section 621 in its
present form.

In addition, I have been requested to represent and express the same
sentiments for a number of associations who are listed and whose papers
I am filing this afternoon.

Any tax which is placed upon commodities which are produced or
manufactured for sale, whether it be an ad valorem tax, a sales tax, or,
as in thiq case, an excise tax, has to be added to the sale price of that
commod' i y and paid by the ultimate purchaser.

Thus, in the case of a carload of pears, if you place a $5 ad valorem,
sales, or excise tax thereon, that $5 enters' into and becomes a part
of the total cost of that carload of pears.

It thfls becomes obvious that if you make one carload of pears pay
a $5 Federal tax and another carload pay a $30 Federal tax, you have
grossly discriminated against the latter.

Now, that is exactly what the effect of this proposed horizontal or
percentage transportation tax will be. Let me give you a specific ex-
ample to prove this:

The cost of shipping a car of pears from the Pacific coast to New
York City is approximately $600. A 5-percent tax on this amounts
to $30.

A similar car of pears coming to New York City from a much closer
point, say, upper New York State, may involve a freight charge of
$100, and a 5-percent tax on this car would be only $5.

Senator TArr. Isn't it true also that $30, then, will enter into the
cost of the produce dealer, and then probably into the cost of the re-
tailer, so that the freight charge will be pyramidedI

Mr. HAMLTr. Exactly. I
Senator TAt. And the ultimate consumer will pay something well

beyond the 5 percent?
Mr. HAWLEY. Undoubtedly. That always works out, where the tax

is not placed on the ultimate consumer.
Thus, of two cars of pears competing in the same market, the car

which has had to bear six times the h-eight charges of the other car
and is already at a great competitive disadvantage will also be required
to pay six times as much Federal tax.

Here is another example, cited by the Public Utilities Commission
of Idaho:

The rate on sheep and hogs, double deck, from central Idaho to
Chicago, the packing center of the Nation, is $1.08 per hundred
pounds.

The transportation tax on this would be approximately 5 cents.
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A farmer shipping livestock in Illinois or eastern Wisconsin and
Michigan to Chicago might have a rate of 10 cents per hundred
pounds and under this measure would pay a tax of one-half cent per
hundred pounds.

One car must, therefore, bear 10 times the tax of the other car.
Oregon lumber marketed in New York City would pay double the

tax per thousand feet on lumber produced in Alabama and treble the
tax on lumber produced in Maine.

Every product of agriculture, the forest, the range, and the factory
will be affected in the same manner, and competitive relationships of
long standing throughout the Nation will be distorted and, in many
cases, broken down if this proposal becomes law.

There is no sound reason why a commodity which happens to be
hauled a long distance should pay a greater share of the war's cost
than a commodity which is hauled a short distance.

The size of the freight bill is not a fair measure of ability to pay; in
fact, the larger the freight bill the less able is the shipper to pay a tax
and still compete.

A fair and practicable alternative is available. If, despite the wide-
spread revision of price ceilings which any transportation tax would
entail, it is deemed necessary to enact one, it should be on a flat basis
per hundred pounds, per ton, or per carload, rather than on a percent-
age basis. Then each commodity will pay its fair share, discrimina-
tion will be avoided, and marketing and commercial practices will not
be disturbed.

That the flat basis of assessing a transportation charge is proper, as
distinguished from a percentage basis, is recognized in the bill itself,
which excepts coal from the percentage tax and requires of it a flat
5 cents per ton tax.

That same principIe, applied to all commodities, would be a practi-
cable and fair way of raising the revenue sought to be obtained by
section 621.

The proposed tax would be detrimental to the whole Nation.
I am testifying as the head of a State regulatory body, interested

in the maintenance of a stable t, nsportation system and in the main-
tenance of conditions which will make for free and uninterrupted
commerce between the States.

A free and uninterrupted comme..ce cannot be maintained without
reasonable and nondiscriminator rates, and it is even more import-
ant that rates be not discrim;',tory than it is that they be reasonable.

It was for the purpose of overcoming rate discrimination as between
shippers that the Interstate Commerce Act was passed and the Inter-
state Commerce Commission came into being. -But it is just as im-
portant that there be no discrimination as between regions and locali-
ties as that there be none between individual shippers.

In fact, discrimination between regions and localities is discrimina-
tion between shippers, only on a bigger scale.

If this section is enacted in its present form the tendency will be
to discourage long-haul commerce, denying to the producer and manu-
facturer his primary markets, and denying to the consumer the ad-
vantages of competition and the benefits of a wide field of selection.

And, might I interject, to the extent that this bill discourages long-
haul competition, no transportation tax will accrue to the Federal
Treasury.
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The further tendency of this measure will be for each of the several
widely scattered regions of the country to become self-sufficient, pro-
ducing, manufacturing, and consuming its own goods.

This is not a healthy tendency, for the strength of our country lies
in the integration of its commerce and culture.

In opposing this tax I speak not for the West alone. While the
discriminatory effect of this tax would be felt most severely in the
West, where producers are a long way from their primary markets,
the same discrimination will injuriously affect every producer and
manufacturer in the country who must compete with others located
closer to his market.

And let me also say that the West consumes goods as well as pro-
duces them.

We buy huge quantities of commodities manufactured in the East:
cereals, soaps, clothing, hardware, machinery, and a host of otherthings.The manufactured products of the East may find it difficult to

compete with factories which can spring in the West, if they are re-
quired to pay Federal taxes of from 5 to 10 times that paid by our
local factories. Discrimination works both ways.

In summarizing, we believe that the proposed transportation tax
is discriminatory, that it will break down long-standing competitive
relationships, that the result will be detrimental to the Nation and
that a practicable and fair method of taxing transportation is available.

I appreciate the opportunity to present these views on behalf of the
Public Service Department of the State of Washington and the other
governmental agencies and associations which have asked me to repre-
sent them here.

The CHAIRMAN. Thank you very much.
Mr: PuckettI

STATEMENT OF B. EARL PUCKETT, WASHINGTON, D. C., CHAIRMAN
OF THE TAX POLICY COMMITTEE, AMERICAN RETAIL FEDERA-
TION

The CHAIRMAN. Is your statement lengthy?
Mr. Pucyrr. About 12 minutes.
The CHAIRMAN. Would it be convenient for you to appear to-

morrow?
Mr. PucKmr. It would be most inconvenient for me to do so.
The CHAIRMAN. You may proceed, and make your statement as brief

as you can, because we have a group of witnesses here that we wish
very much to hear on the nuisance taxes, some of whom must return,
if possible, to their States tonight.

Mr. Pucx=rr. Thank you very much;
The calendar states that I was to make a general presentation.

That was an error. My presentation has to do with the subject of
inventory valuations.

My name is B. Earl Puckett. I am president of Allied Stores
Corporation, a group of 61 department and dry-goods stores.

I am chairman of the tax policy committee of the American Retail
Federation, which consists of 13 large national associations comprising
most of the various branches of the retail business, as well as 28 State
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retail associations generally representative of all kinds of retailing
in the States.

The membership of these 41 associations is more than 400,000 retail
merchants-large and small, chain and independent alike.

Over the past several months I have also been acting as chairman
of a specially constituted tax committee the membership of whichincludes most of the members of the tax policy committee of the Ameri-

can Retail Federation and also representatives of other retail associa-
tions which are vitally interested in the subject I wish to discuss with
you. Inasmuch as these various retail organizations are in agreement
in regard to this question it was felt that, to avoid burdening you with
individual presentations of each organization, each of which would of
necessity be repetitious as to character, it would be well to make one
presentation on behalf of all the groups.

I am appearing before you as chairman of the tax policy dom-
mittee of the American Retail Federation and also as chairman of
the specially constituted committee on behalf of the Institute of Dis-
tribution, Limited Price Variety Stores Association, National Retail
Dry Goods Association, and National Retail Furniture Association.

I wish to discuss principles and methods of valuing inventories.
This is a very important problem as a variation in inventory values
directly affects stated profits by the exact amount of the variation-
an increase in the valuation of a closing inventory increases stated
profits for the period while a decrease in the valuation of a closing
inventory has the effect of decreasing stated profits.

In periods of fairly stable price levels and inventory investments
reasonably accurate profit statements are obtained from year to year
by the use of any of the accepted principles of inventory valuation.

Consistency of principle from year to year gives a reasonably ac-
curate profit picture so long as there is no substantial variation either
in the amount of the inventory investment or in the price level.

The problem we wish to discuss has to do with the question of
obtaining a more accurate statement of profits in. a period of changing
price levels.

The past year has been such a period. There is evidence that
unstable price levels will be with us for the next few years.

The importance of this problem of inventory valuation takes on
added significance at this time also due to the very high tax rates
prevailing and to be anticipated.

From a tax viewpoint it is much more important that stated profits
accurately reflect true profits when the tax rate approaches 100 per-
cent than when the tax rate ranged from 10 to 20 percent as it did
for a number of years.

The effect of including some element of paper profits or paper losses
in profit or loss statements was not too great when the tax rates were
moderate or low.

The effect of taxing paper profits at prevailing and anticipated
rates may be disastrous for many taxpayers.

In common with most industries, retailing has followed the broad
principles of valuing inventories. either at "cost" or "the lower of
cost or market."

The specific problem we wish to discuss has to do with the applica-
tion of this "cost" principle.
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The question ic; "In a period of changing price levels are we to
assume that sales in a given period are from the most recent purchases
or from earlier purchases?"

If we assume that sales are from the most recent purchases the
remaining inventory at the close of the year retains the lower "cost"
value of an earlier date.

As a result, in a period of rising price levels inventory investments
will be more nearly constant, inventory valuations will be on a more
conservative basis and stated profits will more closely agree with actual
true cash increment from operations.

If, on the other hand, we assume that sales of a period are from
the earliest purchases and that remaining stock represents most recent
purchases, the "cost" of the closing inventory would be the cost of the
most recent purchases, on an item basis.

In a period of rising price levels this "cost" would be higher than
under our first assumption.

This higher inventory valuation would, of course, also. result in a
larger stated profit.

Senator VANDENBERG. WL.) decides? Is there any rule on the
subject?

Mr. Puctrr. That is what I want you people to decide. There is
no hard and fast rule.

Congress has spoken. - I will get into that in just a minute.
Let us take an example that is perhaps oversimplified for purposes

of illustration.
Assume an article cost the retailer $1, that he sold it for $1.35,

and that it cost him $1,20 to replace the article in his stock.
Disregarding operating expenses, how much profit did the retailer

make?
Should we consider only the difference between the original cost

of $1 and the selling price of $1.35, or should we consider the difference
between the selling price of $1.35 and the replacement cost-the later
purchase--of $1.20?

We believe the 15-cent differential between the selling price and
the cost of replacement--or the later purchase-is a more accurate
measure of the retailer's ability to pay taxes than is the 35-cent differ-
ential between the original cost-the earlier one-and the selling
price.

If the retailer is to stay in business the item sold must in most
instances be replaced with an identical or similar item.

The retailer has a minimum inventory requirement in units of goods
that must remain constant regardless of price fluctuations.

From the retailer's viewpoint and viewed on a "going business" basis
a transaction is not really closed and completed until the item has been
replaced in stock.

Only then can the retailer balance his cash and after paying operat-
ing expenses have something left out of which to pay taxes or divi-
dends or out of which he can pay his debts or expand.

It is believed that it is quite apparent from the foregoing example
that by using the "last in, first out" principle of establishing cost for
inventory valuation purposes we get a more accurate picture of results
of operations.
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The "first in, first out" principle reflects an accounting profit that
is not backed up by a corresponding increase in real assets and may
therefore be termed a "paper profit."

Of course, in a period of declining prices the situation works just
the reverse.

In such a period inventory valuations, stated profits, and taxes will
be larger using the "last in, first out" principle than if the "first in,
first out" principle is used.

Again, however, we believe that the profit statement more accurately
reflects true operating results.

The net effect over a long period of time covering a complete cycle
of price fluctuations is to level off the peaks and fill in the valleys of
the profit curve.

Over a period of a complete cycle the total profit of the entire
period is the same.

From the standpoints of formulating sound business policies and
the effects of same on our general economic and social structure there
are many advantages in this leveling-off process.

This problem is not a new one. Its significance has long been
recognized by business, by the accounting profession, and by Con-
gress.

Use of the "last-in, first-out" principle of inventory valuation has
been permitted a restricted number of industries for many years.

In 1939 legislation was enacted granting "any company' the use
of this "last-in, first-out," or elective method. Regulations were
issued regarding procedures to be followed in its applications.

It is most difficult, if not im possible to appl these regulations to
retailing due to the great numgro in dividual items carried by the
retailer and also due to changes in design and construction of these
items. Herein lies the retailer's problem.

Many conferences have been held at which representatives of the
various divisions of the Treasury, of the public accounting profession
and of retailing have discussed this prb le I 'sthe 1939 permis-Up to this time no practical solution of a p t sne

Aive legislation to the problems of the retai industry has been sug-

5eted or accepted by all divisions of the Treasury, although each
division has shown a deep appreciation of the problem and evidenced

a most cooperative attitude in attempting to work out a proper solu-
tion.

The retail industry believes that in principle "last-in, first-out" or
the so-called elective method is particularly well adapted to its needs.

A great number of important retail companies have adopted the
method for their own accounting and reporting purposes.

In applying the method to an inventory consisting of . great num-
ber of items of varying character the adjustment for variations in the
price level have been made by the use of price indices compiled by
independent agencies.

Regulations, however, have not approved this use of price indices in
the application of the "last-in, first-out" or elective method to retailing
for tax purposes.

Recognizing the problem facing retailers in this era of increased
price levels and of very high tax rates, Mr. Randolph E. Paul, Tax
Adviser to the Secretary of the Treasury, after discussing this prob-
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lem, with representative retailers, appeared before the Ways and
Means Committee of the House of Representatives 6TI Juiie 15, 1942,
and submitted a proposal for temporary inventory reset ve --that was
known as exhibit 180 of the unrevised committee print of Treasury
data submitted to that committee.

Such reserves are based generally on about the same principle as the
"last-in, first-out" inventory method except that the proposed grant-
ing of the privilege was only for a stated period, said period made
retroactive to January 1, 1941, and to end at the close of 5 years
following the end of the present war emergency.

Making the provision retroactive to include 1941 is believed advis-
able, due to the substantial increase of from 15 to 20 percent in the
price levels of general merchandise in that period.

Mr. Paul's suggestions contemplate setting up reserves in periods of
increasing price levels and absorbing these reserves into profits in
periods when the price level is declining, and also the use of Treasury
approved indexes in establishing the maximum amount of reserves so
established without requiring specific identification of individual items
of merchandise.

His suggestions also provide that any unused reserve at the end of
the period shall be taxable at that time, with permission to spread
payment of the additional tax over a 3-year period if desired.

Senator VANDENBERG. Are those recommendations of Mr. Paul's in
the House act?

Mr. PucKmr. They are not in the House act. As I understand it,
they were made while the committee was in executive session.

There was a newspaper report that there was not time to include
them in the drafting of the bill, but I can't vouch for the accuracy of
that.

Senator VANDFBERo. They are not in the bill?
Mr. PucKmr. They are not in the bill. The retail organizations

which I represent believe:
1. That we are entitled to the same degree of care and protection

against fictitious profit showings in periods of fluctuating price levels
that has been shown other industries. This is a problem common to
all retaileis-large and small, chain and independent, the general store
and the specialty store alike.

2. That the "last-in, first-out" principle of inventory valuation, the
use of which was granted to "any company" by Congress in 1939, more
accurately reflects true profits of our industry than does the "first-in,
first-out" principle.

3. That principles involved have to do with changes in price levels
and their effects on the valuation of required inventories rather than
with the specific identification of individual items of merchandise.

I might say that this point No: 3 is where we have some of our con-
troversy with certain divisions of the Treasury. They have argued
that it is extremely difficult to apply the principle unless you have
specific identification of items.

4. That a proper application of the "last in, first out" principle re-
sults from the use of price indices where an inventory consists of
numerous items varying somewhat from year to year in design and
specification.
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5. That the suggestions made by Mr. Paul in his presentation to the
Ways and Means Committee of the House of Representatives on June
15, 1942, regarding temporary inventory reserves, in effect, accom-
plish the same ends so far as meeting the needs of the present and near
future are concerned. From the viewpoint of the Treasury his pro-
posal has the advantage that it affords complete assurance that no true
profits will permanently escape taxation.

I have attached a copy of Mr. Paul's recommendations.
Senator VANDENBERG. Are they agreeable to you?
Mr. PucKMr.' They are entirely agreeable to us. They do not fol-

low the exact form to which we thiink we are entitled, but the effect is
perfectly agreeable to us.

Senator Trr. Would it be a real reserve?
Mr. Puciir. It would be a real reserve.
Senator TAnT. Would you have to invest the money?
Mr. PucKE'r. No. It would be a valuation reserve set up as prices

increase, and as prices decrease, the reserve would be absorbed back
into the taxable profits.

On the complete cycle of profits, the total profit is exactly the same.
The proposal has one thing that we don't like, but we are willing

to accept that-that is if we have not absorbed the profits when the
war is over and if prices decline, we have to pay a tax on that reserve.

In conclusion: Times are uncertain. Many new problems face all
businesses. The retailer occupies an important place in our domestic
economy. Many problems g rowing out of the present war emergency
bear particularly heavy on tie retailer.

Tax rates are necessarily quite high. We only ask that we not be
required to apply these high rates to fictitious or "paper" profits, but
that taxable profits be as accurately determined as possible. For these
reasons and on behalf of the retail organizations I represent I wish
to endorse proposals made by Mr. Paul to the Ways and Means Com-
mittee of the House of Representatives on June 15, 1942, and to urge
upon you the acceptance of those proposals.
(Tie document produced by Mr. Puckett is as follows:)

STATEMENT BY RANDOi.Pa E. PAU, TAx ADViSE TO THE SEcRETARY OF THlL
TREASURY, BFORE THE WAYS AND MEANS CoMMirrEE OF THE HOUSE OF
REPRESENTATIVE, ON INVENTORy RnsnRvEs

The enactment of high corporate tax rates necessitated by the war makes the
correct determination of the income to which these rates are applied of funda-
mental importance. Under the present treatment of inventories for tax purposes,
In periods of rising prices taxable income may include profits that result merely
from the Increase in the value of the inventory on hand. Such profits are not
available for the payment of taxes and may be wlprd out by subsequent price
declines.

The first-in first-out method of accounting for inventories required under
present law for most taxpayers can result in tle inclusion of inventory profits in
taxable Income. As long as prices do not change, this method gives satisfactory
results. If a taxpayer has oa hand the sa-ite amount of gosds at the end as at the
beginning of the year and prices paid for his goods do not change, it makes no
difference whether in computing his income he takes as the cost of the stock he
sells the cost of the units lie had on hand at the beginning of the year or the cost
of the units lie purchased during the year. However, if lie pIys a higher price
for goods purchased during tire year than Ire paid for g(mi(I on hand at tie begin-
ning of the year the method of inventory valuation bvomes important. If he
considers that tie particular item sold came frni the inventory on hind fit tire
beginning of the year, he will compute his profit by deducting from tire price at
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ADDITIONS TO AND SUBTRACTIONS FROM THE RESERIE

When prices rise, taxpayers would be permitted to add to the reserve the
approximate Inventory profits. If, however, a taxpayer did not desire to credit
the reserve with the full amount allowable, he would be permitted to credit the
reserve with a smaller amount, or he could refrain from taking any portion of the
credit to which he was entitled. The taxpayer electing not to take the maximum
allowable credit in any year would not be permitted to take the unused credit
In a future year.

In years when prices decline, taxpayers would be required to charge the
reserve with the full amount of the approximate inventory loss. Such charges to
the reserve could not exceed the credit balance in the Inventory reserve.

COMPUTATION OF APPROXIMATE AMOUNT OF PROFIT OR LOSS

The approximate amount of profit or loss would be determined by multiplying
the basic inventory by the estimated change In prices during the year. The basic
Inventory will be taktu as equal to the smaller of the physical inventories on
hand at the beginning and the end of the year. In other words, it Is limited to the
inventory common to these two periods. The administrative complexities in-
volved in extending the treatment beyond this point outweigh its possible benefits.

The estimated change in prices will be determined by the use of specified price
indexes. The coverage of the price indexes would conform as closely as possible
to the actual inventory of the taxpayer and their selection and application would
be subject to the approval of the Commissioner of Internal Revenue.

Taxpayers would have the option of computing inventory profits and losses
for the entire inventory as a unit or for narrower classes of inventory goods.
The election made by the taxpayer would be subject to change only upon approval
by the Commissioner.

LIQUIDATION O PART OF THE INVENTORY

If any part of the inventory is liquidated the reserve against this part of
the inventory would be credlttd to income.

TERMINATION OF RESERVES

The reserves may be terminated either by the exhaustion of the accumulated
reserves or by the legal expiration of the reserve provision, that is, 5 years
after the close of the war.

If the reserve is exhausted by price declines or inventory liquidations, no
further use of the reserve method would be permitted.

If the reserve is terminated by legal expiration, any amounts remaining in
the reserve would be returned to'Income, since the purpose of the reserve is
solely to safeguard the taxpayer from the Inclusion In his taxable Income of profits
arising from temporary price rises. In order to prevent a severe drain on cash
resources in the event of a possible heavy tax on large unused reserves, tax-
payers could be permitted to distribute the payment of the tax liability uttribut-
abie to the unused reserves over the 3 years subsequent to the termination of the
reserve.

The proposed Inventory reserve will prevent in substantial measure the taxa-
tion of Inventory profits destined to be wiped out in the next few year. At the
same time it will not permit profits from a permanent rise in values to escape
taxation.

EXAMPLE OF THE OPERATION OF THE INVENTORY RrEsnVE

A. £FFIYI Or INVENTORY AS PRICES RISE

1. Under first-in first-out tnethod.--Suppose that at the beginning of the year
the taxpayer has on hand 1,000 units of a product, which he has purchased at
$10 apiece and which he expects to sell at $12 apiece. The taxpayer expects to
earn a profit of $2 on each unit sold, or a total profit of $2,000. Actually, however,
by the time he sells his product the price has risen to $16. Thus, apparently,
the taxpayer has earned a profit of $6 per unit or $6,000 in all. But if the tax-
payer is to remain in business, he must maintain a stock of inventory goods on
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hand. Now, when he purchases new inventory goods to take the place of those
sold, he finds. that the cost price of his p ,oduct has also risen by $4, from $10 to
$14. Thus, in order to maintain a constant physical inventory of 1,000 units, he
must reinvest $14,000 of his $16,000 receipts in the replenishment of the inventory.
Consequently, he has only $2,000 free -ash as a result of his transaction. The
other $4,000 is tied up in Inflated inverLories.

Under the first-in first-out method ef valuing inventories, his income would be
$6,000 in spite of the fact that $4,00C of this profit simply represents a higher
book value on a constant physical lnvenory.

2. Under the reserve niethod.-Under ,Je proposed reserve method, however,
the taxpayer would be allowed to deduct from the $6,000 an amount correspond-
ing to the increase in the book value of his physical inventory, in this case $4,COO.
Thus, If the taxpayer maintained his business at a constant rate of operations,
his taxable income under the reserve method would equal $2,000 and would
coincide with the amount of free cash available for the payment of taxes and
dividends,

B. 1vOwr OF INVFSTORY AS PRICES FALL

1. Under the firet-in, trnt-out method.-Assume that the price movement is
reversed and prices fall to their original levels. The taxpayer has on hand 1,000
units of inventory goods purchased at $14 each, which he expects to sell at $16.
Actually, by the time he sells them the price has fallen to $12. Thus, appar-
ently, the taxpayer has lost $2 on each unit or $2,000 in all. When the taxpayer
purchases new inventory goods, however, he finds that they cost only $10 each. In
other words, although the taxpayer has apparently lost on the transaction, he is
able to maintain his physical inventory and still have $2,000 free cash.

Under the first-in, first-out method of valuing inventories, the taxpayer would
show a loss of $2,000 in spite of the fact that he would have a profit of that
size if he disregarded the change in the value at which he carries his inventories
en his books.

2. Under the reserve method.-Under the reserve method, however, the tax-
payer is required to subtract from his reserve the $4,000 representing the decrease
in the book value of his constant physical inventory abd add this amount to
his taxable income. Thus, If lie maintained his business at a constant rate of
operation, his taxable income under the reserve method would equal $2,000 and,
once again, would coincide with the amount of free cash available for the
payment of taxes and dividends.

Jul'z 15, 1942.

The CHAImtN. The witnesses who are scheduled to appear today
on vending machines, three in number, parts and accessories, three in
number, have very kindly consented to appear tomorrow.

Now we have reached the pari-mutuel taxes, and it is obvious that
we will have no additional time for today. Therefore, those who are
appearing on this question of pari-mutuel taxes may rearrange your

essein any order that you wish them called, if by so doing you
might accommodate someone who has to leave the city tonight.Although the committee hopes that you may be able to finish with
all the witnesses this afternoon, we made that suggestion now so that
if you-

Mr. Bloux. Do I understand that we may be heard at this time?
The CHAMMAN. At this time; yes, sir.
Mr. BRouy. I think we can conclude in a very few moments. We

have no witnesses. We expect to have two, or perhaps three, gentle-
men, who will address you very briefly.

The CHAIRMAN. Yes, sir.
Mr. B UoN. I happen to appear here-perhaps my reason or excuse

for being here is that I am president of the National Association of
State Racing Commissioners.

The CHAIRMAN Is this Mr. Broun?
Mr. BaoUN. Yes, sir.
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The CvAnutAN. Mr. Underwood is listed first.
Mr. BsouN. He is secretary of the National Association of State

Racing Commissioners.
The Cm iRxAx. Mr. Broun, do you wish to appear first, or Mr.

UnderwoodI
Mr. BRouN. It was suggested that I introduce these gentlemen, or

indicate who will speak first.
The CHia.mN. That is right. We are ready for the first speaker.
Mr. BiOuiN. Yes, sir. Then the first speaker is the Honorable

Herbert Swope, chairman of the State Racing Commission of the
State of New York.

The CHAIaxAN. Come around, Mr. Swope. We will be glad to hear
from you.

STATEMENT OF HERBERT BAYARD SWOPE, NEW YORK, N. Y.,
CHAIRMAN, NEW YORK RACING COMMISSION

The CHAIRMAN. Mr. Swope, you may be seated or you may stand,
just asyou wish.

Mr. SworE. Well, I will do both.
I want to, on behalf of myself and the State of New York, express

my appreciation at this opportunity of being heard, and to say that
I have come here with no brief, but I should like to lay before you
a few points that we in New York think are compelling in any con-
sideration of a tax of this nature.

Let me, at the outset, gentlemen, say that New York and the other
States which are represented in the National Association of State
Racing Commissioners are in no sense of the word opposed to a tax
that is intended to aid the development of the war program.

However, we are fearful of this particular tax. We are fearful of
it for one very well-defined belief: That none of us who have had
opportunities to study this rather perplexing problem but believes
that the tax will not yield the return that has been estimated-25 mil-
lions-for many reasons but primarily three. Before I go into
them may I say that the Treasury has neither recommended nor sup-
ports-neither recommends nor supports-this tax.

I give you that for what it is worth.
There is a total of approximately $520,000,000 bet legally in Amer-

ica-that is the statistic in the reports that New York and the other
States submit-but the figure is more apparent than real.

That is a cumulative turn-over. None of us has proven sufifcient
mathematician to discover how much original capital is involved.

We have taken it up with higher authorities, and as nearly as we
can develop a formula, a little less than one-third of the total amount
represents fresh capital.

In other words, in total pools or handles, we find probably 30 per-
cent or 29 percent of that total figure to be actually fresh money in
your pocket. The rest is turned over in the six or seven or eight races
that are carded each day.

Second, California is no longer racing, and that means a drop of
probably one hundred or one hundred and five million dollars taken off
the top, reducing the total by that amount.

Third, we are convinced, by a rule of thumb, t',at the present tax,
which varies from 10 percent to as high as 15 percent, plus the
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breakage-I won't bore you with the details of breakage now-is as
high as the traffic will bear.

Some of us think-and this I must be frank enough to say to you isnot universally accepted, but in the great majority of instances it is-
that the median line is approached- at 15 percent, and after that is
passed the law of diminishing returns asserts itself.

We find this axiom: The more bet the more tax; the more tax the
less bet.

Florida-although the distinguished Governor of Florida is here
and is capable of speaking' for that State far better than I-k % casein pint.They imposed a tax that, after careful consideration, they thought

had reached their maxinium-their peak. It runs between 15 and
16_percent.

The returns this year were less than last year when the tax was only
percent.

senator CLARK. Do you mean the return in actual tax paid?
Mr. SWOPE. No, sir. I am glad you corrected me. That is very

important. I mean the total handled. Because the public will not
bet against too bad a situation.

In other words you can't raise the ante without killing the game, if
you gentlemen know what I mean.

Senator BARKLEY. That is not a term ordinarily used in horse racing.
Mr. SwoPE. By all sporting gentry, Senator, particularly in Ken-

tucky.
California had an alternative formula under which the State re-

ceived a total tax, taken out of the handle, out of the pools, of 12
percent.

Four percent of it went to the State; 8 percent of it went to the
tracks.

Santa Anita tried an experiment and reduced its take-its kitty-
to 6 percent from 8, and instantly the handle went up.

In other words, a man feels, I suppose, if I can speak for the players,
a greater opportunity of getting return on his investment if only 6
cents is taken out of his dollar than if 8 or 10 cents is taken out of his
dollar.

Now, when his resistance becomes active and he will no* longer
patronize the races, it is the conjecture, I believe, that that line has
been reached at about 15 percent.

There. are 22 States where betting has been legalized. Nineteen are
functioning.

The collections have been enormously profitable for the States.
It is a clean collection, such as I imagine the Finance Committee

wants in each case of taxation. We were taught in New York to
believe, under the doctrine laid down by the President of the United
States, that this subject lies definitely *Within the zone of State tax-
ability.

It would be obvious for me to point out an injustice exists in the
fact that the 19 States that do function under this pari-mutuel system
would be taxed and the moneys derived therefrom would be support-
ing States that do not give this privilege. Perhaps it would not be
amiss for me at this moment to say that we regard this as a special
privilege business, but one that pays heavily for that special privilege.
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The regions that include racing as one of their major sports have
shown a pretty steady increase, in spite of war conditions, and I think
it is safe to say that Mr. Randolph Paul, whom I am told is a dis-
tinguished tax expert., thinks there is some virtue in the system of
taxation, because it siphons off some of the money of the public pain-
lessly, unless they lose too much, and thus prevents that inflationary
rise that always follows too great a purchasing power.

I shouldn't like to press that point, because, obviously, by that
process, if you put the tax too high you would have nothing at all left.

Senator Grnzy. Do you figure that, if the tax is too high, that it
will drive betting to the bookmakers?

Mr. SwopE. If the tax on the track is raised to an exorbitant figure
you instantly develo bookmaking. The bookmakers can afford to
lay a point or two above the market, because they have no overhead
at all. Their business would be increased enormously and, of course,
they are quite beyond the reach of any taxation.

That was proven in New York in the old days, and proven again
in Florida.

Senator BARKLEY. They are not only beyond the reach of the law
but they are also beyond the reach of taxation and, of course, it is
difficult to regulate something that isn't-

Mr. Sworn (interposing). I needn't point out to experienced legis-
lators that that always promotes a criminal alliance between some of
the subordinate authorities and the pool men.

Senator CLARK. To the extent to which you legalize such as the
pari-mutuel system you put a premium on handbooks?

Mr. SwoPE. If the take is too high.
Senator CLARK. That is, I say, to the extent to which you put a

penalty on them?
Mr. SwoP. Yes, sir.
Senator CLARK. For instance, in our State racin is not legal. In

Illinois, right across the river from us, it is legalized.
A great many people go across the river to the race track at Fair-

mount, right across the river.
Despite that fact it is a well-known fact that there are % lot of

handbooks over there.
If you make too heavy a penalty on the legalized betting at the

track it throws that business largely into the hands of the illegal
handbook operators on our side of the river. People stay at home
and bet with them.

Mr. Swor.. You have put it precisely. I should like to give yoii
if I may, a fairly concrete illustration.

It seems incredible, but it is nevertheless true. A 15 percent tax
today, what with the incidentals, comes to about 19 or 20 percent tax,
because, of course, you have got your transportation to pay for; you
have got your food to pay for; you have got your companion-if you
are lucky-to pay for; and other items of outgo. Assume 20 perc'
would represent the tax upon capital, on a low minimum, of $300,0u0
a day-a pool of $300,000-then the take is $60,000. Therefore, the
group that goes to the track, on a 20-percent basis, with a hundred
thousand dollars in their pockets--according to my formula of one-
third of the total pool being fresh money-has $b,000 taken out u
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it by the operation of the tax in various forms, if he stays even.
Not many of us do. Do I make my point plain? Two-thirds has been
taken.

Senator BABKLEY. That would be only for I day; is that right?
Mr. SwoPE. Yes, sir.
Senator BARKLY. He went to the track on one day with a hundred

thousand dollars in their composite pocket, and it would take $60,001)
out of that. If that operated each day, they wouldn't be able to race
more than a day and a half until they would have it all; wouldn't
they?

Mr. SwoPE. That is exactly the operation of the kitty.
Senator TArt. 'What is the State tax in different States? What

does the State get?
Mr. SwoPE. Varying sums. I can answer that question with respect

to each of the States.
In New York the tax is 10 percent, of which the State gets-after

January 1 next year-6 percent and the track 4 percent.
Senator TAFr. That is what I mean. When you say tax, you are

using the term in over-all take?
Mr. Swoi'. Yes, sir.
Senator TArr'. But the State tax itself is 6 percent in New York?
Mr. SwoPr. Six percent, and the track gets 4 percent.
In California the total take is 12 percent, with the State getting

4 percent and the tracks getting 8 percent, sometimes only 6 percent.
In Florida the total take is 15 percent, with the State getting 8

percent and the tracks getting 7 percent and no breaks.
In Massachusetts the tax is 10 percent, with the State getting-I

think it is 3 or 4-let me look at this-31/2 percent.
New York and Florida tax most highly.
New Jersey-a new operation-is 10 percent, with 5 percent of the

pari-mutuel going to the State.
Rhode Island is 10 percent, with 31/2 percent on the pari-mutuel

going to the State.
We have just raised our tax in the State of New York from 5 percent

to 6 percent. I am not going to complicate this situation by going
into a mathematical dissertation on what they call the breakage, but
that is another source of income to the States usually.

Breakage is fractions over a nickel. S'me inventive genius dis-
covered that people don't like to be troubled with pennies. .

I personally have always fought for pennies in New York, but we
break to 5 cents.

All the States in America break to 5 cents, except West Virginia,
10 cents; New Hampshire, 10 cents; Michigan, 10 cents; Massachusetts,
10 cents; California, 10 cents; and Illinois, 10 cents.

The other 14 break to a nickel, and that amounts to about--out of
the pockets of the public again-almost 1 percent on a 5-cent break,
and on a 10-cent break almost 2 percent.

As a matter of fact, a 5-percent Federal tax would amount to really
a hundred-percent increase in the total tax imposed, because, as I
say. the average tax is about 5 percent for the States.

The States get a tax total of about $25,000,000.
Senator Guwy. What is the Illinois tax?
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Mr. SwoPE. You mean the division-10 cents, with 2 cents going to
the State, and 8 cents going to the tracks.

Senator BArxLxy. Is that 10 cents provided in the statute?
Mr. Swop. Yes.
Senator BARKLEY. And that divisibn is also fixed in the statute?
Mr. SwoPE. Yes, sir.
Senator BAiRxLEY. And that goes into overhead expenses?
Mr. Swofn. The overhead expenses, including the purses; the opera-

tion of the crews; the staffing of the track, and the printing of the
tickets and such.

The statute in New York reads, for example, that the entire money
shall be returned to the public, less 10 percent, which shall be with-
held, of which 6 percent goes to the general fund of the State and 4
percent goes to the track.

There are about twenty-five millions collected for the State treasury
from these various sources. This is inclusive only of horses; I know
nothin about the dogs.

We feel that the State uses a specific creative power to license the
tracks. I have never been able to see that the Federal Government
has such a right. It grants nothing. The State franchises these tracks
under very sharp regulation, and if the Federal Government were to
attempt to impose this tax I think it would be necessary to have a long
series of regulatory enactments to protect the Government's interests.
It would set the Government up in the business of being a partner in
a ga!,ibling enterprise.

New York and other States happen to be, but I don't know whether
the Federal Government is willing to be.

Senator BAJSLEY. Let me ask you about your estimate a while ago,
that only about a third of actual money is used in betting.

Mr. SWOPE. Yes, sir.
Senator BA1ILEY. Although the figure would show three times that

much money.
Mr. SwopE. Yes, sir. That is right.
Senator BAnsxrr. Let's see if we can illustrate it by a man going

to the tracks, say, with $30 in his pocket, and there are eight races,
or six or eight.

He bets on each race and he wins a little and he loses a little, and
at the end of the day he has still got $30, but he may have made $90
'worth of bets in the turn-over; is that right?

Mr. SwoPE. That is right.
Senator BARKLEY. So that this tax applies to the $90 that lie has

turned over, which is the same money he borrowed, instead of the $30
which he carried there and which he took away?

Mr. SwoPE. That is right, except that the $0 which he came with,
when it is turned over to $90 by being bet and rebet, and re-rebet,
has to come out of somebody else's pocket. There is no addition
to the first man's capital. It has to be taken from this gentleman or
that gentleman.

Senator BARKLEY. But the 5 percent is paid on the $90?
Mr. SwoPE. Yes; on the turn-over.
Senator BABRLEY. On the turn-over?
Mr. SwoPr. It is a turn-over tax.

1102



REVENUE ACT OF 1942 1103

Senator BARLiEY. Therefore the tax on that amount would be $4.50?
Mr. Swopr. Right.
Senator BARKLY. Which really is $4.50 out of $30; is that right?
Mr. SwoPE. Yes, sir.
Senator BARKLET. Of course, that tax couldn't come out of him if

he goes away with $30, and having come there with $30 he probably
has had some fun but hasn't made or lost anything, but that $4.50
comes out of somebody, and had to be taxed?

Mr. SwoPE. Yes; but his case isn't universal. He will have to have
had contributions, involuntary contributions I may say, from the other
fellow, because his $30 must have been increased. You must remember
in addition to 5 percent tax he pays the track as much more, and
additional outgoes for incidentals. There is no addition to the original
capital brouglit there.

Senator BAILEY. The race-track tax and the State tax in the pari-
mutuel consumes-only one-third of it is original money?

Mr. SwoPE. Fresh capital; yes, sir.
Senator Buxr. Isn't that the same thing with the United States

Government? We lay a tax of $22,000,000,000 a year. The money in
circulation is $10,000,000,000.

Mr. SworE. But, on the other hand, you are laying it on-
Senator BALLET (interposing). The point is the transactions. Now,

the actual circulation in the Uhited States is probably $500,000,000,000
in transactions. We base our taxation not on the new money but on
the total transactions, but you seem to complain here that this tax
relates to the total transactions, yet precisely all taxes do.

Senator BARKLEY. He brought that out before you arrived in illus-
trating a point that a 5-percent tax would not produce the amount of
revenue that is claimed for it.

Senator BAuLy. I am just showing how that would work. You
might figure that you couldn't get $22,000,000,000 out of the people
where the circulation is only $10,000,000,000, but we do, of course, have
a tremendous turn-over. Each possesses new money.

Mr. SwoE. Do I understand, then S.nator, that the doctrine of
taxation is to produce a second tax on the volume of turn-over?

Senator BILEY. It is based on the volume of business and not the
new money; that is all I am saying.

Mr. SworE. There is, unfortunately, no production of wealth in rac-
ing. It is a sport, a relaxation. I hope you regard it as such: Whereas
inbusiness enterprises at least you are creating the wealth from which
the Government exacts a tax.

It seems to me it would be very difficult to make a comparison
between racing and business. One is completely outgo and the other
is income on which you base your tax.

However, I will yield to your superior knowledge of the taxation
problem.

Senator BAILEY. I don't have any superior knowledge. I have been
greatly mystified by all this talk about antes and kitties.

Mr. SWOrE. We have a parallel to bootlegging that Senator Gerry
directed my attention to, and that is that the bookmakers will in-
variably flourish when the take is too high.

Some of the tracks, when the take is high, have tried it, but they
came down voluntarily.
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As I say to you, California made a voluntary reduction, almost un-
heard of, of 2 percent. There were some experiments in Michigan,
which now takes about 71/2 percent, all of which goes to the tracks,
but they place a daily license fee of something like $2,500 or $3,000 on
each day s program.

Racing represents, in its widest ramifications, about $160,000,000 of
investments, if I may be permitted to include the farm lands that are
utilizable only for the purposes of fodder.

In your State, Senator Barkley, the acreage, I think, is as high as
one hundred to one hundred and fifty thousand, which would normally
be thrown into agricultural produce, now used entirely for pasture.

Kentucky, of course, the cradle of the thoroughbred-and otherthings--

Senator BA"Kuy (interposing). It is not always a cradle.
Mr. Sworp. Racing this year as done surprisingly well in the face

of three great factors of embarrassment. acing as made a very
honest effort-I should like to leave that thought with you-to com-
pletely fit into the war program, by asking no special favors but pro-
viding the sport if the public wants it-and they do want it--as a
form of relaxation, that has curiously enough been maintained in
every warring country.

The gas rationing, of which you may have heard; the rubber scarcity,
which is about to be established; and transportation difficulties; have
caused racing to become extraordinarily attenuated, but the people
want racing, and they have gone in great numbers. They pay stiff
prices.

In New York we have a theory of paternalism, which protects a man
from himself, and you can't get in for less than $4.50 or $2.25, exclu-
sive of incidentals. It has gone well, because of the fact that it has
been, I think, honestly and reasonably run, and because there is a
thrill in the sport and a reaction to the thoroughbred that no other
sport provides.

There are about 175,000 people who get their living from it, and I
am very glad to add this: That none of us in racing is evading the
draft. We are either much too old-not to be too autobiographical-
or the jockies are much too young or too puny.

So we have done no violence to the draft.
I would like to say, in conclusion, that racing today is raising

$2,000,000 for the national relief, and that is like extracting back teeth.
Not that the producers weren't willing to give it, but racing is by no

means the Golconda that has been recently pictured. The States have
discovered that it is a lucrative source of tax, and they are getting
theirs.

We will raise the two millions. We have about $1,400,000 on the
line now, and we hope to be able to complete it before the snow flies.

Senator CONALLY. What percentage of racing is on the pari-mutuel
system rather than the old?

Mr. Sworx. All racing in America is now on the pari-mutuel system,
Senator.

Senator CONNALLY. All of it I
Mr. Swore. All of it.
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Senator COxiwALLY. That is, on a recognized basis? You don't
mean that there are no scrub races out in the country? You mean
recognized racing establishments on the pari-mutuel system?

Mr. SwoPz. There may be some quarter races, as between Squire
Connally and Squire Barkley, but no racing other than pari-mutuel
is permitted in America; even in amateur hunts.

Senator GurrEy. What about county fairs and trotters, Mr. SwopeI
Mr. SwoPE. I was not referring to trotters. Just the thorough-

breds. I could refer to nothing else in the present circumstances.
But even then, as Mr. Underwood can tell you, I don't believe there

is one State in the Union that permits racing without the pari-mutuel,
except at county fairs.

The total tax in New York, so far as we have been able to estimate
from the bureau of statistics we maintain there, that is paid, inclusive
of the income tax, runs to about $50,000,000. I should like to be
permitted to repeat that racing is eager to do its share in the war
and will assume any tax that it does not believe will be destructive of
the sport we are seeking to keep alive.

Any more questions?
Senator BARKLEY. I would like to ask you this, Mr. Swope' If the

levy of a tax, either State or National, should become so heavy that
there would be a diversion from what is legalized to what is not legal.
ized, would that in your opinion, bring about, if long continued, a
decline in the thoroughbred horse-the quality of a thoroughbred
horse--so as to affect that industry in the State where it is carried onI

Mr. Swora. I think it would kill it, because the race track is a lab-
oratory of the horse, and his breeding can be tested only by his racing.

Senator BARKLPY. His performance?
Mr. SwoPz. Racing has always had, as its concomitant, betting. The

race track itself could not live without betting, and the horse could
not live without the track.

Senator BARKLEY. That is all.
The CHAIRMAN. Thank you very much.
Whom do you have next, Mr. Broun I
Mr. BRoUN. Mr. Underwood has prepared a brief, and I think you

will find it very helpful.

STATEMENT OF THOMAS R. UNDERWOOD, LEXINGTON, KY.,
SECRETARY, NATIONAL ASSOCIATION OF STATE RACING
COMMISSIONERS

Mr. UNDERWOOD. Gentlemen, I don't know exactly the rules of the
committee.

I have a brief here with a good deal of detailed information in it.
If it is permissible to do it, I would like to turn it over to the com-

mittee without reading it or trying to get it into the record.
The CIATIMAN. That, is quite all right.
Senator BARKXY. You mean you would like to have it printed in

the record ?
Mr. UNDERWOOD. No, sir. I just want to submit it so that any

Member who wants to can make use of those figures.
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Senator BARKLEY. I suggest that it be distributed among the
members.

The CHAIRMAN. Yes. We will be very glad to distribute them.
Mr. UNDERWOOD. I might say-I don't know whether it answers it

or not-but the question that was asked Mr. Swope by Senator Bailey
about whether the Federal Government take in taxation is coming
from a turn-over amount of money: I think that is entirely different,
because the Federal Government's money that is taken out does go
back again where it can be taken out again, but the amount of money
that the Federal Government takes from the pari-mutuel pools will
not be put back into the racing pools, so that money will be absolutely
taken out of there.

In regard to bookmaking, it has been suggested that a high take-out
will drive betting to bookmakers. I don't think there is any doubt
about that, but there is another very definite step that would follow a
higher tax and a higher take-out, and that would be the reduction of
purses and stakes by the tracks.

We see sometimes a million-dollar day at a track-say a million-
dollar Derby day.

If 10 percent of that is taken, that makes a $100,000, which looks
like a tremendous amount of money. But if you subtract $75,000 as
the derby stake, why, you see, it doesn't leave so much, and the essence
of good Facing is to have races made for the purses--that is where
your regulatory problem comes in-and if those purses are cut the
better types of horses are going to start disappearing.

In other words, the stables that are supporting them will not be in
racing.

Of course, our State is vitally interested in that, and we believe that
the horse farms represent the biggest privately financed conservation
enterprise in the United States, and it is definitely of value to the
country; and thoroughbred lines are crossed to produce many types
of work, Army, hunter, and riding horses.

The profits of Keenland in Lexington are used for the study of
horse diseases, and the whole breeding industry is so related to agri-
cultural enterprise, livestock anti blood-stock breeding, in the country,
that there is no way to divide them, and it would be a very, very
serious loss to the country if that were destroyed.

I expect you gentlemen have heard the story about Henry Watter-
son, when hie had the custom of taking the money in the cash drawer
at the ('ourier-Journal, and was told repeatedly' by the cashier that
he would have to leave some note or word as to how much he had taken
so that she could keep the books clear.

She kept after him time and time again on it, and finally he agreed
lie would do it the next time, so the next time he just left a note and
said, "Took it all."

I think that these figures will prove that the State governments are
now undertaking to take it almost all, and they have in many cases
licensed racing for the purpose of getting State revenues. Obviously
they are taking all they can.

Senator BARKLEY. Let me ask you this question: Suppose that the
result of this tax-or any tax-is more than the traffic would bear,
and should result in a decline of the thoroughbred horse upon these
valuable farms now devoted to livestock, what would be the effect in
bringing about, to some extent, competition ii, the production of other
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agricultural products that those farms would have to produce in
order to live?

Mr. UNDERWOOD. It would simply invite, for our country, the fate
of the Dust Bowl.

That land that is in grass will grow mighty good tobacco, and no-
body is paying the people down there, who are growing that grass now,
not to grow tobacco. They are growing grass on it.

They are producing not only horses, but, on the same land, sheep
and cattle, and we have as many arguments there between the horse-
men who raise sheep and the horsemen who raise cattle as we do
between the trotting horsemen and the running horsemen, but it is
strictly linked with a tremendous agricultural enterprise, and this
country is now, today, the depository of the grett horses of the world
that have come here-Blenheim II, Sir Galahad III, Mahmoud-you
could just name them in a long string.

Not only must they furnish the blood lines for horses all over the
world in the future but also such stock farms must produce purebred
sires for all types of blood stock.

The production of all types of pure-blooded animals is linked with
the breeding industry-thoroughbred breeding industry.

The CHAIRMANw. Thank you very much, Mr. Underwood.
Who is next?
Mr. BRouN. Would you gentlemen prefer to hear Governor Holland

now or tomorrow morning I
The CHAMMAN. We thought we would finish this afternoon with

this subject.
Senator BARKLEY. Mr. Chairman, I want to make this suggestion:

That this brief that Mr. Underwood has asked be passed around, ought
to be printed as part of the record. It is not very long, and I ask
that it be made a part of the hearing record.

The CHAIRMAN. Very well. It may be incorporated in the record.
(The brief presented by Mr. Underwood is us follows:)

BRiFr SUBMITTEr BY THOMAS R. UNDERWOOD, LEXINGTON, Ky., SrCarTAT
NATIONAL ASSOCIATION or STATIC RACING COMMISSIONIMlS

The proposal of the House Ways and Means Committee for a tax of 5 percent
on pari-mutuel betting creates the illusion that revenue could be raised easily
from a nonessential sport for necessary war expenditures. If this were the case,
all who are interested in racing would be very unwise to offer any objection,
because nothing would go further to perpetuate and popularize ratIng and, In-
deed, to lead to its promotion and, perhaps, expansion during a time of crisis. Al-
realy nearly all profits from racing, and particularly of the big days at all the
tracks, are being contributed voluntarily to the war fund and are donated to
designated Army and Navy relief organizations.

Winning of the war must come first above every other consideration. Conscious
of this and unwilling to appear in the role of opposing any measure for the an-
nounced aim of assisting in the war program, racing and thoroughbred brqpding
Interests may be unwilling to offer the objections that they otherwis-e woiAd ex-
press to the adding of Federal taxes to the already high taxes the States now
impose.

FOR ANYTHING TO WIN THE WAN, BUT FAars SHOULD BE STUDIO

This attitude was well expressed In a letter by Beverley Braun, president of the
National Association of State Racing Commissioners and chairman of the West
Virginia Racing Commission, In a letter to Congressman Jennings Randolph, in
which he said:

"First, I do not want to be regarded either personally or as a representative
of racing interests In this State or racing at large, as opposed to anything that
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would affect the raising of revenue to carry on the war, but I do submit that there
are certain facts that should be taken Into consideration to the end that these
revenues may not be altogether destroyed by ill-considered legislation. I observed
from the press this morning that the Ways and Means Committee is considering
laying a 5 percent Federal tax on pari-nmotuel wagering at race tracks. I realize
that this committee Is charged with a very, very difficult job in raising funds
wherewith to take care of the immense obligations this Government Is committed
to, In waging an all-out offensive and defensive war and rendering assistance to
its allies, and that every possible source of revenue should be tapped for thIs pur-
pose. Notwithstanding, It seems to me that the Government might well over.
reach itself in laying taxes to the point whereby it destroys the source of revenue
not only to the States but to the Federal Government as well. Of course, the
revenue to this State has been materially curtailed by reason of the gasoline and
tire rationing, and other related activities, and this State will definitely feel the
loss of revenue from racing in the event Federal legislation is passed likely to
curtail this activity."

A year ago, when a Federal percentage tax on pari-mutuel wagers was proposed
to the House Ways and Means Committee, the objections to such a tax and
difficulties In connection with it were outlined in a bulletin by the National Asso-
ciation of State Racing Commissioners. This association for 8 years has compiled
tabulations on the total pari-mutuel turn-over of all the States having legalized
racing and of the State revenue therefrom. Th3 same arguments advanced a
year ago against the addition of Federal taxes on pari-mutuel betting to the
present State taxes still hold good, only more so.

GOVERNORS CONCERNED BY REVENUE LOSS DUE TO TRANSPORTATION

The other taxes, such as corporation and excess-proifits taxes and individual
Income taxes that are paid by racing associations and by their owners and by
the owners of racing stables and of thoroughbred breeding establishments, have
vastly Increased. The curtailment of transportation facilities has presented
such a problcm that Governors of some of the principal racing States in the East,
concerned over the prospective loss of revenue, have held a number of conferences
on that subject.

This curtailment also has caused anxiety to those endeavoring to raise funds
for war relief to such an extent that in a letter to Governor Herbert H. Lehman,
of New York State, Chairman Herbert Bayard Swope, of the New York State Rac-
ing Commission, also chairman of the Turf Committee of America that Is sponsor-
ing the war fund, Indicated a possibility of difficulties in this task when he said:

"At the moment, as you know, racing, under the leadership of the Turf Com-
mittee of America, which comprehends all of the ramifications of the turf, includ-
ing State commissions, the track operators, Jockey clubs, the breeders and owners
and trainers, Is engaged in a drive to raise at least $2,000,000 for the national
relief organizations, preferably the Army and Navy bodies. We will be able to
do this if there is no interference with the natural flow of the sport."

Another factor altering the situation from what it was a year ago is that
California has had a complete black-out of racing due to the defense program.
The State of Florida has increased its percentage tax from 3 to 5 percent, on
a sliding scale, to a tax of 8 percent and !"the breaks," which will bring the total
to about 9 percent. Clearly In so doing, Florida, whose taxing from racing go
partly to advancing the social-security program, in undertaking the highest taxes
ever attempted on racing, was endeavoring to find a source of taxes untouched
by the Federal Government and tax it to the limit It could possibly bear.

Also to be considered are the amounts of purses offered for horsemen, their
only income with which to maintain racing stables, which, despite Increased costs,
have not been advanced. This problem was emphasized by the recent "horsemen's
strike" over the size of purses at Suffolk Downs.

REABoNS WnT GOVERNMENT MIGHT BE "CAT HING BEAR BY TAIL"

From the statistics available, It is apparent to those who have observed closely
legalized racing over a period of years and are familiar with its details that:

1. There Is no chance of raising $25,000,000 annually in additional taxes from
racing.

2. A Federal tax of 5 percent eventually will "dry up" the revenues which
States are now receiving, which are of considerable valuo to those States receiving
such revenues but would not make a large item In the Federal budget.
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3 Any added taxes on top of the high taxes racing is now paying would drive
betting away from the tracks to illegal bookmaking channels, making any worth.
while regulation all the more difficult.

4. Federal corporation and excess-profits taxes amounting to millions of dollars
are now being paid by race-track associations and individual income taxes are
paid by their owners, as well as Federal admissions taxes which are paid by,
patrons.

5. While most other proposed tax additions are increases that would not involve
any change in taxing methods, a tax on mutuel betting would involve the Federal
Government in an experimental innovation requiring costly supervision and:
inspection.

6. Outstanding and widely known stables, whose familiar silks have made
American racing popular, and the best in the world would be inclined to drop
out, leaving the Federal Government seeking revenues from racing that would be
at the mercy of the racketeering and gambling elements that competent State
regulation has sought to eliminate.

TABULATION ON STATE 5KVM UES A"D PAM-MU TRN-OVas

Attached hereto is a copy of a tabulation, made by the National Association of
State Racing Commissioners, showing the pari-mutuel turn-over and revenue by
States for 1M4 from thoroughbred horse racing.

For 1942 these figures will be considerably altered, In view of the fact that
California has had no racing. Also, as noted above, Florida has increased the
State tax to 8 percent and the "breaks." The "breaks" are the amount between
what the return from the pool would be and the nickel or dime division that is
paid back to the bettor by the track.
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TOTAL AMOUNT XIM AND TXU IN UZC"AM W '"rUSH" MON E

In any calculations concerning the total amount bet on all American race tracks
it must be borne In mind that this is the combined total of the same money, passing
over and over again, through the same pari-mutuel pool or clearing house. It Is
run through the pool or totalizator the same way clothing is run through the
wringer, to be redistributed in full, except for the amount allowed by State laws
to be deducted. This deduction, or "take-out," amounts to approximately 10
percent, as an average, among the States whose provisions on the limit differ.
From this "take-out" the racing association must pay State licenses and the
amount required by the State government in taxes, which is 3 percent in most
States. The association also must pay the stakes and purses for which the horses
run also from the receipts of those deductions from the betting pools.

In the very illuminating report of the New York State Racing Commi.slon for
the year ending 1941 some very Interesting explanations are made in regard to
what constitutes "fresh money."

On that subject the New York State eport says:
"A rule of thumb that seems to cy Is to add the first-race

betting to the last; add to t the "take" of 10 and the breakage on
the entire handle and y reach a rough approximate

"If that rule is foo , we find that this year the first ra owe a total of
$8,000,000 bet; the I race shows $21,00 bet. Add to th .800,000 the
total take of $1s, plus the breakage 000, and the is about
$44,000,000. This unt is abutA pe t of I of $1g3,. . So, if
this formula Is t, about one- df the tal han is actually br t fresh
to the track. ratio ma e , for t wa ng money is bet d rebet
several times the conrof the d.

The figures en in th ork to NeV k's total w ring,
but If appli o the figures as hole show with
approximat $518,000,000 as the t a n t 11 mon that was
through the tels In 1941, If t ew ork ( on's con tion
is true this not yhalf a I on 4lars b Ily ut $171, ,000
passing th them nd * b Fib t and time in.

From th mount b tat o ap ately $21,000,000 in xe.
From this nt the cks a ow talk $35,000,000 annually rom
which they t pay t pn ho n, at about $17, .000
annually, an all the ex nis tcIs ow p thht
the Federal vernment addi in a )

From this It cbe seen that wouldd not ake IoAdyu l reb
"killing the goose t lays the W . k 4

For the States have legaliUed mZMfd where it is a sport this
type of taxation fur es a very effective sum In revenue g touches a
very limited area, restr chiefly to metropolitan centers. e money that is
raised from taxes on ra a great deal to tee as New York,
Massachusetts, Rhode Island, pamphire, aryland, Illinois, and,
before the black-out, California, bt Is possible to obtain from a
tax on pari-mutuel beftlng will not be a large item in the Federal Budget.

Although the Federal Government does not now receive taxes from percentages
on pari-mutuel wagering, it receives corporation and excespoinvts taxes and taxes
on admission&

A tabulation made on the basis of 1940 taxes showed that these amounted to
$3,102,3N54. In addition, the owners pay taxes on individual incomes received
from ownership of tracks.

In his letter to Congressman Randolph, Chairman BAun, of the West Virginia
Racing Commission, wrote:

'The Federal Government, as you of course know takes a very large part of
the proceeds of these tracks In the way of Federal inme taxes, and In addition,
taxes on admissions and various things sold and disposed of by the concessionaires.

"To illustrate, taking the small track at Charles Town in this State as an ex-
ample. I quote from a letter written me on February 23, 1940, by Mr. W. E.
Venable, auditor of the Charles Town Jockey Club, Inc.:

"'From the standpoint of earnings, the year was a very good one ($228, 91),
but that is before the income taxes have been deducted. From the surplus account
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in exhibit B you will see these amounted to $112,48563 for 1941 and additional
taxes of $6,664.63 for 1940, making a total of $119,150.46 for the Jockey Club to
pay, in addition to which Mr. Bolye and Mrs Boyle will pay $95,914.81, or a total
of $215,065.27 for the year, which just about takes all of the earnings of 1941.'"

In 1941, when the subject of a Federal tax on Incomes was raised in Washing-
ton. Charles F. Adams, president of Srffolk Downs, submitted the following inter-
esting table of income statistics for the year ending March 1, 1941, for the
Eastern Racing Association, Inc., owner of Suffolk Downs:

Eastern Racing A48ociatiott, Inc., income statistics

Operating profit before taxes ------------------------------- $1, 513,299.06
Payments to State:

3/! percent of handle ----------------------- $785,647.87
r0 percent of breakage ---------------------- 162, 11'83. 16
Ansocintion license fee ----------------------- 24,000.00
R ,gistration and licenses ---------------------- 4,215. 00
Forfeitures ---------------------------------- 475. 00

Total --------- ; ---------------------------- 977,321.03
Other tax payments:

Real estate:
Boston --------------------------------- 7 3, 048 46
Revere -------------------------------- 36,326.40

Massachusetts excise ------------------------- 8,500. 00
Federad capital stock ------------------------- 6,241. 40
Federal old age ------------------------------- 3, 519. 87
F 'deral admissions tax ---------------------- 45, 125. 64
Federal income ------------------------------ 95, 893.68
M.-issachusetts unemployment ------------------ 9, r3. 63
Federal unemployment ------------------------ 1,055.97

Total ------------------------------------- 279,210.05
Grand total tax payments ------------------------------ 1, 258, 531.08

Net profit after taxes ----------------------------------- 25,767.98
NoTM.-FIve-siXths of operating income used for t4xes one-sixth of operating income

available for stockholders. (The stockholders had to pay individual income taxes on what
they received in this form.)

]UGHER "TAKES" AND TAXES MiOwT INVITE BOOKRAKINO

The theory of legalized and regulated racing, with betting permitted only
through the pari-mutuel machines, is to make the wagering feature incidental to
the sport although the "take-out", from this source must furnish the money for
purses and operations.

Illegal betting, of course, takes place covertly away from race tracks and
neither the States nor the tracks receive any income whatever therefrom. The
theory on which the amount of take-out possible must be figured must take
into consideration the law of diminishing returns and the fact that all the betting
whifh is now conducted legitimately and is controlled can be driven into Illegal
bookmaking channels.

If thls is done the stables whose silks have stood for sportsmanship in American
racing for many years would be less and less In evidence; leaving racing at the
mercy of the racketeers and gambling elements.

GREAT CONS]MVATION ACTVrII'-MANY ACRES NOW IN ORASS

The thoroughbred breeding Industry is now America's greatest privately
financed conservation enterprise. For producing thoroughbred race horses there
are now in grass more than a hundred thousand acres in Kcntuky and Virginia
and a few other States in the East and many more in the Western States.

This land Is being withheld from the cultivation of other crops, principally
tobacco, of which there is a surplus. No Federal benefits whatever are paid
on keeping this land out of production as a vital national resource. If this land
were turned back into the production of crops now it would contribute to over-
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production and greatly complicate the problem of crop control for the benefit
of the farmers who already have serious price problems.

Only recently leading authorities on conservation have warned of the reduc-
tion in wildlife by the reclamation of swampland, which destroyed their natural
habitations. It would be very unwise to invite the fate of the Dust Bowl for
this land that is now in grass and that in some instances has never been turned
to a plow.

At the present time, at the request of the Federal Government, hemp and
hemp se d are being grown upon a considerable scale on those horse farms. This
is (lone at a figure less thun could be obtained by producing tobacco or horses.
Sheep and cattle graze on much of this land, the wool output being a very
essential var enterprise.

There are now 178 active thoroughbred breeding establishments in Kentucky
on which there are advertised thoroughbred stallions and quite a number 6f farms
on which there may be one or two mares as a sideline to other types of farming.
California, the second most active breeding State, has 127 such farms and
Virginia has 85; Illinois, 47; Maryland, 71; Ohio, 38; Texas, 98; New Jersey, 9;
New York, 6; Massachusetts, 10; Tennessee, 8; Pennsylvania, South Dakota,
New Hampshire, and Wyoming having lesser numbers.

While there are no statistics covering the total number of thoroughbreds foaled
within the yrar on the 742 farms, the Jockey Club, with offices In New York City,
registered 6,458 thoroughbred foals in 1941.

The following summary Is contained in the report of the New York State
Racing Commission:

"OTHER vALUzs TnVOLV]D

"Thoroughbreds in this country include about 650 stallions; 12,000 mares,
10,000 head of young stock and about 25,000 in training. Additionally, there are
p)lo mounts, remount stallions, thoroughbred chargers, etc., coming to a total
of perhaps 9,000 head.

THOUSANDS S LIVE ON THE TURF

"About 20,000 farmers are required to raise the hay and oats needed for thins
stock.

"It is estimated that a staff of 10,000 Is required to run the stud farms.
This number, added to 4,000 trainers, 1,500 Jockeys, 15,000 exercisers, swipes,
hostlers, etc., plus 5,000 other employees such as mutnel m-i'hlne operators,
police, tracknien, et al., gives a total of something less than 60,OCO wage earners
kept going by the turf.
"If each represents a unit of 4, we have 224,000 men, women, and children

dependent upon the racing industry for their livelihood. The pay roll of the
turf is between fifty and sixty million dollars a year.

"The value of the farms, counting only those exclusively used in the pro-
duction of thoroughbreds, is $20,000,000.

"The value of the race tracks In the United States Including stalls and all
exercise tracks and all other accessories is $75,000,000.

"The value of race horses Is $55,000,000.
"The value of the farm lands used to produce the food Is $101000,000.
"This is the break-down of the estimate of $160,000,000 as representing the

investment in the complete racing establishment of kineries.
"There are about 50 tracks in America of a mile or more in size. Reports

show that there are as many more half milers."

HORSE BREEDING E IMENT STATION FOR ALL BLOOD OtCK

Horse breeding and racing perform noteworthy service for thie Government
in other ways. They serve as pace selters and virtually nn experiment station
In the science of selective breeding, the principles of which tave been applied
to all other types of livestock. The thoroughbred horse was the first purebred
animal put to the service of man, and the breeders of the other types of
fine livestock which we have today copied and followed the technique which
was the result of countless experiments conducted by the thoroughbred horse
breeder.

Thoroughbred horse breeders have been leaders in the study of diseases which
attack livestock, and now they are making it possible to serve mankind In
another way. Dr. John MacLeod, a member of the staff of the anatomy depart-
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ment of Cornell Medical College at New York Hospital, has just completed a
month's stay in the horse-breeding section of Kentucky In the interest of further-
ing his work on sterility. He set up a laboratory at one of the large farms and
studied the cases of stallions known to be sterile. He said thut his hero would
greatly benefit the work of his department with human anatomy. He referred
to the horse-breeding section of Kentucky as "a vast natural laboratory which
will serve mankind greatly if its resources are properly taken advantage of."

Aside from the loss that will befall thousands of persons who depend on
horse breeding and racing for a living, any setback to racing and breeding will
deprive this country of a place in the production of blood stock that has taken
it scores of years to reach. In this connection, Mr. Arthur B. Hancock, oue of
tir most successful of our horse breeders, has written:

"It has taken about 300 years to develop the thoroughbred horse to the present
time when we are producing animals like Man o' War, Equipoise, Gallant Fox,
-Omaha, Whirlaway, Alsab, and the like. In my opinion, a few year's cessation
of racing in the United States would undo most of the work that has been done
by the thoroughbred horse breeders of all times and all countries.

"Due to the misfortune of war in England and in Europe, the United States
has been able to acquire many of their best stallions and mares until today we
have more great ones than any country in the world, and are in a position to
produce the best horses of all time."

OGEAT HORSES ARX GIVEN TO UNITED STATES REMOUNT SERVICE

It is proper to add that the improvement of all light horses, such as are used
in our Armed Forces, and on farms for the lighter kind of work, has been due
largely to the infusion of thoroughbred blood.

The Army horse-breeding program, through the United States Remount
Service and the purchasing divisions that have been established, shows the
need for thoroughbred horses for cavalry and general Army use, and If tire and
gasoline rationing becomes more extensive many more horses will be needed for
all purposes, especially on farms.

The contributions of horsemen to the Remount Service are already well known.
Col. E. P. Bradley has given 35 stallions, including the Kentucky Derby winner,
Behave Yourself, to the Remount Service. Joseph E. Widener, owner of Etten-
dorf farm, recently gave Plowshare, a full brother to Stagehand, to the Remount
Service. He had previously given several other stallions. William Woodward
gave Alcazar, the sire of Apache, to the Remount Service and he Is now at Front
Royal, Va.

It Is generally agreed that half-breed horses by thoroughbred sires are superior
for many light-horse tasks such as polo, hunting, cavalry, and general farm use.
A reverse of this Is being planned by the Thoroughbred Club of America in Its
program to have thoroughbred mares given to 4-H Club members in foal to draft
stallions and jacks to increase the work stock on farms.

The Keeneland Association at Lexington, Ky., gives its profits for studies of
animal diseases and pathology by the University of Kentucky.

The CHAIRMAN. All right, Governor.

STATEMENT OF HON. SPESSARD HOLLAND, GOVERNOR OF FLORIDA

Mr. HOLLAND. Mr. Chairman and Senators, I dislike very much to
trespass on your time when it is so late. I have already missed my
afternoon train, and I could stay over until tomorrow morning if you
would prefer.

The UHAIMAN. We have a full day tomorrow.
Mr. HomLt. I will be governed by your convenience.
The CHAMMAN. You may proceed.
Mr. Hoiday. This is a subject matter which, as is already appar-

ent, has many different ramifications and points of view-not only
that of the businesses that are involved, both the racing businesses
themselves and the business of producing fine purebred horses, but
it also has the question involved, which brings me here, of the effect
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upon the fiscal policies of the States which have racing legalized and
which have woven racing into their fiscal picture, so that-at least in
the case of Florida-it has become a very, very vital part of the entire
picture.

I would like to say, in the first place, that nothing but that fact
would bring me here, when I know that you are puzzling in every
way that you can to raise war revenue, and nothing but my feeling,
in the first place, that here is a field that, by its very nature, should
be left to the States, and in the second place, that the imposition of
this tax would leave my own State in a critically harmed condition
as to its financial policy.

Nothing but those two convictions would bring me here before you.
In the frst place, on the general question of the nature of this held

of taxation, this is a business which operates in no State as a matter
of right, but operates under special license, franchise sufferance, by
States which have found that, in the judgment of those States, the
sport is one which they feel will add to their attractiveness as a whole.

Not nearly all of the States have so found, and only 19 are now in a
position of operating legalized racing. They are affected in varying
degrees.

I believe that no State is so heavily affected as the State of Florida,
by which I mean not that the State of Florida has the largest total
take in dollars, but that the total take which we have in Florida from
racing represents a larger proportion of our total budget than is the
case in any other State.

I make that statement as a matter of absolute fact, reserving only
two States-New Hampshire and Rhode Island-and I reserve them
because I don't have the figures as to their entire budgets.

The amounts which they take out of racing in each case are about
a fourth of that taken by the State of Florida, but I don't know how
their entire budget wouldcompare with ours.

Senator BAILEr. What was the amount of revenue from racing?
Mr. HoLAwD. $4,390,000 represented receipts in our State from

racing in the 194142 season.
Senator BAILEY. What is the total. revenue from the State?
Mr. HOLLAND. The total revenue from the State, exclusive of such

funds as unemployment compensation and funds like gas tax, for
road maintenance only, is about seven times that. In other words,
this is about one-seventh of the total revenue of the State, excluding
funds of the type I have mentioned, and that includes the three gen-
eral classifications of funds which are general, operated under our
taxes: (1) The general revenue fund, under which we pay general
operating expenses of the State; (2) the State welfare fund under
which, when it is augmented by Federal funds, it pays old-age assist-
ance, aid to dependent children, aid to the blind, and so forth; and (3)
our State aid to the school system, which is on an $800 per instruc-
tion unit basis covering the entire State.

Those are our three largest operating State funds, and the total of
them is about $28,000,000-between twenty-eight or thirty million
dollars-making the total that we derive from racing about one-
seventh of that total.

Senator BAuIEY. Do you have a sales tax?
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Mr. HoLwmZW. We do not have a sales taxi and, since you bring up
that point at this time, although I had saved it for a later time, I want
to say that, while our situation may not be representative of that of
oher States, each State is bound, in is own judgment, to determine the
policies which best suit its businesses and its people, and under our
set-up we have followed the policy of segregation of various sources
of revenue so as to admit of as few duplications of taxing power
against the same source as may be possible.

For instance, the State has entirely abandoned the field of income
taxation, leaving that to the Federal Government; that is by consti-
tutional provision.

Likewise, we at one time entirely abandoned estate or inheritance
taxation and then amended our constitutional provision simply to ad-
mit of the taxing of estates in the identical amount that the Congress
of the United States might allow from time to time as a credit to tax-
payers of inheritance tax upon their Federal inheritance tax.

Likewise, as a matter of State policy, we have never favored, and we
have never adopted, a consumers' sales tax or a general sales tax of any
kind, and have stayed away from the nuisance taxes customarily
found, such as cigaret taxes, cosmetics taxes, moving-picture taxes,
soft-drink taxes, and the like, feeling that those taxes can best be han-
dled on a Federal or Nation-wide basis.

Then, as an additional matter of our segregation of tax sources, the
State has relinquished, by constitutional provision, any right to receive
property taxes from real estate or from tangible personal property.

Those sources are reserved for taxation by the counties, the dis-
tricts, and the cities, and that leaves the State dependent upon excise
taxes, privilege taxes, and taxes that fall within that general classi-
fication for operating expenses.

So that, in our condition, we would have to replace this $4,390,000
under our constitution, by taxes which would single out some forms 0f
business, at a time when most of our businesses are gasping for air
anyway, just like they are in the other States, and they are willing
to take their share and to carry their part of the burden, but the idea
of trying to place nearly four and one-half million dollars more, in a
State the size of ours, upon some business or group of businesses, by
an additional privilege or excise tax, is one that is not only quite
abhorrent to me but, because of the method of distribution of this par-
ticular tax, it is impossible of accomplishment in our State without a
constitutional amendment

When the race tracks were first legalized in the State of Florida,
it was done under the theory that race-track revenue could be divided
equally among all the counties--we have 67 counties-and that pro-
vision was written into the racing law.

Shortly thereafter, upon a test of a similar provision affecting cer-
tain gas taxes, our supreme court held that that was an unconstitu-
tional basis of distribution, because it allowed a county like Dade,
with nearly 300,000 people only, the same amount as a county like
Glades with only 150 people, and without any relation at all to the
amount of thetax that came from the people of the respective counties.

So, in order to meet this situation on the race-track proposition, it
was necessary to offer for adoption by the people-and the funds were
in the meantime impounded; it led to a very great feeling and big
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battle in our State---a constitutional amendment which was incorpo-
rated into the constitution at the general election in November 1940,
and which determined that all or any part of the funds derived from
racing might be divided, in the judgment of the legislature, equally
between the 67 counties, and all of the old tax-the ,.x that existed
prior to the 1941 session of the legislature-was divided on that basis,
and that amount is still divided on that basis, because the new taxes
set up in the 1941 legislature, to which I shall refer in a moment, guar-
anteed that the counties would not be hurt in their participation in
this fund which would be equally distributed among them by this
new added tax or take.

Senator CONALLY. Are these tracks located mostly at resort places I
Mr. HOLLAND. Mostly at resort places. Most of them at Miami.
Of the nine dog tracks, six are at Miami, one at Hollywood, one at

Orlando, one at St. Petersburg. As you see, most of them are in the
resort areas as well.

I brought for insertion in the record printed copies of the consti-
tutional amendment, which leaves us in the position where, if we had
to try to undo the damage done by this thing, that we think would
be done, we would have to proceed first by the submission of a con-
stitutional amendment-a rather laborious process under our constitu-
tion-and it would require more than 2 years' delay before we could
put ourselves in a position to undo the damage, so that the point is
illustrated, which I made in the beginning, that here is a matter which
peculiarly belongs to the local communities which have thought fit,
in their judgment, to set up and legalize racing.

In our State it is not only regarded as something that the State can
set up, but it is even left to the local option of the county affected,
and no racetrack can be set up until the county, by a local optional
election, has legalized racing for that particular county.

So here we have a fund which in our State has become a very im-
portant part of the total income of the State and which by its dis-
turbance at this time would leave us-at a time of great difficulty
as we all are, all the States-leave us with an impossible problem oi
solution, impossible of solution at least until a constitutional amend-
ment could be submitted and passed, upon which, as I say, now would
require 2 years under our State constitution.

Senator LA FoLLmrr. What effect so far has the rationing of gasoline
had upon your State revenues, if any .

Mr. Hoti.xD. It has had a tremendous effect, and we are not here to
complain about that.

Senator LA Fouxrr. I thought it bore some relation, if you are
suffering under a loss of that revenue, if you felt that you are suffering
an additional loss in contemplation of this proposed tax.

Mr. HoLLAND. We are, and I am glad you asked the question.
Last month the State of Florida suffered a loss of $586,000 of its

gas-tax revenues, as compared with the same month a year ago, which
is a very heavy loss.

In addition to that loss, while I am on that-and which we are not
mentioning here, because we realize we have got to take our licks on
the chin, just like every other State-we have suffered a heavy loss in
two other places where our State revenue comes from as a result of
the war already, and we will probably have more.
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One of them is from our documentary stamp tax. Our documentary
stamp tax, about half of it, came from stamps that were used on re-
tained-title contracts and chattel mortgages and the like, in connection
with the sale of automobiles, radios, Frigidaires, washing machines,
and all of those things, which have been banned by the war program,
and we have taken a heavy loss there.

In addition to that, one of our other heavy sources of State revenue
is an excise tax on electric current, and, of course, we happen to have
around 2,000 miles of shoreline, and all of our cities except one or
two are located on the shoreline, and all of them have been dimmed
out, and, while I don't have the exact figures, I do know, from personal
conference with the heads of the two largest companies in the State,
that we will suffer a tremendous loss there.

That tax is payable annually, in February of each year, so there is no
chance yet to see how great that will be.

With those losses, and others, already sustained or facing us, it
seems to me that this matter, which after all depends on the grace
of the State--our State or any other-as to whether it exists, and
exists only in the form that is permitted by the State law, this
matter, it seems to me, is a matter which should be reserved to the
States and subjected only to their taxing powers.

Senator BAILEY. Do you have an income tax?
Mr. HOLLAND. No, sir. We have a constitutional provision ban-

ning income tax.
Senator BAILEY. State tax or inheritance tax?
Mr. HOLLAND. None except what is allowed by the 1928 act-I

believe it is--as a credit on Federal tax.
We had, prior to that time, if you will recall, an absolute ban on

any inheritance tax, and after Congress had passed a law allowing
an 80 percent credit upon the then payable tax, it took us 3 years to
amend our constitution so that we could get ours in shape to claim
that credit.

Senator BAILEY. How much did you get, say in 1940, from the
W. P. A.?

Mr. HOLLAND. I am not able to answer that, Senator.
Senator BAILEY. What is the national contribution to social

security?
Mr. HOLLAND. We were treated generously, and the Federal Gov-

ernment in general has treated us generously and fairly, but at the
same time I don't know how they could undo the damage which I
think would be done by this measure, because they can't change our
constitution, -and they can't replace these funds if taken out.

Now, the added 5 percent take which was added as against horse
tracks in the 1941 legislature, and which made available over $2,000,-
000 last year, over and above what we had received before that-
that is included, however, in the $380,000-that goes to old-age assist-
ance and, of course, is matched by a similar amount from Federal funds.

I can't think of anything in our State just now where we would
with greater reluctance retract our program, diminish benefits, than
in the case of the aged, who are about the only people in our State
who can't work now, because we haven't got any need of any conse-
quence at all now for taking care of the unemployed in our State,
because we have so very much of the activities going on there now,
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enabling people who havo been unemployed to be employed, but. if
we are hit on this racetrack business in such a way as to diminish or
to knock out this fund, I call attention again to the fact that something
over $2,000,000 of it, that goes to the counties, can't be replaced in
the way that it is now distributed, and more than 40 of our counties
get 40 percent or better of their entire operating expense from this
money which they get annually out of this even split; that can't be
done until a constitutional amendment is passed.

As to the nearly $2,000,000 that goes to old age, why, of course,
we are left there where we just simply have to transfer that to some-
thing else, which I presume we could do, but which means hitting
business somewhere.

I wanted to file here in evidence this map prepared-
Senator BAILEY (interposing). Did you have a surplus or deficit at

the end of your last fiscal year?
Mr. HOLLAND. We had a surplus of a little over $800,000. We are

operating on a balanced budget and we are trying our very best to
stay in that condition.

I had the State planning board prepare this map illustrating-and
I won't take your time to go into it in detail here except to tell you the
substance of what is shown by it-how each county of our 67 depends
upon this even split, this even break, out of something over two million
of the race-track money.

There are many counties, of course, which are affected in a negligible
way..

Such counties as Duval, where Jacksonville is, or Dade, where Miami
is, which represents only a small part of their total budget, but there
are. 40 counties or more as to whom 40 percent or greater-and it goes
up to 80 percent, on some of the smaller counties, of their entire operat-
ing budget, of their general county fund spent by their county commis-
sioners, or 40 percent or more of the same fund for schools as spent
by their county school board, or both, in some cases, comes out of this
particular even break of the racing revenue.

Senator CONNALLY. What part of the money do you give to the coun-
ties?

Mr. HOLLAND. We give to the counties the revenue which was opera-
tive before this new act was passed, and that comes out to something
over $32,000 per county per year.

Senator CONNALLY. I know, but it is a State tax: you don't give it
all to the counties, do you I

Mr. HOLLAND. No, sir. We give to the counties the entire tax that
was levied before 1941 legislature. At that time the entire taxes levied
were 3 percent of the amounts wagered at both classes of tracks, both
horse and dog tracks. The last legislature added 5 percent tax on the
horse tracks.

Up to that time the complete take against money wagered at the dog
tracks had been 15 percent, of which 8 went to the State and 12 went
to the track.

At the horse tracks it was 10 percent, of which 3 went to the State
and 7 went to the tracks.

We added on 5 more at the horse tracks, making them a total take
of 15 plus. By the way, the breaks, which we also take now, and that
last tax added on, then, is what goes to the old-age fund, Senator,
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whereas the entire tax as levied prior to 1941 still goes to the counties,
and in order to reassure them that they would not be hurt by this last
tax added in 1941, we guaranteed their continued receipt of the amounts
which they had received in the last year prior to that, out of the general
picture, which figures to thirty-two or thirty-three thousand dollars
per county per year.

Senator BAI LEY. Your last act practically doubled the amount the
State receivedI

Mr. HouLAND. Yes, sir.
Senator BARKLzy. And that means that practically half of what

you now receive goes to the counties?
Mr. HOLLAND. That is right.
Senator BAiRKLEY. And the other half remains in the State and is

devoted to the old-age pension?
Mr. HOLLAND. That is right. That is an approximation of the

picture.
Let me say at this time that the question of what is the heaviest

tax that the traffic will bear is something that I won't presume to say,
except that, in our State, from the beginning of our legalization, we
have assumed that this was a type of business which should be taxed to
the point beyond which it couldn't be taxed without destroying its
prosperity or its chance to live fairly, and so, as we believe strongly, we
have taxed up to the saturation point at this time. Some of our
good people think we have exceeded that point.

Mr Swope who has preceded me, is of that opinion. I don't share
that opinion, but I think it is a debatable question.

Certainly we have gone to the ceiling of taxation, as we regard it,
and we did sustain some losses in this last year as compared with prior
years.

Senator LA Foumrn Is any part of that due, Governor, to a lessen-
ing in the tourist business?

Mr. HOLLAND. Some was due to that. You see, our season was on
just when Pearl Harbor came--followed it immediately.

Some was due to the fact that gas rationing was put on right in the
midst of our season, and then, as dim-outs began to be ordered, some
people began to be fearful and thought we were about to be bombarded
or bombed at any time, and they left.

Some of it, in my judgment, is due .to that, but it is at least a
debatable question.

Coming back to the point I first made, it seems to me that here is a
business which each State must judge, as to how heavily it can be taxed
and still live, and that each State has tried to do that in setting up its
tax.

I believe I have discussed this subject frequently with other legis-
latures, with other Governors. I was a member of the State senate in
Florida for 8 years prior to the time I became Governor. I discussed
it with Governor Saltonstall, with Governor Blood, with Governor
O'Conor-the Governors of other States affected-and they all agree
with me: (1) That they will be badly hurt; (2) that it is a matter pecu-
liarly within the purview of State taxation; (8) that in each case they
have woven the revenue which they have become accustomed to receive
from this source into their entire fiscal picture and it would cause grave
hardship on them to have the thing destroyed, or practically so, at
this time.
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As to whether it has been destroyed, I don't know, but I do know
that the racing people are confronted with the gravest kind of prob-
lems, irrespective of this:

The local transportation problem is grave, the general transporta-
tion problem, in our case, is very grave, because as already brought out
by you, Senator, our tracks are largely in tourist areas, and then in
addition to that, the tracks which operate at night are affected by this
dimout regulation, so that they have any number of problems which
are heavy problems, and they are showing excellent spirit. Without
exception they are willing to try to-even though some of them think
they are going to take a loss this year, without this added 5-percent
tax-and I want to say my hat is off to them. They are showing a
splendid spirit in this thing, so far as those tracks in Florida are con-
cerned-but I believe that to add this particular hardship now would
just be killing the goose that laid the golden egg, not helping the
Federal Government, and hurting us very badly, and I know from
talking to these other governors, that they are of the same opinion
with reference to their own States.

I talked to Governor Johnson at the Ashville Conference of Gov-
ernors on this same subject.

Gentlemen, I am taking too long, but I would like to mention one or
two other points.

One of those points is that this act runs right into a problem which
we found last year is a grave one, and which in my judgment would
completely defeat the intention of those well-intentioned gentlemen
who wrote this provision into this proposed law. Incidentally, they
are not in.the Treasury, I don't know who put it in there; but that is
the problem of the bookies, as I mentioned a little while ago. When
we added the 5-percent take on the horse pool, at once the bookie
problem, which had already been grave enough, became infinitely
greater.

We set up not only a large number of inspectors under the racing
commission, but I had private inspectors that nobody knew about ex-
cept myself, because I felt like, when the racing people were trying
their best to meet a situation which they thought was a grave one,
that the least I could do was to try to free them from the bookie evil,
and I think that they would say that we came as near doing it as was
humanly possible.

However, we had a limited area, not comparing in population or
extent with the situation, for instance, in greater New 4ork or Balti-
more or greater Boston, or any of the other metropolitan areas where
racing takes place, and we found that it was a tough problem, with the
State on the job there and with a stake in it.

Now, under this condition here, as this is drawn, the Federal Gov-
ernment would have no right to take a tax against the bookie. He
doesn't operate a pari-mutuel, he doesn't have a totalizator.

On the contrary, he makes his own odds-they are better than the
pari-mutuel and the totalizator odds, because he doesn't have the ex-
pense that they have.

You don't make that illegal. You throw every inducement on tak-
ing the funds out of the pari-mutuel and reducing the funds, to your
own hurt and to the very great hurt of the States that would be
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affected, and in many of the cases of the other States those bookies
could operate just as well across the State line.

I could show you that, in thinking of the tracks, you would think
of those conditions as within the State itself, where the track is
located, due to the smaller size and the closenhess of the State lines,
in the case of many of the other States that have racing.

In my judgment that problem, the problem of putting a premium on
dishonesty, and of throwing this thing to the bookies, would irn ad-
vance doom this program to failure, and at the same time strike a
very grave blow at the States, because, in order to get any revenue
out of it, the States have got to have those bets carried through pari-
mutuels.

The amount involved with us-$4,392,000--nd the method of- its
distribution are sufficient to make this problem one of the gravest
with which we have been threatened, and if I didn't feel it would be
highly destructive to our situation I wouldn't be here to plead the case
of the State of Florida and the case of decent racing as well as of
the industry of breeding which lies behind horse racing at this time.

To us the imposition of this tax would mean a grave calamity, and
we don't think it is fair, because it is just like pickinig out-tor in-
stance, suppose you had a sales tax written into this bill, and you
picked out the product of our citrus groves but exempted the prod uct
of the apple orchards or some other agricultural industry: it hits a
few States; it hits them in a hurtful way; it hits them in a field
where they have already, in their own judgment, rendered a verdict
as to how much tax the traffic will bear and they have imposed that.

Let me say that that rate is a differing rate in various States.
In our State, for instance, we depend largely upon the tourist

industry.
People are there at the tracks just a few days, and move on.
Likewise, they are there in a playtime mood, and generally with

considerable money in their pockets to attract its playing.
To residents, night after night, for the whole season, there is an

entirely different situation, and we have seen that situation worked,
and we have seen the contrast, for instance, between the horse tracks,
who play to the tourists, and the dog tracks, who play to our own
people.

Now, as to what is the maximum tax that can be fixed is a varying
matter in varying States and I think that the legislatures of those
States, and the people o# those States, have in each instance that I
know anything a ut tried to fix the rate of taxation at the rate which
they think is the highest that the traffic can safely bear and the business
go ahead in a decent and profitable way.

Feeling that way about it, naturally I could do no less than come here
and state this situation to you gentlemen.

Senator BAnxre. What do you derive from the sale of liquor in
your Statef

Mr. HOLLAwD. Last year, $5,900 000
Senator BALy. That is through licenses?
Mr. HoLLAND. Through stamps and licenses. That beverage money

is included in two of the funds that I mentioned to you awhile ago.
One of them, the first $3,400,000 of old age comes from the beverage
tax, and the rest the school fund. The rest of that goes into the
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school fund. That is not an added amount to the amount we men-
tioned awhile ago.

Senator BAILEY. Take out your race-track tax and your liquor tax
and you would run the State on that $3,000,000?

Mr. HoLuAmN. We would run the State on about $12,000,000, plus
what we put into the old-age pension, which isn't strictly operating
expense of the State.

Senator BAILEY. You wold get at least ten million from income,
wouldn't youI

Mr. HOLLAND. That, of course, would depend on how heavy the
Federal income tax was, and what our experience was under it.

Senator BAILEY. North Carolina got twenty-two million last year
from income?

Mr. HOLLAND. Yes, sir. Each State, of course, has determined its
own fiscal set-up, and unfortunately with us the power to adjust ours
to a new situation, in the case of this particular tax, is so delayed-it
takes so long.

Senator BAILEY. So far as the merits of this question are concerned,
I will dismiss that part of it, but in times past, when we let each State
determine its own tax policy-we can't accommodate ourselves to the
State policies.

Mr .HOLLAND. So far as Florida is concerned, it has shown its will-
ingness to recognize that other governments have to live.

It has left inheritance taxation; it has left income taxation: it
has left sales taxation; exclusively to the Federal Government-sales
tax in all its ramifications.

Senator BAILEY. They have asked the Federal Government for so
much money, and the Federal Government must sooner or later set
its house in order and we have to look in that direction.

Mr. HouAw. You are preaching a doctrine that I have preached
repeatedly: that Florida, as one State, can't look to the Federal Gov-
ernment in these troublous times for its money, and we are not doing
it and don't propose to do it. We want to keep our house in order,
and we are just calling attention to the serious implications of this
matter, which affects only us and a small group of the States, because
4 or 5 of these 19 are not materially affected, and we think that, as to
them, this tax should be left to them, particularly in our case, where
we have nothing to look to but license taxation, privilege taxes, to
operate the State government on.

The CHAIIAN. Thank you very much for your appearance.
Mr. HoLLANP. Thank you for your courtesy, gentlemen.
(The following documents were presented by Governor Holland to

be incorporated in the record:)

CoMwrrrta SuBsrrrtrrz o Hoirsa JOINT REsoLtrro No. 45

A JOINT RESOLUTION

Proposing an amendment to article IX of the constitution of the State of Florida, relating
to taxation and firiance, by adding thereto an additional section authorizing the Legisla-
ture of the State of Florida to allocate and distribute to the several counties of the State.
crtain excise taxes now levied and collected and to be hereafter levied and collcc ed by
the State of Florida

Bc it resolr-cd br the Legislature of the State of Florida, That the following
amendment to artvile IX of the Constitution of the State of Florida, relating to
taxation and finance, by adding thereto an additional section to be known a.4 sec-
tion 15 of said article IX, authorizing the Legislature of the State of Floridan to
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allocate and distribute to the several counties of the State, certain excise taxes
now levied and collected and to be hereafter levied and collected by the State of
Florida, is hereby agreed to and shall be submitted to the electors of the State
of Florida for ratification or rejection at the next general election of Representa-
tives to be held in 1940, as follows:

Sac. 15. The legislature shall have the power to allocate and distribute to the
several counties of the State, in equal amounts, and at such times as the leglsla.
tnre shall determine, any portion of or all excise taxes now levied and collected,
or hereafter levied or collected, by the State of Florlda from the operation of
pari-mutuel pools.

Filed in office of secretary of statc, June 12, 1939.

Summary of revenue receipts and disburscments, Florida State racing season,
1941-42

Revenue receipts:
Horse racing:

Tax on attendance --------------------- $120, 105. 27
3-percent commission on pari-mutuel sales- 1, 162, 056.72
5-percent commission on pari-niutuel sales- 1, 936, 761.20
Tax on breakage ------------------------ 253, 599. 10

Total, horse racing ----------------------------- $3, 472, 521 29
Dog racing:

Tax on attendance --------------------- $122,782. 62
3-percent commission on part nutuel sales- 703,408.08

Total, dog racing ---------------------------------- 826, 190.70
Jal-alal fronton:

Tax on attendance ---------------------- $19, 369. 94
3-percent commission on pari-mutuel sales- 42,582. 75

Total, Jai-alai ------------------------------------ 7 - 61,962.6D

Total, all associations ---------------------------- 4, 360, 665. 68
Receipts from occupational licenses ----------- $27, 8,54. 15
Receipts from greyhound registrations -------- 8,063.00
Receipts from assumed names and color regis-

trations ----------------------------------- 1,163.00
Receipts from miscellaneous sources ---------- 97.32 32,177.57

Total receipts, 1941-42 season --------------------- 4, 392, 848.25
Cash on hand July 1, 1941 --------------------------- 32,621. 30

Total available ------------------------------------ 4,425,464.55

Disbursements:
67 counties, at $31,792.93 each -------- 2130,126. 31
3-percent handling charge for general revenue --------------- 131,785.85
Operating expenses ------------------------------------- 226,912.20
Old-age assistance --------------------------------------- 1,901,852.13
Cash on hand for expenses, June 80, 1942 ------------------- 84, 78& 06

Total disbursements and cash on hand ------------------ 4,425,464.55
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Summary of revenue receipts and disbursements for the general revenue fund,
State welfare fund, and State teacher,' salary fund for the fiscal year 1941-42

General revenue fund:
Cash balance July 1, 1941 -------------------------------- $60. 590. 70
Total receipts, fiscal year 1941-42 -.....------------------ 11, 382,69 66

Total available ----------- 11,943, 289.36

Total disbursements, fiscal year 1941-42 ------------------- 11,118,937.03
Cash balance June 80, 1942 -------------------------------- 824,852. 33

Total -----------------------.------------------------- 11,943, 289.36

State welfare fund:
Cash balances July 1, 1941:

Old-age assistance and aid to blind ----- 1 $134, 627. 81
Aid to dependent children - ---- 248,071.87

382,699.68
Revenue receipts:

Old-age assistance and aid to blind:
U. S. Government ------------------ 23,549,878. 82
State ---------------------------- 5, 301,852.15

8, 851,730. 47
Aid to dependent children:

U. S. Government ..... 1646,844. 80
State --------------- -------- 667,799.61

1,314,644.41
U. S. Government for Administration ---- 1203, 125 95
Miscellaneous receipts ------------------ 26,767. 71

229,893.66

Total available-..-------------------------------- 10, 778, 968. 22

Disbursements:
Old-age assistance -------------- k ...................- 6,509,929. 80
Aid to blind ----------------- 4- ------ 465,342. 00
Aid to dependent children --------------.------------. 1, 248, 721.00
Administrative expense ------------------------------ 1,142, 504. 66

Total --------------------- ------ - 9366, 497.46

Balances end of month:
Old-age assistance and aid to blind ...........--------------- 1, 165,967. 17
Aid to dependent children ........------- 246, 503.59

Total cash ....------------------....----- -- 1,412,470. 76

Total ------------------------.-.........------ 10, 778, 968. 22

State teachers' salary fund:
Cash balance July 1, 1941 --------------------------------- - 498.12
Revenue receipts, 1941-42 ..------------------------------ 13, 879,830.54

Total available ------------ - -, , 380. 328.a

Disbursements:
Teachers' salaries -------------------- $11, 406, 870. 00
Transportation ------------------------ 1,385, 484. 0

12, 792, 834. 00
Transfer to general revenue fund - ------ 587,954. 07
Cush balane June 80, 1942... .... 40.5

Total ----- 18, 880, 828.6
U. S. Government matehin only after expenditure are made.
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MIMOiAtNDUM BY FLOWtDA STATE RAGINo COMMISSION IN On'osrinox To TAx ow
PARM-MTUxL WAGEMUNG

To the Honorable Chairman and Members of the Committce on Finance of the
United States Senate:

The Florida State Racing Commilsson desires to file this memorandum brief
with your committee In opposition to the enactment of subchapter D, tax on
pari-mutuel wagering, being sections 1730 et seq. (see. 616) of House bill 7378
of the Seventy-seventh Congress, second session.

The proposed Federal tax of 5 percent on pari-mutuel wagering will affect,
in Florida, two horse tracks, nine dog tracks, and one jai-alat frontonn), and will
affect similar activities in 17 or 18 other States where legalized racing exists.

In support of said opposition, the commission wishes to present for your con-
sideration the following points, to wit:

First, this tax affects only 19 of 48 States and is properly a State source of
taxation.

The proposed legislation does not generally affect the States, pari-mutuel
wagering being only legalized in 19 of the 48 States. Said pari-mutuel wager-
ing is a local State matter, set up and existing under special license or sufferance,
and in Florida the law requires that In addition to approval by the State, the
several counties must first, by local option, approve same. 'Therefore, we feel
that a pari-mutuel tax Is properly within the zone of State taxability and does
not belong to the Government,

Second, Florida has imposed the maximum tax that pari-mutuel wagering
can sustain and survive.

Pari-mutuel wagering, being a local State matter set up and existing under
special license or sufferance, is now taxed by the various States where same
exists as heavily as the activity will permit and still prosper. This is certainly
true in Florida for the reason that Florida tias imposed by la~w a "take" of 15
percent which includes the State tax, on all pari-mutuel racing at dog tracks and
Jai-alal (fronton) since Its legalization. Florida imposed a take of 10 percent,
which included tie State tax, on all pari-mutuel wagering at horse tracks until
1941, when the State stepped up or Increased its tax, which resulted i an
increase of the take to 15 percent plus the breaks upon pari-mutuel wagering
at lorse racing, which we believe Is the highest tax that racing can sustain. We
are firmly of the opinion that racing in Florida cannot stand a higher tax
than that now imposed by the State, and many of our people doubt whether
pari-mutuel wagering at horse racing can sustain a take of 15 percent plus the
breaks and racing still survive. Incidently, the tax which c:an be sustained in
Florida could not necessarily be sustained In other States for the reason that
Florida is a resort State where vacationers frequent, quite often for short
stays, with their pockets full of money, looking for excitement, entetetkln-
meat, and pleasure, and are more willing to pay a higher tax for their amuse-
nlent; and In addition to this, there Is a constant turn-over of the people with
new money patronizing racing in Florida, while In the other States racing de-
pends primarily upon the permanent residents in the territory surrounding the
racing establishment; and for this reason racing could not prosper with so
great a tax as that imposed In Florida in States depending upon a permanent or
fixed population. Therefore, we believe that each State has taken into consid-
eration the peculiar circumstances and conditions surrounding racing and part.
inutuel betting In its own territory and is, consequently, the best judge of the
maximuin tax that racing can sustain and still prosper; and, if racing Is to
survive, we sincerely believe that the tax upon racing shollld be left exclusively
to the various States.

Third, pari-mutuel tax In Florida contributes one-seventh of the State's total
revenue (exclusive of road and unemployment compensation funds), which
revenue cannot be replaced without a constitutional amendment.

Florida derived from the tax on pari-mutuel wagering, during the past sea-
son, 1941,-42, .$4,392,676.51. This sum was distributed as follows: $2,130,126.31
on a pro rata basis to the 67 counties of the State, each county receiving a its
prol rata share $31,792.93; to the State general fund, $131,78.5.85; to the State
old-age assistance tax fund, $1,901,852.15. The moneys collected fPr tax on
pari-mutuel wagering amounts to one-seventh, or approximately 14.3 percent,
of the entire operating revenue of the State of Florida (excluding road aad
unemployment compensation funds). Under and by virtue of article 9, section 15
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of the Constitution of the State of Florida, as amended, the legislature was
authorized to allocate and distribute to the several counties of the State, in
equal amounts, such excise taxes now or hereafter levied and collected by the
State of Florida from the operation of pari-mutuel pools, and pursuant to said
amendment, which was adopted at the general election in 1940, the legislature,
in the 1941 session, did allocate and distribute to the several counties the
entire revenue derived from the 3 percent tax imposed on parl-nmtuel wager-
ing. There are 67 counties In the State of Florida and in 36 of these counties
approximately 40 percent or more of the local general budget or school budget,
or both, comes from this source, and it is impossible to replace this revenue by
any other excise tax or taxes for the reason that prior to the constitutional
amendovent above cited, the State did not have the legal power and authority
to distribute the moneys derived from pori-mutuel wagering equally among the
counties.

If the proposed 5 percent Federal pari-mutuel tax should be passed and the
imposition of same result in preventing racing from operating in Florida or
seriously curtail the revenue of the State derived therefrom, then each and
every county of the State would be seriously affected and the State could
not replace the moneys now received by the counties for the reason that in
order to impose an excise tax to replace the tax derived from pari-mutuel
wagering and distribute same equally among the counties, a constitutional
amendment would be required, and this could not be enacted and become
effective for a period of approximately 2 years from the convening of the next
legislature in 1943. In addition to the 3-percent tax allocated to the various
counties, a 5-percent tax plus the breaks on pari-mutuel pools at horse racing, is
allocated by act of the legislature to the State old age assistance tax fund.
As hereinbefore stated, this sum amounts to $1,901,852.15 and could no

t 
readily

or easily be replaced by some other or additional excise tax. You can readily
see that the proposed legislation now pending before this committee, levying a
5-percent tax on pari-mutuel wagering, will, in the opinion of the Florida
State Racing Commission, be disastrous to the financial structure of the State
of Florida as it now exists, and which can in no wise be remedied without a
complete change in the financial structure of the State, which change would
have to be the result of an amendment to the Constitution of the State of
Florida.

Fourth, the general revenue of the State of Florida has already been adversely
affected to a serious extent by existing war conditions,

The general revenue of the State of Florida has heretofore been seriously
affected and will continue to be further affected by severe losses in revenue as a
result of the war conditions, such as:

(a) By the diminishing of the revenue from the gasoline tax by reason of the
shortage of rubber and gasoline, which, during the month of July 1942, as com-
pared with the month of July 1941, amounted to in excess of $586,000.

(b) The decrease in revenue derived from the utilities tax, in which a great
loss has been sustained by reason of dim-outs, black-outs, and other curtaillunts
upon power consumption and other measures due to the war emergency.

(c) The decrease in revenue derived from State documentary stamp tax, the
cause of the losses from such revenue being the elimination of installment con-
tracts on refrigerators, radios, washing machines, electric and gas ranges, auto-
mobiles, gas heaters, and other personal property purchased on tile installment
plan, which said installment purchases are, in effect, prohibitive under present
war emergency provisions and authoritive orders of the various departments 11(d
bureaus of the administration due to the present emergency.

Fifth, the fiscal policy of the State of Florida has been to eliminate State tax
on real estate and tangible personal property, and leave other sources of revenue,
suell as income tax, inheritance tax, general sales tax, etc., to the Federal Gov-
ernment. If pari-mutuel tax derived by the State is lost by virtue of Federal tax,
there are few, if any, taxable sources available to the State.

Under the present constitutional and statutory provisions of the State of Florida,
the fiscal policy of the State of Florida has been to do away with an additional tax
on real estate and tangible personal property, leaving this source of reventle to
the counties, cities, and districts of the State. The fiscal policy of the State of
Florida has also been to leave to the Federal Government such sources of revenue
as Income tax, inheritance tax, general sales tax, and nuisance taxes, such as tax
on cigarettes, soft drinks, cosmetics, theater tickets, etc. Tile policy of the State

76093-42-vol. 1-72
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of Florida Is materially different from the majority of the States which levy
such taxes and are, therefore, benefited from the revenue derived therefrom. It
will, therefore, readily be seen that if the result of the proposed legislation is to
deprive the State of Florida and the various counties thereof of the revenue now
derived from tax on pari-mutuel wagering, there is no other source from which
such revenue can be obtained and would leave the State and the various counties
without means of carrying on and performing their governmental functions.

Sixth, the proposed tax does not apply to bookmaking and other forms of gam.
bling and encourages an evasion of the law, which would destroy legalized pari.
mutuel wagering and racing.

The proposed legislation, as will be seen, proposes only to tax pari-mutuel
betting. In other words, this does not in any wise levy any tax upon indi-
vidual bookmaking and other forms of unauthorized wagering. Therefore, the
result would be that if a high tax is placed upon pari-mutuel wagering, the
bookmaker would be able to lay or give better odds than the bettor would be
able to obtain through pari-mutuel wagering, and as a result, the majority 'of
the bettors would be encouraged to place their betting through the bookmaker
rather than through the pari-mutuel windows. The result of this would
undoubtedly be to encourage dishonesty and violation of the State law, which,
even under existing conditions, is most difficult to control; and if bookmaking
is encouraged and necessarily prospers, the result would be that pari-mutuel
wagering would decrease and racing court' not exist. If it be suggested that
the proposed legislation be amended so as to include betting or gambling, if
you please, on all racing or other sporting events, whether through pari-mutuel
wagering or otherwise, the result thereof would not be entirely satisfactory
from the standpoint of the Federal Government, by reason of its inability to
detect the same and to collect any substantial part of the revenue thus pro-
vided, and the Government would not be materially benefited thereby.

Seventh, racing is already heavily burdened and handicapped and cannot
survive the additional burden of the proposed Federal tax.

Racing in Florida and throughout the various States where same is legalized,
is already faced with serious handicaps, such as transportation difficulties
caused by rubber, gasoline, and railroad shortages, local and general dim-outs,
black-outs, etc.; and Florida is particularly confronted with serious problems
by reason of the fact that the Florida tracks are far removed from other turf
centers of the East and the shipment to Florida tracks of horses from thor-
oughbred farms and from race tracks in the North thus involves many diffi-
culties. Moreover, the tourist crop in Florida was small last winter and with
the gasoline rationing, rubber shortage, and the possibility of railway seat
rationing, it will be difficult for racing to survive in Florida under present
conditions without the added burden of an additional 5 percent Federal tax
being placed thereon.

Eighth, the Federal tax added to the present State tax would materially
decrease the play and result in greatly decreased revenue to the State and
tracks, and would probably destroy the racing industry.

Florida already imposes a "take," amounting to 15 percent, out of which
take the State of Florida receives a tax of 3 percent from dog racing and
Jal-alai, and 8 percent from pari-mutuel wagering at horse tracks, and the bal-
ance of 7 percent upon horse racing and 12 percent upon dog racing goes to
the operator of the activity for the purpose of:

(a) Providing an incentive for the owners of horses or dogs to take part in
such activities; in other words, a purse.

(b) Providing expenses of operation, payment of income tax, etc.
(c) Providing Interest or dividends on their investment, which is extremely

large, and upon wbich dividends a very large sum is paid by the owners thereof
as income taxes to the Government.

If an added tax of 5 percent Is placed upon pari-mutuel wagering, the neces-
sary result will, in the opinion of the racing commission, be to-

(a) Cause a decrease in the purses paid by the tracks to the owners of horses
or dogs, which will necessarily lower the standard of racing.

(b) Decrease the profit and reduce or eliminate this source of Federal income.
tax revenue.

(c) Decrease the interest or dividends on the investment, which would neces.
sarily decrease Income tax paid by individuals upon this source of revenue.

(d) Seriously cripple racing, if not completely prevent it from continuing to
operate.
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Ninth, the proposed tax will not produce to the Federal Government the rev-
enue estimated. It will not produce sufficient revenue to justify the harmful
effect on the State's revenue and fiscal policy.

The proposed tax, according to some authorities, will not yield more than one-
third of the anticipated revenue, for the reason that by Imposing the said addi-
tional 5 percent tax, pari-mutuel wagering will necessarily be materially de-
creased and for the further reason that we are advised that the estimated rev-
enue is based on pari-mutuel wagering of approximately $520,000,000 and this
is not Indicative of the original capital involved in betting. According to expert
opinion, the capital involved in wagering is not mone than one-third of said
sum. If this is true, the amount derived from this tax would not be commen-
surate to the harm done to the financial structure of the States involved.

Respectfully submitted.
FLORA STATE RAcIno CoMMIssioN,

By IIE.NRY S. BAYNARD, Secretary.

The CHAIRMAN. IS there another witness you wish to call, Mr.
Broun?

Mr. BROUN. No, sir.
The CHAIRMAN. The committee will recess until 10 o'clock tomorrow

morning.
(Whereupon, at 5: 45 p. m., the committee recessed, to reconvene at

10 a. In., Friday, August 7, 1942.)
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FRIDAY, AUGUST 7, 1942

UNrrwD STATE SENATE,
CoMMTTEE oN FINANCE,

Washington, D. C.
The committee met at 10 a. in., pursuant to adjournment, in room

312, Senate Office Building, Senator Walter F. George (chairman)
presiding.

The CHAMAN. The committee will please come to order.
Selator VANI)ENBERG. Mlr. Chairman, before you call the first wit-

ness, I would like to present for the record a letter from the Detroit
Edison Co., showing the physical impossibility of responding to the
withholding tax section of the House bill, with particular reference
to the fact that an operation of this magnitude requires accounting ma-
chines and the accounting machines simply are not available at the
present time. I believe that the statement is completely persuasive. I
should like to have it printed in the record and referred to the
Treasury Department for consideration.

The CHAIMAN. The reporter will include it in the record.
(The letter referred to is as follows:)

Tn DETROIT EDIsoN Co.,
Detroit, Mich., July 30, 1942.

Mr. A. C. MARSHALL,
President and General Manager.

Re proposed new revenue act of 1942.
The House draft of the proposed new revenue act provides for certain with-

holdings at the source, applicable to wages, dividends, and interest. If the bill,
as finally passed, should contain the same provisions, a considerable additional
burden would be placed upon the company as well as upon Its bond-payIng agent,
Bankers Trust Co., and upon all banks that cash bond-interest coupons.

Our pay-roll department would be put to a serious additional burden of
expense and labor at a time when there is a labor shortage and the addition
of this routine to our existing mechanical system of pay-roll preparation entails
other difficulties. It might even be necessary to have additional tabulating
equipment, which we understand Is practically Impossible to obtain.

It Is difficult to describe all the various mechanical complications; but it is
obvious that our paying process, which operates much like an automobile
assembly line, will be slowed down considerably.

The department would have to obtain statements from each employee as to his
exemption status, which involves information as to marital status and the number
and age of dependents. The company would have the further burden of seeing to
it that this information is kept tip to date promptly by the employee.

The act provides an exemption of $11 per week for single employees and $26
per week for married employees, plus $8.50 per week for each dependent. The
5 percent withholding applies only to the balance of their weekly pay. This
requires a complicated calculation to arrive at the amount of withholding.

Our present tabulating cards, which are the basis of our mechanical system,
will have to be redesigned, as will the present stub of our pay orders, as the act
requires that we give each employee a receipt for each deduction.
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The act requires also the accumulation of data and the furnishing of returns
to the Internal Revenue Bureau.

As to withholding on dividends. The work of issuing dividends probably would
be doubled. We now have a very simple calculation and a mechanical process of
writing checks. With a withholding, the calculations would be doubled. Our
present mechanical check writers would not be adequate for the work. All
checks would have to have a second stub attached (they now have a stub which
we retain as our record) and be run through the machines a second time to
Insert the amount withheld, as the law requires that each stockholder be given
a receipt for his withholding. It is doubtful If the necessary new mechanical
equipment could be obtained.

Our present dividend record consists of a stub from the dividend check, which
the check writer fills in simultaneously with the writing of the check. With a
second stub attached to the check it might be necessary to go back to the old-
fashioned band preparation of dividend checks and the dividend record, as we
do not know of any machine that would effectively prepare simultaneously a
dividend check, a coupon for our record, and a stub for the stockholder's receipt.
At best, some part of this record probably would have to be prepared by haned.
The time we are given to get out the dividend is very limited, and hand prepara-
tion would be a serious set-back.

Here also the accumulation and forwarding of the withholdings to the Internal
Revenue Bureau, together with the necessary records that we must keep, would
add further work.

Many stockholders would be exempt from withholding, and the company would
have to see that the proper exemptions were made and obtain certificates from
such stockholders for our protection. We have stock in street form, stock held
in trusts, stock held by charitable organizations, and stock held by partnerships.
Some of them might be entitled to exemption ; but, as a practical matter, the only
way to find out probably would be to make the first withholding and wait for the
stockholder to claim exemption. This would involve petty refunds and adjust-
ments, but it is unlikely that stockholders would take the trouble to advise us in
advance.

The company has a great number of small stockholders--over 8,000 holding
1 to 4 shares, and over 20,000 holding less than 25 shares. There would be a
corresponding number of withholdings of a few cents each, and the work in-
volved would be entirely out of proportion to the amount of money collected. At
the present dividend rate of 30 cents per share, the 5 percent withholding on 1
share would be 2 cents (1% cents to be exact). The withholding on 25 shares
would be only 38 cents.

Our stockholders records department would have to prepare lengthy detailed
returns for transmittal to the Internal Revenue Department periodically.

Also although not directly our problem, we might refer to the work that will
be placed upon the banks and upon our bond paying agent. Every interest coupon
paid by a bank would call for a withholding (unless exempt) and would require
a record thereof as well as a receipt to the bondholder. The banks would be
obliged to obtain certificates from bondholders claiming exemption. They also
would be required to compile and forward detailed reports to the Internal
Revenue Bureau. Here again, many of the withholdings would be very small.

Yours very truly,
(Signed) A. D. SPLqcxa,

Treaturer.
The CHAIMAN. We have a carry-over of a few witnesses of yester-

day who kindly gave way for the pari-mutuel people, and we will
call them first this morning, unless there is some special reason why
some of the other witnesseshave to leave early.

Mr. Glassgold.

STATEMENT OF GEORGE M. GLASSGOLD, NEW YORK, N. Y., REPRE.
SENTING COIN MACHINE MANUFACTURERS

The CHIRAMAN. Mr. Glassgold, three of you gentlemen here on
vending machines. Are you speaking on different types of machines,
or are you speaking on the same subject?
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Mr. GLAssoOLD. I really do not know, Senator. I am here just on

one feature of the section. It is very short.
The CHARMAN. You may proceed.
Mr. GLASSOOL0. Mr. Chairman, and gentlemen of the Finance Com-

mittee. I appear before you with regard to the proposed section 617
relating to coin-operated amusement and gaining devices. This sec-
tion amends certain features of section 3267 of the existing Internal
Revenue Code.

I believe that the present existing code has not operated practically
nor equitably and for this reason has not returned the potential
revenue to the Government as contemplated. These results are due to
several factors. As the present tax provision now exists and even as
amended to section 617, coin-operated devices are classified according
to usage instead of the more simpler and fairer method of being
classified according to their physical characteristics.

Taxing by usage creates both loopholes and a policing problem for
the Internal Revenue Bureau. Such a method also puts a premium
on tax evasion, whereas, taxing on the physical characteristics of each
machine is direct, definite and leaves no room for differences of opin-
ion as to tax classification. Furthermore, the income capacity of
coin-operated machines varies greatly, so that under the existing tax
laws many types of amusement equipment have been legislated out
of existence and revenue has been lost.

I, therefore, request that the amendment of the proposed section
617 be given consideration with a view to keeping the maximum num-
ber of coin-operated machines in operation. By that method sub-
stantial investments in machines will not be lost and at the same time
a greater revenue will be realized for the Government.

I respectfully submit that the following classifications should be
made in coin-operated equipment to achieve these ends:

1. Any machine which oprates by the insertion of a coin, token,
or similar object and which automatically pays out cash, tokens, or
similar objects of value and requires for the operation of the machine
the use of a coin, taken, or object of similar value of 5 cents or more,
shall be taxed at $50 per annum.

2. Any machine which operates by means of the insertion of a coin,
token, or similar object and which automatically pays out cash, tokens,
or similar objects of value and requires for the operation of the ma-
chine, the use of a coin, token, or similar object of the value of less
than 5 cents, shall be taxed at $10 per annum.

8. Any machine which operates by means of the insertion of a coin,
token, or similar object and which cannot automatically pay out a coin,
token, or similar object of value but which may be equipped with a
mechanism for the continuation of further play of the game without
the insertion of an additional coin, token, or similar object as the
result of a score obtained by the player of such game, and which
operates by the use of a coin, token, or similar object of the value of
5 cents, shall be taxed at $10 per annum.

4. Any machine which operates by means of the insertion of a coin,
token, or similar object and which cannot automatically pay out a
coin, token, or similar object of value but which may "be equipped
with a mechanism for the continuation of further play of the game
without the insertion of an additional coin, token, or similar object
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as the result of a score obtained by the player of such game, and which
operates by the use of a coin, token, or similar object of the value of
less than 5 cents, shall be taxed at $5 per annum.

5. Where machines each having a tax classification of $10 per an-
num or less are assembled for use in one location-so-called arcades
or similar amusement centers-and 10 or more of such machines are
assembled in any one such location, the aggregate tax to be paid on
such location shall not exceed $100 per annum.

6. The taxes to be paid in accordance with the foregoing provisions
shall be payable in semiannual installments.

The classifications set forth above take into consideration all of the
various types of machines now being used and classify them accord-
ing to their earning capacity. It likewise contemplates the differences
existing in the laws of the various States. Specifically, I refer to the
so-called free-play units in many of the amusement devices, whereby a
player is l)ermltted to continue to play on the game provided he reaches
a certain indicated score. Among these devices are the electric shoot-
ing gun. the hockey ganie, or similar machines. The free-play deVice
is permissible in some States,, whereas by statute in other States it is
prohibited as a gaming device. The taxing provisions as they now
stand attemi)t to make a distinction between games of chance and
games of pure amusement, but makes no distinction as to the degree of
chance which in turn affects the ability of the machine to pay the tax
imposed.

The $50 tax classification contemplates the so-called slot machines
which are games of pure chance and having a higher income. On the
other hand, there are many amusement machines such as the electric
eye shooting game, and so forth, which require the skill of the person
playing the game, and where the element of chance is inserted into the
make-up of the game for the purpose of creating interest. We are
fully aware of the fact that no matter how skillful a game may be even
our national game of baseball, there is always the element of chance
that enters into the play. It is the element of chance which has the
appeal for the public, but the nature of the element of chance will deter-
mine the earning capacity of the machine.

Lastly, I refer to the last portion of the proposed amendment which
reads as follows:

For the purposes of this section. a vending machine operated by means of the
insertion of a 1-cent coin, which, when it dispenses a prize, never dispenses a prize
of a retail value of more than 5 cents, shall be cissified under clause 1.

That is the amusement clause.
I believe that this provision was intended to give relief to the so-

called merchandise stimulators which readily disappear from the
market if severely taxed. However the relief intended is not effected
by the proposed amendment, since these merchandise stimulators can-
not be classified as vending machines because many of these machines
do not dispense any prize, token, or merchandise automatically. It is
in the score on the machine or other some such similar device which
determines the prize or premium to be obtained. Furthermore, these
merchandise stimulators usually give as a prize a package of cigarettes
or some such merchandise of equivalent value, which, of course, exceeds
5 cents in value.
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As to these machines, we therefore urge our definition in place of the
language used in the present proposed amendment if these machines
are not to disappear from the counters and the revenue lost to the Gov-
ernment.

Thank you, gentlemen.
The CHAIMAN. Thank you, sir.
Mr. Lansing.

STATEMENT OF HAROLD S. LANSING, CHICAGO, ILL., REPRESENT-
ING THE NATIONAL VENDING MACHINE ASSOCIATION

Mr. LANSING. Mr. Chairman and members of this honorable com-
mittee, my name is Harold S. Lansing, of Chicago, Ill., and I am
appearing in behalf of the National Vending Machine Association.

May I state at the outset that the problem which I have to present
before the committee this morning is separate and distinct from
that which was presented by the honorable gentleman who has just
)Ireceded me.

May I call the committee's attention to the fact that the only ma-
chine that was recognized by the Ways and Means Committee as in
need of special relief from the provisions of the Revenue Act of
1941 is the machine which appears on this table before the committee
this morning.

The CHAIRMAN. Did they give you relief?.
Mr. LANSING. Well, Mr. Chairman, the relief which they attempted

to give us, in good faith, through some apparent error or misunder-
standing, certainly put us just as much out of business as would
the statute before amendment, and that is the problem which I wish
to submit to the committee this morning.

May I refer to page 314 of the House bill, the provision to amend
the act, for the convenience of the members of the committee.

This machine is a merchandise vending machine which dispenses
ball gum.

By the insertion of a penny, the customer is entitled to a candy-
coated ball of chewing gum.

If the customer receives a particular colored ball, in this instance,
a yellow ball with the red stripe, he is entitled to an additional 5-cent
bar of candy.

The reason for bringing this machine here this morning, as I
presented it to the Ways and Means Committee, was to demonstrate
conclusively that there are no reels, gadgets, or devices of any kind
or particular combinations for gambling.

T his is a purely merchandise vending machine.
Now, the casual lty which occurred to us, gentlemen, was this: When

the Congress originally framed section 3267 of the 1941 Revenue
Act they levied a tax of $10 against amusement devices, $10 per year
and a tax of $50 per year against so-called slot machines, and in defin-
ing the so-called slot machines the verbiage was made very broad
and comprehensive.

Briefly, they define slot machines as any machine operated by a coin
which, by application of the element of chance, would entitle the
customer to some chance award. It stated that it did not include
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bona fide vending machines of merchandise provided there would not
be any gaming features incorporated in the machine.

Now this machine, gentlemen, which was demonstrated before tile
Ways and Means Committee, is in a class of very limited income. It
cannot even compare with the machines which the gentleman who pre-
ceded me discussed. Before the Ways and Means Committee, it was
demonstrated that by survey the average gross revenue per var from
this penny machine was about $30, and that the profit amot.. ts to ap-
proximately $8 of which the shopkeeper receives $4, and the distributor
and servicer of the machine receives $4.

That was discussed freely before the Ways and Means Committee
and several Congressmen, in discourses with me, came to the conclu-
sion that it was impossible for this machine to a a $50 tax, or any-
thing like a $50 yearly tax.

Now, if I may impose upon the patience of the committee, I shall
try to be very brief. Immediately after the enactment of the 1941 act,
with this definition of a so-called slot machine, confusion arose in the
minds of deputy collectors in the Bureau of Internal Revenue, as it
would seem that by this broad and foolproof language, which was
originally designed to eliminate any evasion on the part of the so-called
slot machine operators, it would seem that by a strict construction of
that language our machine might be included, but to the casual ob-
server, it would also appear that this is only a merchandise vending
machine and its income is so limited that it, was never intended that it
be taxed, I believe, in any amount.

Therefore, 9 days after the enactment of the statute, we obtained a
written opinion from the Bureau of Internal Revenue, of which I have
photostatic copies, signed by the deputy in charge of tile Miscellaneous
Tax Division, in which lie stated, in writing, that this particular type of
machine was not included within the purview of section 3267.

Our operators continued in business for about 5 months, until on
March 16, 1942, the Legal Department, in reviewing the situation,
reversed the opinion of Mr. Bliss and stated by a strict construction of
the wording of the statute this must be considered as a gaming device,
and therefore the $50 tax became operative and naturally ourbusiness
was at an end.

Shortly thereafter, we were granted b hearing before the Ways and
Means Committee, to be exact, on April 13, and our problem was
demonstrated to them. They seemed to be in accord with us, and we
suggested an amendment, the exact wording of which has been adopted
in the recommendation of the Ways and Means Committee, and which
is now incorporated in the proposed amendment, but through some
unfortunate misunderstanding, which I am at the present time unable
to comprehend, they classified our machine in class I of section 3267,
namely, an amusement device subject a yearly tax of $10.

Now this machine is hardly an amusement device. It has been
removed from the classification of a gaming device by the amendment.

Why the $10 tax was imposed. I am unable to comprehend, but I do
say this to you gentlemen here this morning that that $10 tax puts ui
out of business just as effectively as the $50 tax.

With an $8 yearly net profit, naturally we cannot pay a $10 tax.
We are not seeking any special favor; we are merely asking that we

be given the right to exist and to remain in business.
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Senator TAn. Why do you have to have a 5-cent prizeI
Mr. LaNsi. The answer to that, Senator Taft, is this--and I have

it in my prepared statement-whereas the manufacturers of trade-
marked gum expend tremendous sums to advertise their product, the
gum-ball manufacturers cannot compete with that advertising.

In order to sell their product, they have formulated this merchan-
dising method of giving the bar of candy with the yellow-striped ball.

Senator TAFrT. Does the storekeeper hand it out?
Mr. LANSING. That is right. The distributor who distributes this

machine furnishes, I believe, two boxes of candy bars with each fill of
ball gum, and the customer always receives a 1-cent ball of gum, but
upon receipt of the yellow ball he gets a 5-cent bar of candy. and the
shopkeeper hands out the bar of candy, honors it for the yellow ball.

Now, may I demonstrate to the committee that our machine was
the only one that was singled out for relief in this case? My prepared
statement refers to the Ways and Means Committee report, which
points out that the amendment was designed to relieve the so-called
1-cent ball-gum machine.

Now, why the $10 tax was impos-ed I do not know, unless this may
have happened: I may have been confused with representatives of
some of the other counter games who, I understand, appeared before
the Ways and Means Committee about 5 days before I appeared, and
these counter gaines include the so-called cigarette prize machines.
The various reels which, according to the combination, you are either
entitled to a package of cigarettes or not. They offered to pay a $10
tax per year and, of course, can very well do so because of the tre-
mendous difference in their income.

Now, there may have been confusion between our type of machine
end theirs, and the other operators offered to pay $10 per year. But
I say to the committee if this $10 tax is permitted to remain on our
particular machine, we cannot exist.

The CHAIRMAN. What tax do you suggest ? None?
Mr. LANSING. Well, Senator Veorge, in my prepared statement I

state that it is my belief, and the belief of our operators, that it was
never intended to tax our machine. We were just a casualty of con-
struing legislation, but if it will assist the war effort, we believe that,
by making sacrifices, we can pay approximately $3 per year on an $8
profit.

There being approximately 300,000 of these machines in circulation,
it is our estimate that the revenue that could be brought in on such a
collectible tax would be approximately $1,000,000.

If the committee is of a mind that'we should pay a tax, that is the
amount under which, I believe, we could remain in business, but we
certaintv cannot pay a $10 tax. If that is to be imposed, we must retire
from business. The people who operate these mach-es are family
men throughout the country, shopkeepers, and distriL ')rs who pay
taxes in the normal course of affairs, and I plead for relief of these
particular people.

The CHAIRMAN. Are there any other machines that dispense ar-
ticles of 1-cent value, with a possible gain of five additional pieces,
or a 5-cent article?

Mr. LANSING. There are these other counter games which accept
1-cent coins, Senator George, but they do not fall within this classifi-

1137



REVENUE ACT OF 1942

cation, the most common of which is the cigarette machine whi'h
contains the three reels, the spinning reels, just like the slot machine
does, and if you get a certain combination you get cigarettes. As I
understand, if you do not win you get nothing. This [indicating] is
primarily a merchandise-dispensing machine.

The CHAIRMAN. Do the other merchandise-dispensing machines deal
in substantially the same figures?

Mr. LAxNsiNG. I know of none that are comparable, Senator.
The CHAIRMAN. The point is, how could we distinguish your ma-

chine from theirsI
Mr. LANSING. We could very well. As a matter of fact, the Ways

and Means Committee has already distinguished our machine, but
what they did was to place us in class I as an amusement device and
tax us $10. They have distinguished our machine. Do I understand
the Senator to mean that there may be other machines in the same
classification which give out the same type of merchandise?

The CHAIRMAN. Yes; that have very Icow yields, too.
Mr. LANSING. That is quite possible. Well, would not the wording

of the amendment protect them also? Is it not, after all the question
of the ability of the taxpayer to pay I

The C~ntAAN. Well, some of them might have very high yields.
Mr. LANSING. A very high yield?
The CHAIRMAN. Yes; some types of machines.
Mr. LANSINo. Well, if there are such machines, I am unaware of it,

and I have studied this case for almost a year now.
I believe we have the only machine in this particular class, Senator.
The CHAIRMAN. I am making the inquiry because of the difficulty

of distinguishing your machine, possibly, from others.
Mr. LANSING. Of course, there is this to say, Senator, that any

machine which accepts a 1-cent token and entitles the customer to
additional merchandise, not in excess of 5 cents is necesarily confined
to a very limited amount of income.

Senator TArT. What I wondered about was whether there is any
other kind of machine that takes somewhat more money in, that the
Ways and Means Committee intended to reduce from $50 to $10. In
other words, could there be another intermediate class of machine,
another amendment reducing some kind of machines like those that
dispense cigarettes, which is more than the 5 cents?

They moved this from $50 to $10 and I wonder if they had in mind
some other machines thai. yours that, could pay $10.

Mr. LANSING. May I demonstrate conclusively, I believe, to yourself,
Senator Taft, what they did have in mind by reading briefly from the
report of the Ways and Means Committee with reference to this
amendment.

TUnder the present law, and I quote:
Certain types of vending machines which are now subject to the $50 tax rate

as "gaming de ices" are to be taxed as am,,sement macilneq. Such machines
tnder the bill will be considered, for the lurlose of the tax, as amusement
machines, subject to the rate of $10. * * *

This amendment covers vending machines operated by the insertion of a 1-cent
coin and which occasionally dispense prize objects, entitling the player to receive
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a prize of a retail value not greater than 5 cents, such as the well-known 1-cent
'ball gum" machines which dispense prize balls generally entitling the player to
a 5-cent bar of candy or some similar prize.

Therefore it is apparent that this is the only machine that the Ways
and Means committee had in mind. But, according to our earnings,
which appear of record in the proceedings before the Ways and Mehns
Committee, it is physically impossible to pay a $10 tax, and therefore
we must have some relief.

The CHAIRMAN. Well, we have your point.
Senator CONNALLY. May I ask the witness a question?
The CHAIRMAN. Yes.
Senator CONNALLY. Your machine operates on a 1-cent basis?
Mr. LANSING. Yes.
Senator CONNALLY. A copper?
Mr. LANSING. Yes.
Senator CONNALLY. You may get a prize or you may not, is that
ir. LANSING. That is correct.

Senator CONNALLY. Why is not that a gambling machine?
Mr. LANSING. Beg pardon?
Senator CONNALLY. Why is not it a gambling machine?
Mr. LANSING. Well, it is" not a gambling machine.
Senator CONNALLY. Gambling with coppers instead of, like the big

shots at the race track, with a $2 bill?
Mr. LANSING. I disagree with you, Senator.
Senator CONNALLY. I am asking you a question. I am not testifying.
Mr. LANSING. I shall attempt to answer it to the best of my ability.
This machine dispenses merchandise. For each 1-cent inserted you

get a 1-cent ball of gum.
If you get a yellow-colored ball with the red stripe, you get a 5-

cent bar of candy in addition.
Senator CONNALLY. You would lose money then. If you give out

prizes at all, you are just out the prizes.
Mr. LANSING. If we were losing money, I do not believe we would

be here today Senator. We are barely making a living ohi this ma-
chine. The additional candy bar is simply a sales stimulator. There
is no gambling device or gadget incorporated in this machine.

Senator CONNALLY. Thank you.
The CHAIRMAN. All right; we have your point.
Thank you very much.
Mr. LANSING. May I ask leave to introduce my short written state-

ment for the record Mr Chairman?
The CHAIRMAN. Ves, you may.
Senator CONNALLY. Is your machine working now?
Mr. LANSING. Yes, sir.
Senator CONNALLY. Let me try it.
(The brief submitted by Mr. Lansing is as follows:)

BsInF OF HAaowz S. LANSING, or BlrNsTN & LANSING, CHICAGo, ILI,, COUVSL
OR NATIONAL VENDING MACHINE ASSOCIATION

IONORABLE Sins: The only amendment to section 3267 of the Revenue Act of
1941, as recommended by the House Ways and Means Committee, is with regard
to our particular type of machine, and an examination of the proposed amend-
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ment demonstrates at once that it was never intended tdat our machine be
classed us a gaming device within the statutory definition thereof requiring a
$50 yearly tax. It is apparent, as we argued before tie Ways and Means Commit-
tee, that the inclusion of our machine in the $50-tax classification was a casualty
resulting from unfortunately broad statutory wording. We believe it can
safely be said that it was never intended to levy a tax in any amount against
our particular type of machine, and this was the original opinion of authoritative
lndviduals In th , Department of Internal Revenue.

The vending machine in question, which is distributed and serviced by members
of this association, is of simile design, containing a glass bowl filled wth candy-
coated baU gum of various colors. The customer inserts a penny In a slot, turns
a ever, and receives a ball of chewing gun. Receipt of a ball of a certain par-
ticuhr color (commonly a yellow ball with'a red stripe) entities the customer to
receive a stuall 5-cent candy bar from the shopkeeper. Nothing Is inscribed on)
the machine, nor is there any attachment Incorporated indicating that the person
using the machine may be entitled to receive a chance award. This is a bona fide
mercbhindise-vending machine containing no gambling reels, spinners, devices,
or gadgets of any kind, ind is not a slot machine as defined by the statute. The
additional candy bar is a merchandising method which assists the ball-gum
vendors in selling the ball gum. Whereas the manufacturers of tradr'-marked
gum expend tremendous sums for advertising in order to stimulate sales, the
sellers of ball gum, being unable to compete with stch advertising, engage In this
n-rchandlising method to promote and stimulate normal sales.

In defining so-called slot machines for the purliose of levying a $50 yearly
tax, the legislature formulated foolpri of wording in order to eliminate evasion
by the well-known slot-machine operators. However, by this wording a strict
and unrealis: ic construction would seem to place our machlne in the saie category
as the so-called slot machine, requiring payment of a $)50 tax. That our machine
was never intended to be taxed was originally demonstrated by a written opinion
rendered by D. S. Bliss, Deputy Commissioner of the Treasury Department,
on October 9, 1941, shortly after the enactment of the statute. This opinion
flatly exempted our type of machine from the tax imposed on coln-opernted
amusement and gaming devices. However, on March ifl, 1942, the BTureat of
Internal Revenue reversed Its position because, as we unlorstnad it, its Legal
Department felt that a strict construction of the terminology of the statute
swept this machine Into its terms.

On April 13, 1942, we appeared before the House Ways and Means Committee,
displayed our machine, and apprised the committee of the fact that the average
gross yearly intake is approximately $30 per machine; that the gross profit
amounts to approximately $8 per machine, and the net profit about $4 to the
storekeeper, and $4 to the distributor. (Revenue revision of 1942, bearings be-
fore the Committee on Ways and Means, House of Representatives, vol. 3,
p. 2682 et seq.) Reference to the discussion between our representative and
certain Congressmen of the committee, with respect to this situation, will disclose
the reasons why the committee concluded that our machine is not of a type to
be regarded as being subject to a tax under section 3267 of the Revenue Act of
1941. The Ways and Means Committee has, to our deep gratification, recog-
nized our problem, and has singled out our machine as being entitled to special
relief, but, unfortunately, and apparently In the rush of more pressing and urgent
matters. has placed us in the category of amusement devices subject to a yearly
tax of $10, which Is fully as confiscatory for all practical purposes as the $50 tax.

We wish particularly to call the attention of your honorable committee to the
fact that the Ways and Means Committee, Ly its proposed amendment, has def-
initely re-"ovd our machine from the category of gaming devices. This, in
Itself, recognizes the Incontrovertible fact that the giving of a 5-cent candy bar
with a partlcunrly colored ball of gum is strictly a small-scale merchandising
method. By the same token, it Is nothing less than an anomaly to classify our
machine as nn amusement device since the customer, who is not called upon to
exercise any degree of skill, is, in the first and last instance, purchasing mer-
thandise. It, therefore, becomes obvious that the Ways and Means Committee
dcfl-ltely Intended to afford relief to our operators and storekeepers, but did
not accomplish the result which It apparently felt we were entitled to. Ours
ist definitely not an amusement device, and, since It Is not a gaming device, It
does not fall within either classification provided in section 3267, and because
of the fact that both the $50 tax and the $10 tax would be confiscatory, our class
of machine should be wholly exempt from the provisions of section 3267.
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As stated before, our business is at an end upon the basis of a $10 tPx, as well
as a $50 tax, for the earnings and profit speak for themselves. The distributors
of these machines are small businessmen who contribute their share of the tax
burden of this country through the usual existing chalels. By curtailing their
net profit, as well as that of the shopkeeper, It is conceivable that they nulh'ht
afford to pay a yearly tax of $3 a, a maximum. Based upon an approximate
total of 300,00 machines now in operation throughout the country, this would
bring a tax revenue of nearly $1,0(k0000 yearly. A tax higher than this figure
would simply be uncollectible. While it is ourt firio otivictlooI that it wts iie er
Intended, at least for the time being, to obtain tax revenue from this tyl,' of
machine, nevertheless, decision as to whether or not a $3 tnx should he lei i-l, or
outright exemption granted, Is submitted to the discretion of this honorable
committee. Certainly the distributors ind storekeelters tire definitely it ted of
relief from tie $10 amendatory tax now recommended by the House Ways and
Means Committee.

Before the House Ways and Means Committee, we proposed an aneordineet, part
of the wording of which was adopted by the committee- in rpelassifying us itit
aniusement device. We again urge this contmittee to give consideration to our
proposed amendment of clause (2) of subsection (h) of section 3267 of the Reve-
nue Act of 1941, to read as follows:

"(2) So-called slot machines which operate by means of Insertion of a cola,
token, or similar object and which, by appliiation of the element of chance, tay
deliver, or entitle the person playing or operating the machine to receive, cash,
premiums, merchandise, or tokens. The term does not include bona tide vending
machines in which are not incorporated gaming or amusement features, nor does
it include vending machines dispensing merchandise exclusively, some of which
merchandise, by virtue of its color, stape, or character, would entitle the person
operating the machine to receive additional merchandise: Pro-ided, ho ucvcr,
That said type of machine is limited to operation by 1-cent coins and the additional
merchandise given to the person operating the machine shall not exceed in retail
value the sum of 5 cents for etrl, insertion of the coin: And provided further,
That said vending machine is ,ot Incorporated In or operated In conjunction
with any slot machine."

Respectfully submitted.
NATIONAL VENDING MAcInNE ASSOCIATION.

The CHAIRMAN. Mr. Bruntjen.

STATEMENT OF HERMAN A. BRUNTJEN, REPRESENTING MIDLAND
OPERATING CO., MINNEAPOLIS, MINN.

The CHAMMAN. You are appearing here on this same subject, Mr.
BruntjenI

Mr. BRUNTJEN. Yes. May I proceed?
The CHAPMAN. Yes.
Mr. BIUNTJEN. Mr. Chairman, I am the president, of a small

corporation from Minnesota and my name is Herman A. Bruntjen.
This corporation operates 1,500 of the type of machines described
by Mr. Lansing. For all practical purposes, it is the same machine,
except our machine might be a little larger and the volume might
be a little greater.

This proposed tax of $10 is too much on this type of machine,
for the simple reason that the earnings of these machines simply
do not justify the expenditure of that $10 tax.

I have a profit and loss statement from the operation of these
1,500 machines mentioned before, and it shows a very small profit
per machine after allowing for depreciation of these machines on a
10-year basis.
0ur machines, by the way, cost $10 and after allowing this depre-

ciation of $1 per year the machines show a net profit on a year's oper-
ation of each machine of 19.7 cents per month, or 12.36 per machine
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per year, which makes a net profit of $3,668.84 per year on these
1,500 machines.

Senator TAFT. How much per month?
Mr. Biur~wx. Nineteen and seven-tenths cents.
Senator TAFT. Cents?
Mr. BRUN TEN. Yes. Now, these 1,500 machines represent an invest-

ment of $31,150, including the cost of placing the original merchandise
in the machines and various other expenses.

If we were to pay a tax of $10 per machine per year this would
mean we would have to pay $15,000 taxes, against a net income of
$3,561s.84.

I would like to make this observation in addition, that these
machines are placed in small combination confectionery stores and
small grocery stores and these stores have a hard time existing as their
prices have gone up without their having the ability to charge more,
because the candy bar is still 5 cents, and the ice-cream cone is still
5 cents.

Senator VANDENMtRO. On the basis of your statement, you could
not pay a $3 tax?

Mr.BRuNTJ EN. Correct, I disagree with Mr. Lansing on that. We
could not even pay the $3 per machine per year.

However, I grant this: An individual might be able to operate
these machines more profitably than a corporation could. A cor-
poration is naturally more subject to expenses than an individual
would be, but even a $3 tax would put us completely out of business.

These machines serve as trade stimulators in the stores. The most
a person can get is 5 cents' worth of merchandise, retail value, costing
the merchant about 3 cents.

The way we operate our machines is as follows: If the person gets
the so-called striped gum ball, he would have a choice of either an ice-
cream cone, pop, or candy bar. It is up to them, whatever they want.

The stores are interested in selling, of course, such an itemli as ice.
cream because it is a good profit item to them.

We have had no complaints from anybody on these machines in any
way that these machines constitute gambling or corrupt the morals ofan :body.

enator CONNALLY. Does your machine give a prize that is capable

of being rigged?
Mr. BRUNJEN. No. We place 1,000 gum balls in this machine, and

to every 1,000 gum balls, we put 100 yellow-striped balls in the ma-
chine, on which the prize is given, making a total of 1,100 gum balls in
the machine. That proportion always remains the same.

When the machines are checked, we pay the merchant $5 for these 100
yellow-striped gum balls from the machine. In other words, the mer-
chant has sold $5 worth of merchandise, which might be candy bars,
ice cream, or soft drinks. In addition to that, we give the merchant
10percent of the balance.

That leaves us nominally $5.40 every time the machine empties,
out of which we pay the cost of collections, general overhead, the cost
of the merchandise, and the cost of installation of the machine.

Now, we do business with 1,500 of these small storekeepers in Min-
nesota and Wisconsin, and the storekeepers really appreciate the few
cents that they make on these machines. They do' not make much,
but it is something that gives some of them an opportunity to com-
pete with the larger stores.
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These are the smaller stores where the machines are placed. The
chain stores and large drug stores are not interested in these machines,
for the simple reason that it takes too much time, too much effort to
bother with them.

However, the small storekeeper will take the time, because he likes
to have a little more money to pay his telephone bill or light bill.

Now, I have letters, which I shall not take the time to submit, from
the small storekeepers that were written to us, in which they express
their desire of keeping these machines in operation in their place of
business and their appreciation for the help they received from
these machines.

The CHAIRMAN. Well, sir, we thank you for your presentation.
Mr. BRUNTJEN. Thank you.
The CHAIRMAN. Mr. Daubin.

STATEMENT OF MEREDITH M. DAUBIN, WASHINGTON, D. C.,
REPRESENTING AUTOMOTIVE PARTS REBUILDERS' ASSOCIA-
TION

The CHAIRMAN. Mr. Daubin, we have three witnesses here on parts
and accessories. Are they all speaking to the same point ?

Mr. DAUBIN. No, they are not, Mr. Chairman; they are covering
different phases of the industry.

The CHAIRMAN. You may proceed.
Mr. DAUrIN. Mr. Chairman, and gentlemen of the committee: My

name is Meredith M. Daubin. I am an attorney in the Munsey Build-
ing, Washington. I appear as attorney for the Automotive Parts
Reuilders' Association, consisting of auto parts repairmen covering
the entire United States.

The Bureau of Internal Revenue has held that the repairing or re-
building of used automobile parts is the manufacturing or producing
of an auto accessories and that the sale thereof is taxable under sec-
tion 3403 (c), Internal Revenue Code, which at present rate is 5
percent.

The Automotive Parts Rebuilders' Association is a national non-
profit organization formed last year by auto parts repairmen in order
to bring before this committee the exact situation involved. There
are present today three members of the association, all repairmen of
auto parts known throughout the trade as rebuilders. Their method
of business is typical of that of all the auto parts rebuilders through-
out the United States. To have brought more members here today
to testify would have been merel repititious and cumulative.

This application of the excise'tax emanates from the Bureau of
Internal Revenue in construing that repairing and rebuilding of used
parts is "manufacturing" under the statute and that the sale is
taxable.

We do not believe it was the intention of Congress to tax the mere
repairing or rebuilding of auto parts and that Congress had in mind
the sale of only the newly manufactured auto part.

The situation today as between the Bureau, the collectors, and the
repairmen is in complete confusion throughout the entir, country.

First: The Bureau of Internal Revenue, though repeatedly re-
quested. has failed to issue a public ruling on just that (a) auto
accessories or parts are to be taxed; (b) the distinction, if any, be-

76093-42-vol. 1--73
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tween a repairing of one unit as against the handling of two or more
at the same operation; (c) the distinction, if any, where the same
parts plus new parts are reassembled in the original unit as against
the comingling of parts from different units when reassembling after
cleaning and repairing; and finally, (d) whether the excise tax is
to be calculated on the net sale price of the repaired part or on the
price plus exchange credit for old part returned. The Bureau also
refuses to allow any credit for the tax paid on the old part at the
time of its previous sale.

The Bureau will answer only questions presented by each specific
case of each taxpayer and limits the ruling to the taxpayer involved.
The result is that there is a complete lack of uniformity amongst the
collection districts; and each individual internal-revenue collector or
agent can make his own decision as to who is a manufacturer, what
items shall be taxed, and how the tax shall be calculated.

Therefore, we request this committee to-
1. Take a forthright stand and amend the law by stating-

parts or accessories including repaired, overhauled, or rebuilt parts or accessories
(other than tires and innr tubes ard other than radios), for any of the articles

enumerated * * 0. (Amendment printed in italics.)
Then excise revenue can be collected uniformly from coast to coast,

as this will now make parts repaired subject to the excise tax as it will
be then in the law.

2. The rebuilt unit is sold upon an exchange basis-the exchange
unit has borne its tax when sold new-therefore the tax should be cal.
culated upon only the amount received by the repairman for his charge
for the repair or rebuilding of the unit.

The exchange unit is merely his nest egg, through which he operates
his repair business. Therefore, we request this committee to adopt the
afore-mentioned amendment plus the following addition:

The tax shall not be calculated on the unit eaclanged but only on the net sale
price on repaired, overhauled, or rebuilt parts or accessoriee.

The different revenue districts are applying the calculation of this
tax in many different ways. Some on the entire listed price, including
the exchanged unit; others on the net amount received for the labor
and materials; others scale down the value of the exchanged unit by
an arbitrary percentage, and still others claim no tax whatsoever is
due on rebuilt, repaired, or exchanged units.

I have here a file of letters from customers of members of our associ-
ation in which the customers refuse to pay the excise tax at 5 percent
on the full list price of the repaired part, claiming that they can buy
the same part with the tax calculated on only the sales price of labor
and materials with no tax on the old unit they send in for exchange.
Other letters claim an overcharge because the tax is calculated on the
exchanged unit or because no credit is allowed on the old unit on the
basis that it is a previously taxed article.

It is impossible for the repairmen to absorb the tax as calculated by
the Bureau, because in many instances the tax is 30 percent of the
actual price received by the repairmen. For example, on Ford V-8
distributors (1937 model or later) the rebuilder in repairing the article
actually receives $1.10 with a $5 deposit charge which is credited to
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the customer when the old unit is turned in; which in most instances is
either before or simultaneous with the sale of the repaired or rebuilt
part.

The Bureau taxes at 5 percent on the basis of $6.10 resulting in a tax
of 301/2 cents. A new Ford distributor unit recently sold for $4.50
with a tax of 22 cents, yet the "repair" change carries the unheard-of
tax of 301/2 cents on the actual -'U of $1.10, or almost 30 percent tax.

3. Finally, and in lieu of the two above-suggested amendments, we
ask that the present law be amended to eliminate any question as to
the propriety of holding the repairmen or rebuilder a manufacturer
under the above instances, and to specifically delete repaired and re-
built automobile parts from being considered as taxable under the
present law by the adoption of the following amendment [printed in
italics] to section 3403 (c) to read as follows:

Parts or accessories, other than repaired, reconditioned or rebuilt parts or
unit8 when, sold as such.

This would definitely eliminate repaired and reconditioned auto
parts from the tax.

Why should a repairman be called a manufacturer?
The Bureau does not attempt to tax the sale of a second-hand auto-

mobile, even though a second-hand auto is repaired, reconditioned,
and then sold.

Why should the repairing and reconditioning of a temporary and
partly unusable second-hand auto part be called manufacturing and
the repairmen be made to pay an excise tax on the sale of the services
rendered? In many instances the unit is repaired 10 times or more
during its lifetime, yet the full tax was collected when it was sold
either as a new unit or as the working part of an automobile and the
Bureau now proposes to tax this part each time it is repaired or
rebuilt.

Automotive Parts Rebuilders Association urges amendment of sec-
tion 3403 (c) Internal Revenue Code as amended by section 544 (a)
of the Revenue Act of 1941, which places a, tax on manufacturers of
automotive parts and accessories.

The interpretation by the Internal Revenue Bureau has been con-
fusing; the administration by the Bureau has been conflicting in dif-
ferent localities, even though the Senate Finance Committee reported
"repaired and reconditioned parts are not now subject to tax" the
Bureau has placed a tax on "repaired" and "reconditioned" automo-
tive units, previously taxed when they were originally installed on a
car.

Automotive parts rebuilders are repairers and not manufacturers.
To manufacture is to create, make, or produce an article-a new

article-but to recondition a used unit which has been in service is not
manufacturing.

A few years ago, if a generator, brake, or other unit of an auto did
not function properly a garageman removed the unit from the car,
repaired it and replaced the same unit in the car.

This process required considerable time, preventing the use of the
car while the repair was made. Some repairmen became specialists.
Because of inexperience of garage mechanics and to save time, the
custom now is to remove the damaged unit and immediately substitute
a unit previously repaired, making possible continuous operation of
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the car. The repair specialist is called a rebuilder. He does not cre.
ate a new unit, but reconditions one which has been taxed originally-
and because the Internal Revenue Bureau taxes the rebuilders sales,
the unit has been taxed as often as it has been exchanged, often sev.
eral times.

The Internal Revenue Bureau concedes that working on one unit
at a time is "repair, not taxable," but if for efficiency the rebuilder
dismantles and cleans several units at a time, the Bureau classes the
work as "manufacture, taxable"--the results are the same.

The average cost of repairing only is the usual charge, but if the
old unit is not received at the time of the transaction, it Tceposit charge
is made pending the return of the old unit. The Internal Revenue
Bureau assesses the rebuilder on all exchange transactions on the
total charge of the repair cost plus the deposit charge of an old unit
(often more than the total cost of a new unit) resulting in a tax of as
much as from 10 to 30 percent of the net sale by the builder. The
Bureau says:
The tax is based upon the exchange charge plus the core deposit of any unit

exchanged. If because an old unit is turned in at the time of exchange the
taxpayer's billing shows only the exchange charge, the Internal Revenue Bureau
will add an amount equal to the core deposit that would have been made if the
old unit was not returned.

Units like generators, distributors, or fuel pumps are complete units,
repairaWe by garagemen by replacing one or more parts. There is no
tax on complete automobiles, reconditioned or rebuilt, and there
should be no tax on complete units, conditioned or rebuilt.

In the manufacturing business each sale is a final and complete
sale. In the "exchange" business the commodity involved is repair
work, as the transactions include the return of a similar article capable
of being repaired, which the "exchan e" unit replaces. The repaired
,nit is labeled "reconditioned" or "rebuilt" and is never sold for
original equipment. Any deposit charge made, pending the return of
the old unit, is credited to the customer on receipt of the old unit. This
deposit is a fictitious value, or excessive charge, to insure the prompt
return of the old unit, because this is a repair business and the re-
builder must have an old unit to work on. Rebuilders do no casting,
manufacturing, or creating of units out of raw material, but only work
on used units which were original equipment on a car, so the rebuilder
is actually repairing tax-paid units.

If it is the intent of Congress to place a tax on such repair work,
then the act should so state, and make it plain that "repairs" are sub-
ject to tax, whether done by an individual garageman or a whole-
sale repairer or rebuilder-but if the int mt is not to tax repairs, the
Automotive Parts Rebuilders Association respectfully urges the addi-
tion of the following words: "Other than repaired, reconditioned, or
rebuilt parts or units when sold as such," or such other wording as
ma - seem appropriate.

ehator TAFT. What is the rule? If an automobile is repaired by
inserting a new part, I suppose there is a tax on that new part?

Mr. DAUBIN. There is a tax on that new part.
Senator TAFT. But not on the labor of the repairing?
Mr. DAUBIN. Not on the labor of repairing of the second-hand auto-

mobile, but on the new automobile there is a tax, as we know. Yet, if
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you repair a second-hand automobile, that is not considered manu-
facturing, unless a new part is purchased.

Let me point this out. Our repairmen buy a new distributor part,
and they pay a tax on that. Then they combine their labor in the
temporarily unused part and repair it so it will function, but the
Bureau says there must be a tax paid because they manufactured
something, when they merely repaired the article to make it usable.

The CHAIUMAN. You had the natter up last year?
Mr. DAUBIN. Yes; we had the matter up last year. It came before

Ohis committee last year. At that time you were not considering ad-
ininistrative amendments. You had here the members of the associa-
tion, and after that time my recollection is, it was stated by the com-
mittee that there was not now any tax in the law on these parts, but
they would leave it up to the Bureau to make such arrangements as
were necessary to eliminate the tax on repaired parts.

The CHAIRMAN, I thought the Bureau was to take care of it.
Senator HERRING. Mr. chairman, that was the understanding. The

evidence was clear. The statements made to the collector were clear.
Senator LA FoLLIxTrr. It is my recollection that the committee vir-

titally went on record in favor of something being done, went on record
for relief being given by regulation.

Mr. DAUBIN. In answer to your statement, gentlemen, I will
read-

The CHAIRMAN. I have reference to the conference, which, of course,
is not reported. The matter was in conference, and my recollection
is that definitely, the Bureau was to take care of it, was to have a uni-
from ruling, not for one district alone, was to impose a tax that was
uniform, not to have one district tax Pt one rate, and another district
at another.

There was proof about some district in California having a rate that
was different from the rate in some other State.

Senator HEuiN,. And the tax was to apply on the new part but
not on the repaired unit.

Mr. DAUBIN. That was our understanding.
Mr. Van Alen, the secretary of our association, in California, was

before you, also, and ex-Congressmain Dockweiler came before the
committee.

On that point I would like to read just one paragraph from the
House hearings on this 1942 revenue bill, volume II, page 1920;
when we appeared before the House Ways and Means Committee just
recently Mr. Robertson, of Virginia, stated this, at page 1920:

In connection with this matter on which we had a hearing, Mr. Van Alen,
of Los Angeles, wrote each member of the committee a letter urging that no
tax be levied on parts taken from dismantled cars and used for repair or
reconditioning purposes. We had quite a bit of discussion on this subject in
executive session, and that time we yielded to the request of the Treasury
ctlictals who sodd, "We will handle thi; by regulation." They said that if
they found that a unit ned was a repaired unit it would be subject to no tax,
but that if it was a new unit It would be subject to the tax, even though it Is
made out of parts that were previously used. That Is the way we left the
matter when the bill was presented to the House. When the bill went to the
Senate Secretary Morgentbau made his statement, and the first witness to be
heard by the Senate committee was Representative Dockweiler on this very
point. That will be found on page 55 of the Senate hearings of the 1941 Revenue
Act. Mr. Dockweiler proposed to the Senate committee an amendment in the
following language: "And other repair, overhauling, or rebuilding parts or
accessories when sold as such."
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Senator Bnoww. It seems to me, Mr. Daubin, that you have made
a pretty good case. You need not say anything more.

-Mr. DAuDiN. Can I take that as a vote of the committee now I I
will be willing to accept it.

Senator BRowN. It is just a suggestion.
Mr. DAuarx. I yield to the suggestion. I hope you will remember

that in executive session.
The CHAIRMAN. Thank you, sir.
Mr. DAUMN. I might add, when the directors-
Senator BRowN. Now, now, now-
Senator IHmro. Mr. Chairman, he is a lawyer.
Mr. DAUBIN. Mr. A. S. Holzwasser, the next witness, a director of

our association, from Boston, could not attend, and Mr. Goldman,
who is a director of our association and operates in Baltimore, would
like to make a short statement in his place.

The CHAmMAN. All right, Mr. Goldman.

STATEMENT OF ALBERT D. GOLDMAN, BALTIMORE, MD., DIRECTOR,
AUTOMOTIVE PARTS PrRUILDERS ASSOCIATION

Mr. GOLDMAN. Mr. Chairinan, my name is Albert D. Goldman, and
I appear as a member of the Automotive Parts Rebuilders Associa-
tion, who ask for a clarification of the manufacturers' excise tax,
section 3403 (c), United States Code, as it pertains to automobile
parts.

There are many hundreds of small firms engaged in this business
of reconditioning automobile units who face a loss of their life's
work because of this confused tax situation.

I appear as a working member of a small firm engaged in the
reconditioning of automobile units. We have never considered our-
selves manufacturers of automobile parts. Our customers have not
considered us manufacturers, and not even the deputy of the Treas-
ury Department in 1933 who inspected our premises considered us
manufacturers. However, about 2 years ago, a deputy from the local
Baltimore office visited us, placed an assessment which is tremendous,
that is to us. A tax bill, plus interest and penalties, that amounts
to a confiscation of our business. In questioning hin whether this
was a tax that should be placed on us, whether we were liable, he
stated that he did not know anything about this type of business.
We wanted to show him through our premises, so that he could
ascertain whether the tax applied to us.

He said all his orders were to place an assessment on us, which he
did.

Last year when we appeared before you gentleman, we brought cer-
tain samples to show just what kind of work we did.

Small firms who are engaged in our business are at this time,
considered very important to the national economy. Whe Brookings
Institution survey shows that there is a minimum of 20,000,000 ve-
hicles to be kept in running condition. According to the War Pro-
duction Board this problem has been placed on our shoulders, and
they have given us an A-1-A priority rating to go on with our work.
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We do not come before you to ask for a reduction in tax, or a
smaller tax; we just ask that a clarification be given, because unless
something is done about that, we are going to be forced out of
business. If it is essential to place a tax on this type of business, place
it on the basis of repairs and state that they are for repairs and not
for this confused situation which is threatening us.

The CHAIRMAN. I do not think this committee ever wanted to tax
the labor that went into the assembling, cleaning, and repairing of
these parts and accessories, and we thought we had taken care of it,
as you heard from the conversation with Mr. Daubin when he was
o the stand, but apparently we have not.

Is there something else you wish to submit at this time?
Mr. GOLDMAN. No. But I want to urge upon you gentlemen-I am

not talking for myself, nor for our group, but as far as the economy is
concerned of the transportation system, it is, at this time, very diffi-
cult to operate even under normal conditions unless we get some relief
from this situation, a great many more people are going to be forced
out of this kind of business.

Within the last year, or year and a half, a great many small con-
cerns have already been forced out of business because of conditions.

The CHAIRMAN,. Yes, sir.
Well, we thank you very much.
Mr. GOLDMAN. Thank you.
The CHAIRMAN. We have one other witness on this point, Mr. Rosen-

berg.

STATEMENT OF AARON ROSENBERG, DETROIT, MICH., REPRESENT-
ING DETROIT NEW AND USED PARTS DEALERS ASSOCIATION

Mr. RosE~NBEo. Mr. Chairman and members of the committee, I
will present this problem from a slightly different angle. My name
is Aaron Rosenberg. I am an attorney with offices in the National
Bank Building, Detroit, Mich. I am counsel for the Detroit New and
Used Parts Dealers Association, consisting of retailers of new and
used parts and car wreckers.

I appear in reference to section 3403 (c) of the Internal Revenue
Code.

I feel that I should make a brief statement about the industry I
represent, so that you, Mr. Chairman, and the gentlemen of the com-
mittee, who probably had no contact with this industry will gain some
familiarity with it.

Fortunately, or unfortunately, there are millions of car owners in
the United States who would under certain conditions not drive their
cars if they did not depend upon the used parts dealer.

The used parts dealer is, as some departments of the Government
call him for the purpose of obtaining scrap from him for the war effort,
the auto graveyard owner. He buys wrecked cars either directly from
the owners or from the car dealers who accept so-called jalopies in
trade for a new car. This car is dismantled, the scrap and steel is sold
to junk dealers and some of the parts are salvaged. The important
parts are the transmission, rear axle, also known as the carrier, car-
buretor, and so forth.
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These salvaged parts, the transmission, the axle, or whatever part
is removed from the wrecked car, is dipped into a degreaser and the
dirt, grease, rust, and corrosion is removed by an acid. After same is
removed from the degreaser, it is examined by a mechanic, who also
waits upon customers at the counter, and if he finds everything in
good order he puts the part away in a bin. If, on the other hand, he
finds that the part needs a new gasket, a new gear or bearing, such new
part is installed. I also wish to draw the attention of this committee
to the fact that the manufacturers' excise tax was paid for such new
part when same was purchased by the wrecker.

This operation in no way changes the appearance or identity of the
part so repaired. It is sold as a repaired automobile transmission or
axle as the case may be.

It is impossible for a wrecker to use, for example, a gear or a
pinion from a Plymouth transmission in a Buick transmission.
What I am trying to bring out is that the automobile parts are not
dismantled and their component parts sorted out but each automo-
tive part removed from a wrecked car is treated individually and is
repaired in the same way and manner as a garageman would repair
such a part. No part of replacements or any other part of the
item being repaired is manufactured by the wrecker. The service
rendered by the wrecker is purely one of "labor" in the unskilled
class. The wrecker does not build used or new parts, is not. equipped
to make, manufacture, or produce new parts and does not have
the skilled mechanical help to build or create new parts. Further-
more, the wrecker does not make major repairs since those items,
which cannot be made to function or work, are junked. The wrecker
does not have (lies, stamps, or machinery necessary to make or manu-
facture any automotive parts. The reimired item is then sold to a
customer for which the customer pays a certain amount in cash plus
his old part known as an exchange. A credit is given him for such
exchange, which exchange is usually junked. Such exchange has very
little value to the wrecker for its condition is such that it is either
beyond repair or it would be too costly to repair it. However, the
customer received a credit for such exchange and same is noted on
the sales slip issued to him. This is being done, in most instances,
to make the customer feel happy that he received a trade-in allow-
ance for an almost worthless item. The value given to the item,
however, is a fictitious one.

The Internal Revenue Bureau and particularly the local collector,
as in our own city of Detroit, the cradle of the automotive industry,
have their own views and their own interpretations of this section
of the Internal Revenue code. They make their assessment on the
repaired part, which was taxed once before-the new part that was
used to repair the old part. and the exchange. They merely check
the sales slip and wherever they see the item transmission or carrier,
they are not interested whether the part was sold as used or re-
paired, that new tax-paid parts were used in the process of repair-
ing, that the exchange was merely a sales device, but they assess the
whole thing-hook, line, and sinker.

To give you, Mr. Chairman and gentlemen, an example, I will
cite the case of Mr. Sam Kaufer of the East Side Auto Parts Co.
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of Detroit-Mr. Kaufer is the gentleman who was delegated by the
Detroit Association to accompany me as technical adviser. In case
any of you gentlemen may want to know some of the mechanics of
dismantling or repairing of an automobile, Mr. Kaufer is more
competent to answer these questions than myself.

In November 1941 two field men from the Detroit office came into
Mr. Kaufer's store-demanded that he turn over to them all of his
sales slip . They spent about a week on the premises and then they
took the slips to their headquarters. Within a month Mr. Kaufer
received an assessment totaling $2,300, including tax on every trans-
mission, every carrier, used or repaired, that thev found on these. sales
slips-taxing every exchange, setting an arbitrary figure of $5 for
every exchange, plus interest and penalties since 1937. We have
argued with thee men, we tried to show them that we are just
repairmen.

We asked their to check our process of repair. We explained to them
that every item we repair is individually repaired and treated. In my
capacity as attorney for the association I tried to argue that the Bureau
conceded on many occasions that repairing and reconditioning one
unit at a time is "rel)air, not taxable"-but this (lid not help us.

We were assessed and we are still assessed today. In order to stay
distraint proceedings, which would ruin our business, we filed an abate-
ment claim with the Miscellaneous Tax Division at Washington. We
were obliged to file a bond at great expense and inconvenience. We
are hoping for a hearing or a clarification of ection 3403 of the United
States Coe.

For the sake of brevity, I am only citing one example. I could go n
and on and cite to you gentlemen the conflicting opinions and inter-
pretations of the various administrators and collectors. However, I
wish to emphasize, Mr. Chairman and gentlemen, that the repairer of
automobile parts is not a manufacturer; that it was not the intent of
your committee to tax a repairman.

Words and Phrases, volume 4, page 273, distinguishes manufac-
turing from repairing as follows:

* * * "manufacturing" is the system of industry which produces manu-
factured articles and "manufacture" is the production of articles for use from
raw or prepared materials, by giving them new form, qualities, and properties,
or combinations, and "repairing" is the making or restoring of an article or thing
to its completeness.

The wrecker or used parts dealer comes within the purview of this
definition. He is nothing but a repairer. He is anything but a manu-
facturer, and he should therefore not have to pay a manufacturer's
excise tax particularly on parts that are tax-paid. For under the
present rulings, every time a wrecker repairs a part lie pays a tax on
it and if that part is repaired 10 times he would be obliged to pay 10
times the excise tax.

We haven't collected this tax from our customers in 1937 nor in any
of the years following it. Nor are we collecting the tax today.
Although the local collectors classify us as manufacturers, our cus-
tomers still look upon us as wreckers and repairers and think that we
are off our mind when we suggest to them that they have to pay a
manufacturers' excise tax on parts repaired in our place.
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We are the Dr. Jekvlls and Mr. Hydes of the automotive industry.
When we dismantle a car we are nothing but auto graveyard operators.
However, as soon as we take the part salvaged and clean it and add
a gasket or a bearing to it and thus make it look decent we are
man uf-rturers.

Mr .'haur-man and gentlemen of the committee, we ask you to clarify
this Stuation by amending the law so that we are what we are and
have the ace read, *including in each of the above cases parts or acces-
oor~es other than repaired reconditioned, or rebuilt parts." *

I want to ald a brief statement. Particularly now, when the
m:tnufacturp of automobile parts has completely stopped, our industry,
is nit in unfair competition with the manufacturers of new auto
part,. ()n the contrary, by scrapping old cars we are furnishing
the sltoe! so necessary at the present time.

By repairing old parts, we are keeping the old cars in motion-
cars that are needed so badly now to transport workers to the plants
that are contributing to the war effort.

We feel that, as a group, we are making a definite contribution to
American economy and are-therefore, asking you gentlemen to amend
the excise tax law so that at least we may know our status.

The CHAMMAN. Thank you very much.
Congressman Dewey.

STATEMENT OF HON. CHARLES S. DEWEY, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF ILLINOIS

The CHAIRMAN, Congressman, we will be very glad to hear you at
this time.

Mr. DEwEY. My name is Charles S. Dewey, Member of Congress
from the Ninth Congressional District of Illinois.

Mr. Chairman and gentlemen, I wish to thank you very much indeed
for giving me the opportunity to appear before you, and I will make
my remarks as briet as possible. I would like to ask consent, at
the termination of such remarks as I make, that I might have in-
cluded in the hearings, the remarks I made yesterday on the floor in
regard to the post-war credit.

They are contained in the Congressional Record.
The CHAIRMAN. You may do so.
Mr. DEwxr. Thank you Mr. Chairman.
Mr. Chairman and gentlemen, all the proposals that I have studied

in regard to the so-called post-war credit appear to me to have
certain faults and do not go far enough.

Among the proposals I have studied that have been offered to the
Ways and Means Committee, and by the Joint Committee on
Taxation, there has been suggested an immediate cash credit; now
to me, an immediate cash credit being paid to the payers of excess-
profits taxes might place too great a burden on the Treasury, if it
were paid immediately after the cessation of hostilities. Also
it would be very difficult to control the uses of such cash as was
suggested in the various proposals. Namely, no such cash to be
used for the payment of dividends nor the buying of stock, nor
the payment of bonuses or salary increases to executives nor increas-
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ing cash reserves, unless employed in the business, nor to purchase
securities.

I think it would be very difficult to control any cash payment, and
I think it also might place a great burden on the Treasury to make
such a cash payment.

Second, if there was an issuance of an ordinary Government secur-
ity, I think that the issuance of such security to the payers of the
excess-profits tax might cause an unsettlement of the bond market, for
the simple reason that they would prdbably wish to sell those
securitiess to derive cash for their business and if they did sell them
there would be a pressure on the bond market; and, further, the cash
derived would also be hard to control for the purposes that I have
just mentioned.

Third, if there was an issuance of bonds or certificates over a
scheduled number of years, as has also been proposed, there is no
possible way of ascertaining in advance, if those scheduled payments
would fall at a time when the industries were greatest in need of
assistance. One can never tell that. In the two proposals, one of the
first payments was to fall within 2 years after the cessation of hos-
tilities and in another proposal it would fall 3 years afterward, then
4, then 5, and then 6 years, but who could tell if, after 2 years, the
industries would be most in need at that time. Probably their needs
might have been greater a little before that time. Lastly, and of
great importance, the post-war credit has only been considered to go
to those who have paid excess-profits taxes, and I do not think that
that goes far enough.

Senator TArt. You are referring to the post-war credit provision
in the House bill?

Mr. DEwYry. I am referring to the post-war credit provision in the
House bill; yes.

Senator TArt. Which was taken out on the floor of the House?
Mr. DrwzY. Yes, sir.
I think that if there is to be a post-war credit to corporations, it

ought also to be extended to those that paid a surtax, for the simple
reason that since, in the existing revenuelaw, the surtax rate is only 7
percent. It is now proposed to raise it by 21 points, or an increase
of 14 points.

Now, that seems to me to be a "minimum" excess-profits tax paid by
everyone.

The surtax as proposed is raised from a high bracket of 60 percent
in the existing law, to 90 percent. That is an increase of 30 percent.

Now, I do not know what the proper credit would be to allow to the
payers of excess-profits tax and surtax payers, but there is a rela-
tionship between the two. I offered in my proposal that all those
people paying a surtax should be allowed a post-war credit of 3 per-
cent, in each taxpaying year of the surtax paid, or, if you figure it
in another way, it might be 5 percent, that is on the basis that 10
percent credit is going to be paid to the payers of the excess-profits
tax. There is a relationship there between these two taxes, even if a
great many of the smaller companies that will not pay an excess-
profits tax, because they have probably not had any war contracts.

But, I think their future financial condition should be taken into
account. Those little companies will need just as much assistance as
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the larger ones, and I think, if this committee, in its wisdloi deci(les
to consider the post-war credit, consideration should be given to assist-
ing smaller companies that merely pay a surtax as well as the larger
companies doing war business that pay an exess-profits tax

I offer, as a proposal for the consideration of your committee, sir,
the issuance to corporations paying an excess-profits tax bond,- in an
amount equal to the excess over 80 percent of the taxpayer's adjusted
excess-profits net income, and to corporations paying surtax, the
issuance of bonds in an amount equal to 3 percent of iuch tax.

As I have said, after considerat ion, that you might wish to
raise that to 5 percent, but I offer now the 3 percent.

I also suggest that these bonds that are to be issued be serial issues
for each tax year, andl at the time of issue they will he nonnegotiable
and noninterest-bearing and, further, that they will have no fixed
maturity, but may be called at the will of the Troazury, 10 years after
they become negotiable.

Now, these bonds or cortificales, whatever they are nained, when re-
ceived by the taxpayer in any taxable, year, may be taken imlo the
financial statement of the recipient corporation for face value, but as
a deferred asset. At such time after the cessation of hostilities that.
the Treasury Department, in collaboration with the Federal Reserve
Board, may deem it advisable the bonds or certificates may become
negotiable--become a current asset-and then be taken into the finan-
cial statement of the recipient corporation as such, as a current asset.

Now, the purpose of that is this: It will be expected that after the
termination of this war there may be a great depreciation in value of
inventories, and if those bonds can be taken in as a current asset at that
time, they may offset the loss in value of the current inventory.

The purpose of the bond is twofold: First it is a Government obli-
gation. Under certain Federal Reserve regulations which will be pro.-
mulgated at that time, and pursuant to the restrictions already men-
tioned, they may serve to secure loans for industrial and rehabilitation
purposes; and, secondly, and of equal importance, in order to provide
for the marketability and stability of their price, the bonds should be
accepted by the Treasury in lieu of cash, to the limit of 10 percent of
any tax bill.

Thus, they become a sort of tax warrant, as well as the means of
securing commercial loans.

As the bonds will be issued serially, they should only be accepted by
the Treasury serially in the payment of taxes.

That is to say, if the 1942 series of these bonds were issued for the
1942 tax bill, after they become negotiable, they might be accepted in
1945, by any taxpayer to the extent of 10 percent of his tax bill.

Series 2 would be accepted in 1946 and series 3 in 1947.
If there are only three series and there are some of these bonds still

left outstanding in 1948, they could go back to the excess outstanding
of the series 1, and continue the program, say, for the period of 10
years, and at the termination of 10 years the Treasury would have the
right to call them.

Now, as to the question of the bond being a nonfixed date or non-
maturity bond. There is no innovation in that among the United
States obligations.
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I refer to several we have had, but, particularly to the 2-percent
refunding Consols of 1900 which were callable after 30 years, and were
actually called in 1935.

Those bonds were never sold for cash but were delivered to the hold-
ers of a number of outstanding issues and had no fixed maturity date.

There is the matter regarding interest. I consider that that is more
or less of an administrative matter. The bonds might be given a low
rate of inter,- after becoming negotiable, or they might pay no inter-
est at all, except when they went into the hands of a banker to secure
a commercial credit, thereby reducing the 'ost, of the money to the
borrower and stimulate ing their use in the developing of basiness.

The iain purposess of my propoal are as follows: First, to provide
a post-war credit.

Stnator BR(cw. (',grssinan, how could a nonnegotiable bond be
considered a proper security to the bank?

Mr. DEwEY. Under regulations of the Federal Reserve Board they
can give complete negotiability as far as loans are concerned.

Senator BRowN. Would it h;e practically the same as making them
negotiable?

Mr. DEWEY. I suppose they are negotiable after the Treasury De-
partuient, in collaboration with the Feder.al Reserve Board would so
announce. They are only issued as nonnegotiable at the time of their
serial issue to any taxpayer. They would become negotiable iinmedi-
ately after the cessation of hostilities., or at such time Ps the, Federal
Reserve Bard and Treasury, operating together, would decide, prob-
al)ly taking thlt latee when the crash, if you might call it that, in
inventory values: had taken place.

That is one of the advantages. If you turn over cash immediately
after the cessation of hostilities, why, it might coincide with some
post-war buying boom and stimulate it.

Senator Hanmxo. Congressman, as to its eligibility as an asset
afterward, at whatever time it may be determined, do they become
eligible to go into the l)rofit-and-loss statement?

ir. DEwEY. They go into the se urity account.
Senator HERRING. Not as a profit?
Mr. DrwsY. Not as a )rofit. They would just be taken up in the

assets side of the suotement as an investment.
Setil or HrEn%'o. I am wondering how, though, if you put it in your

statement as an asset, the increase in your assets must be treated'as a
l)rolit.

Mr. Drwry. The supposition is that you would have a loss, an
ofsetting loss in inventories at that time.

S(enator IYHP;iN. Then it would go in as a profit?
Mr. DEWEY. Yes; it would be a profit if not offset by an inventory

loss. I suppose the excess would go into undivided profits or a special
reserve.

Senator HERRING. But the owner would not have the option to put
it in 's such?

Mr. DEWEY. It would come up from a deferred asset to a current
t, 'et at the time that the Treasury Department and Federal Reserve
BoIrd would decide, and they would probably decide that it would
be at the time when there bad been at depreciation in inventory
values. The negotiability of the bonds is assured for the -simple reason
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that they can be used to pay taxes to the extent, as I have said, of
10 percent of an individual's tax bill.

Hence, if they should slip off a little in value, there would be
plenty of people who would Iike to buy some up at a discount and use
them'to pay taxes with at par, so they would probably keep their
value up, if you follow me.

Senator IERMNG. I do.
I would like to give some assurance to the words "at the option of

the Treasury" so that he will not get part of it back as a profit tax.
Mr. DEw Y. That I naturally could not assure, but I do not think

they would be used for that purpose.
. They would come in when there would be a considerable loss in
inventory, to strengtheiA the statement of the company by offsetting
that inventory loss.

Senator RADcLIFFE. The fact that they have no maturity date,
would that have a deterrent effect on their negotiability from a
practical standpoint?

Mr. DEwEY. It never had on the 2 percent Consols, sir. There
would always, I believe, be a market for them, as soon as they went
to a discount, by persons who would like to use them in connection
with payments of their taxes.

It would always keep up the demand for them. I believe that that
would follow, and there would always be a market for them.

Now, may I say this: The three purposes of this proposal are:
(1) To provide a post-war credit that will come into being when

most needed, but at the same time, will not place a too great cash
demand upon the Treasury;

(2) To provide a means whereby industry can secure private credit
and again work out its individual problems without recourse to
Government assistance.

(3) To provide a security that will gradually be retired due to its
employment as a tax warrant.

But my basic thought in this whole matter is that having this
security, we will stimulate private loans by bankers to provide indus-
try with credit; it will recreate that relationship between private
industry and private bankers that has always been in existence; it
will permit individuals to work out their own problems rather than
to attempt an over-all suggestion by either the Treasury or any other
department of the Government, and it starts people back again on
their old manner of doing business, financing their requirements and
doing it at a time when they think it will be most beneficial to them-
selves.

That completes my statement, sir, and I wish to thank you very much
indeed for the courtesy of being permitted to appear before you.

The CHAIRMAx. Thank you very much.
(The excerpt from the Congressional Record referred to by Mr.

Dewey is as follows:)

(From the Congressionsi Record., August 6, 1942, p. 6988]

POST-WAR CREDITS

Mr. Dgw v. Mr. Speaker, I ask unanimous content to address the House for I
minute and to revise and extend my remadcs.

The SmgEna pro tempore. Without objection, it is so ordered.
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Mr. DEwEY. Mr. Speaker. during the several months that the 1942 tax bill has
been under consideration by the Ways and Means Committee of the House of
Representatives considerable discussion developed as to the advisability of intro-
ducing some post-war credit provision for those companies which had been subject
to the high rates of the excess-profits tax.

The adoption of a post-war credit has a twofold objective. First, to give the
corporation an immediate incentive to maintain efficiency and to keep its costs
down to a reasonable basis. Second, to provide the corporation with a post-war
reserve for rehabilitation purposes.

The Secretary of the Treasury in a statement of March 3, 1942, said, In part:
"Furthermore, after the war there may well be need for a large volume of

expenditure in readjusting industry and maintaining employment. For these
reasons it is believed desirable that in the case of any dollar of corporate profits,
the receipt of which results in an Increase in tax beyond perhaps 80 cents, the
additional tax on such dollar shall be held by the Government to the account of
the corporation and be returnable within a limited period after the war, in those
cases where it is spent for new and additional capital equipment or otherwise is
spent in the additional employment of labor."

As a basis for study of the post-war credit, a proposal was drafted by the
Treasury in collaboration with the Joint Committee on Internal Revenue Taxation,
the principal features of which are as follows:

First. The amount to be returned shall be 14 percent-probably now 10 percent
as the excess-profits tax is $)0 percent instead of 94 percent, as at that time pro-
posed-of the taxpayers' adjusted excess-profits net Income.

Second. The amounts shall be set aside in a special fund to be held by the
Treasury to the credit of the taxpayer who shall be given a nonnegotiable, non-
Interest-bearing certificate as evidence of his claim.

Third. The amounts returned to the taxpayer shall be returned in the following
manner: First-year collections shall be paid within the third year after the cessa-
tion of hostilities; second-year collections within the fourth year; third-year
collections within the fifth year; balance within the sixth year after cessation
of hostilities.

Fourth. The amounts returned to the taxpayer are intended for use In the con-
version of their businesses to peacetime activity or in the maintenance of employ-
ment in business activity. To this end the amounts returned shall not be available
for the following purposes:

1. The payment of cash or stock dividends.
2. Bonuses or salary Increases to executives.
3. The increase of cash reserves unless employed in business.
4. The purchase of securities.
The Ways and Means Committee, after considering the proposal, made a number

of technical and administrative changes. While adhering to the principle of a
post-war credit and its uses, it set up a different schedule of its payment to the
taxpayer, as follows:

First. The bonds shall mature, subject to prior call, as follows:
One-thlid at the end of the second calendar year following the cessation of

hostilities; one-third at the third such year; and one-third at the end of the
fourth such year.

Second. The bonds shall be callable upon 3 months' notice at any time prior
to maturity date.

Third. The maturity date of all bonds shall be advertised within 30 days aft(,r
the cessation of hostilities, and in such a way that the maturity date of any botfi
shall be readily ascertainable.

Neither proposal was actually incorporated in the 1942 tax bill as it was re-
ported to the House. The entire matter will have to be reconsidered by the Senate
Finance Committee and the Senate.

I have given the whole subject of the post-war credit considerable thought and
study. I believe that Its introduction into the pending tax bill will give the
corporations operating in national defense contracts an immediate Incentive to
maintain emciency and keep the costs down and provide them with a post-war
reserve for rehabilitation purposes.

On the other hand, its omission may have a deleterious effect on the economical
methods and counting of costs in American industry which will be so necessary
if we are to meet post-war competition. As I pointed out in addressing the House
on July 17:

"Once a manufacturing firm is well past its standard revenue It can derive
no further financial advantage from a well-planned business effort. On the other
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hand, in fact, it can avoid any financial loss, even if its efforts are badly planned.
So far as extra receipts above his standard revenue are concerned, the money
which the businessman is administering is not his own but really belongs to the
Government, and the buslnesman is suddenly placed in the position of being a
civil servant handling public funds, although he is not trained as such and will
not be subject to the same supervision necessary iii the case of people who
administer public money."

While the post-war credit will serve the purposes of stimulating incentive and
providing certalu reserves for post-war rehabilitation, it cannot be expected to
become a cure-all and by itself completely save the American economy from the
aftermath of the dislocations that have occurred due to our war effort.

I have noted in the testimony of one of the witnesses that it is expected that
some 18,000,000 men will have great difficulty in finding work, but that if a
$3,000,000,000 post-war reserve is immediately pumped into the industrial blood-
stream a good many Jobs can be afforded. I fear that this thought is a little
overoptimistic.

The figures taken from the July Federal Reserve Bulletin show that the average
wage rate for factory workers working 42 hours a week is 81.9 cents per hour.
If 18,000,000 workers were each paid 81,9 cents per hour, there would be a total
wage bill of $14,760,000 per hour. This sum, divided into the $3,000,000,000 that
might be available as a post-war credit for industry, would provide 203 hours
or about 5 weeks of work for the 18,000,000 excess workers.

However, as the census data shows wages constitute only about 40 percent of
the value added by all manufacturing operations, the $3,000,000,000 of credit
would actually provide but about 2 weeks' work for the above-mentioned
18,000,000 excess workers seeking Jobs.

There will undoubtedly be a great need for Government assstance after the
cessation of hostilities to both our national and international economy. But it
is my fond hope that once priorities are relaxed and thc busln, s of the United
States goes back again to supplying requirements of the civilian economy, busi-
ness will again attempt to depend upon Its own initiative and not be constantly
coming to the Federal Treasury for support.

The proposals for a post-war credit so far presented to the Congress con-
template the payment of funds out of the Treasury over a period of several years
following the cessation of hostilities.

Two questions immediately arise: Might not the red4emption of bonds issued
as ,videnee of a post-war credit embarrass Treasury financial operations at a
tine when normra demands upon the Treasury will be vtry great, Also, who can
te)! if the sphelule of payments as cortai-d in the propos-d plans will coi-ide
vih the prhds when the rehabilitation needs of business are the greatest?

I is well remembered that after the first World War there was a pos't-war
bIuying is<onm followed by a depression. Au iiniediate payieni if the post-war
credit night coinide with ibis post-war I aon and even have the effect (of stiiu-
litilg it.

In liei of issuing us a pst-war credit either a bold wilh a fixed callable date
or an ordinary obligation of the Treasury, 1 offer lhe following proposal :

First. The issuance to each taxpayer of a perpetui nonnegotiable, non-initerest-
is-arlng certificate In the amount of 10 percent of the totiil alnount of exn-ess-
profits taxes paid by him in each taxable year during tile period of the war,
those certificates issued for the taxable year of 1942 to b, called series I ; for 194.3,
serIes 2; 1944, series 3, etc. The certificates are to be callable at the will of the
Treasury 10 years after becoming negotiable as hereinafter provid-d.

Note to first: The recipient of any such certificates may carry them in his
statement as a deferred asset in the amount of their face value.

Second. At such time as the Treasury, in collaboration with the Federal
Reserve Board, shall decide and publicly announce, tire said certificates shall
hecomna negotiable and may be carried in the statement as a current asset.

Note t second: It is most probable that upon the cessation of hostilities there
iay he a buying boom followed by a collapse in the value of inventories, or, ii

fact, there way be a collapse in tire value of inventories without any buying boom.
If the post-war certificates can at this time be taken into the current assets of
the statement, they will offset to at least a degree such inventory losses.

Third. Purpose and uses of the certificate:
(a) The( certificates, being a Government obligation, will have a loan value

ol tire sare basis as any other Government obligation anti may be hiypotiiecated
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with banks to secure loans for coniunercial purposes under such regulations as
Ihe Federal Resorve Board will provide.

Note to (a): The restoration of private Initiative among the industry (of the
country will be more quickly obtained by providing tlhem with the inea;':, ;f
obtaining credit with which to work out their individual problems and thereby
doing their part to solve the unemployment question than through resorting to the
old policy of pump priming.
(b) In order to maintain the negotiability and a market for the certificates

and to maintain their price level, even should they bear but a low interest
rate or none at all, the certificates should be acceptable by the Treasury
in the payment of taxes. Provided, however, that in payment of any tax
bill only 10 percent may be represented by the said certificates and the bal-
ante of the 90 percent be paid in cash. Further, In order that the Treasury
may have some estimate of its tax receipts In cash and in certificates, series 1,
as mentioned above, of said certificates may be used for tax payments in
a certain specified taxable year; series 2 In the following taxable year; series 3
in tile thl.-d taxable year, and so forth.

Should there be but three series of certificates and an excess of series 1
remains outstanding, It could be used In the fourth taxable year and the
excess of series 2 used in the fifth taxable year, and so forth. The supposi-
tion being that by the end of the tenth year most, if not all of the certificates,
would have been redeemed by the Treasury In lieu of cash payments and the
Treasury would have then the power to call ,miy balance outstanding.

Fourth. The question of paying interest t on these certificates Is an adminis-
trative matter. It might be suggested, however, that they bear nm interest
at all while being held by the taxpayer, but if andi when hypothecated with
n bank to secure a commercial loan the borrower would pay 1 percent
Interest under the "going" rate and the lender would bill the Treasury De-
partment for 1!,!t percent during the life of the loan.

Certain objections have been raised that a post-war credit based on a return
of a certain percentage of excess-profits taxes would benefit only the larger
corporiftons and businesses.

There Is no retsn, however, that the same system of setting 1i a post-
war credit but at a lower percentage, cannot be. logically extended to those
corporations paying surtax. As a nittter of fact the 1.1 percent absolute
increase above rate of 7-percent surtax under the existing law to 21 percent
surtax rate under the proposed law really represents a minimum excess-
profits tax and should he so considered. If so, consideration should be given
to setting up a 3-percent post-war surtax reserve out of the surtaxes paid by
smaller corporations. This figure of 3 percent Is derived In the following manner:

The rise of 14 percent in surtax Is in reality a minimum excess-profits
tax paid by all corporations. A corporation paying the excess-profits tax
must also pay the surtax-14 percent of which is the mInimm excess-profits
tax above rr,-ntioned--ns well as the excess-profits tax itself, which has risen
30t percent alisolute, making a total rise of 44 percent.

The 14 percent rise in surtax is aboit one-third of the total rke of 44 percent
charged the exceN profits taxpayer. Hence, if the lost-war creit ik extrded
to those paying a surtax hot no excess profits tax, such credit should ho one-third
of the 10 percent credit proposed for the excess profits taxpayer, that is to say,
3 percent.

Nonimatority obligations are no innovation in the history of American finance.
In March I901 a refunding of a numho'r of oitstatndlng loans was nmde in the
form of 2-percent consols of 1Q30, of which G4(000 00 were issued In the refunding
onri ti oin.

The 2 percent consols lind no fixed maturity hit were callable at the will of the
Treasury after April 1, 1930, A, a matter of fact. tlry were finally retired il
1!13 -.

The same type of noiniurity consols was Issnued by the British Treasury for
tian- years as well as the rentes by the French Treasiry, atd certainly there is
no Innovation in the use of Government securitIes to seouiire private lmis.

I believe Ibtit any post-war pian should contemplate the reestailishmient of
trivato hanuk credit extended to corporate borrowers. No one can deny that the
co(normic develotiment of the Ttitod States was prin('ipally bitsitd upon the credit

rolalionshIp that existed between local Industry and local iatiks, and any post-war
thahilittatiiin In mst take Into consIderfatton the return to normal practices,
by which private Ilndustry tuay obtain private crdit for its coummercla require-

7t09:3-4 2- vil. 1-74
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meats. In my opinion, given the opportunity, business will again turn to the
ordinary sources of credit rather than to constantly look to the Treasury for
support at a time when the Treasury itself may have numerous demands upon it.

The CHAIRMAN. Mr. Zens.

STATEMENT OF PAUL ZENS, PHILADELPHIA, PA,, REPRESENTING
BUDD INTERNATIONAL CORPORATION

Mr. ZENS. My name is Paul Zens. I am treasurer of the Budd In-
ternational Corporation, a subsidiary of the Edward G. Budd Manu-
facturing Co., of Philadelphia.

I am here because of the retroactive features of the 1936 undistrib-
uted-profits tax, which has placed us in a very embarrassing and un-
bearable position.

Briefly, it amounts to this: The Commissioner of Internal Revenue
has imposed an undistributed-profits tax of approximately $600,000
for not distributing something we did not get, we did not have, nor did
we have any control over.

I have a brief statement here which summarizes the transaction,
which i would like to read to the committee for the record and for
your consideration.

The CHAIRMAN. Yes, sir. You may proceed, Mr. Zens.
Mr. ZENS. The Budd International Corporation owned stock of an

English company which stock the Board of Tax Appeals treated as
having had a tax basis of $1,000,000. English banking interests owned
90 percent of the preferred stock of BuddInternational, and by reason
of default in preferred dividends had the voting control in Budd Inter-
national disposition of the Budd International Corporation's invest-
meat in the stock of the English company, but only upon condition that
the bulk of the proceeds be used to retire the preferred stock. In
February 1936, before there was any inkling to the public of the pos-
sibility of an undistributed-profits tax, the sale was consummated, on
whicb a profit of $5,000,000 was determined.

The preferred stock was immediately retired from the proceeds, and
the balance of the proceeds was used as a reserve for the normal tax
and the declaration of a common dividend.

The proceeds of the sale were disbursed as follows:
-Proceeds of sale of stock ............------------------------ $6,083,780.05
Expenses of sale -------------------------------------------- 252, 789.71

Total --------------------------------------------------- 5,830,990. 34
Retirement of 76,572 shares of preferred stock at $57 ------------ 4, 364, 605.00

Total -------------------------------------------------- 1, 46, 385.34
Reserve for Federal normal tar ($633,844.76) paid when returned

filed) and Pennsylvania taxe -------------------- $811, 000
Common dividend ---------------------------- 654,58

1, 465, 858. 00

Total --------- ---------- 528.34
In June 1936, 3 months after the sale and the disposition of the

proceeds as aforesaid, the Undistributed Profits Tax Act was passed,
but at that time the company's other assets had become of no market
value, so that, during the balance of 1936, the company had no assets
remaining of any substantial value which could have been used by
it to declare further dividends and thus prevent the application of
the penalty provisions of that act.
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Such remaining assets consisted entirely of certain patents and
patent rights in Europe (the company's cash and accounts receivable
being less than its tax liability for Federal normal and Pennsylvania
taxes), and the stock of Ambi-Budd Presswerk G. m. b. H., a German
corporation located at Johannesthal, Germany. Although the com-
pany made strenuous efforts to sell these assets, due to the disturbed
conditions in Europe, it was not able to do so or to borrow anything
thereon.

An undistributed-profits tax, with interest, aggregating upward
of $800,000 has been determined because an amount equal to the de-
termined profit from the sale in January 1936 was not distributed as
a taxable dividend.

My understanding is that the only possibility for any relief under
this situation, is to amend the act, and we are proposing amending
the act, making it retroactive to May 1, 1936, instead of January 1.

I would like to submit this for your consideration. It is a case
where we are entitled to serious consideration. It is, I think, a very
unjust tax.

Tihe amendment referred to is as follows:
The Revenue Act of 1936 is hereby amended by adding the following subsection

at the end of section 26 (c) (3) :
"(4) In the case of a corporation which, prior to May 1, 1936, has realized

gain from the sale or other disposition of a capital asset and has, prior to
May 1, 1936, distributed the proceeds, or any part thereof, of such sale or otbfr
disposition to its shareholders of any class or classes, the amount so distribul ed
(to the extent of the gain recognized on such sale or other disposition, less be
amount of dividends paid credit thereafter available to it in 1936 but not avaied
of), shall be allowed as a credit to the extent not otherwise allowable as a ci edit
tinder any other provision of this section or of section 27."

This amendment shall not apply to any case with respect to which, .t the
date of enactment of this amendment, a closing agreement has been made under
section 3760 or a decision of the Board of Tax Appeals or a judgment by any
court of competent jurisdiction has become final.

The undistributed-profits tax was first suggested in the President's
message of March 3, 1936. May 1 is the date fixed by Congress in sec-
tion 27 as the deadline for contracts precluding dividends.

An alternative amendment is as follows:
The Revenue Act of 1938 is hereby amended by adding the following subsection

at the end of section 26 (c) (3) :
"(4) In the case of a corporation which, prior to May 1, 1936, has realized

gain from the sale or other disposition of a capital asset and has, prior to May 1,
1936, distributed the proceeds or any part thereof, of such sale or other dis-
position to its shareholders of any class or classes, the amount so distributed
(to the extent of the gain recognized on such sale or other disposition, less the
maximum fair market value in 1P36 after such distribution of the net assets
owned by the corporation in 1936 after such distribution which it might have
distributed but did not distribute in dividends to its stockholders during 1936)
shall be allowed as a credit to the extent not otherwise allowable as a credit
under any other provision of this section or of section 27.'

This amendment shall not apply to any case with respect to which, at the
date of enactment of this amendment, a closing agreement has been made under
section 3760 or a decision of the Board of Tax Appeals or a judgment by any
court of competent Jurisdiction has become final.

The CHAMAN. Have you conferred with the Treasury on this
matter?

Mr. ZENS. I am vely glad that you asked that question. We have.
Our counsel has been in touch with them. I think they are sympa-
thetic, and I would be very glad to have you and your committee get
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in touch with Mr. Tarleau and Mr. Surrey. Mr. Stai is entirely
familiar with it.

As a matter of fact, it was suggested by them that the relief be
obtained by an amendment to the act.

Sei.ator TAFT. Are there other companies in the same situation?
Is that, a general fault in the act?
Mr. ZENs. Yes: that is the general fault. I do not know of another

single case that is similar.
S nator CONNALLY. You have an English company and an Ameri-

can company?
Mr. ZENS. We had an English company, which we sold, and have

a German company. Of course, we have not been able to sell the
German company.

Senator CONNALLY. They are all the same stockholders, are they?
Mr. ZENs. The Edward (. Budd Manufacturing Co. controlled the

English company as well as controlling the German company. Tle
purpose of those companies was to sell the Budd all-steel body to
manufacturers of automobiles in Europe, practically all of them
using that type of body.-

Senator CONNALLY. Why did you decide to sell the English com-
pany?

Mr. ZENS. For two reasons: We were somewhat worried about the
European situation; secondly, the Budd Manufacturing Co., of Phila-
delphia, had some very tough years during the depression and we
were looking for additional working capital.

Senator TAFT. You mean you held the preferred stock?
Mr. ZENS. We held the preferred and common stock of Budd Inter-

national Corporation.
Senator TAPT. You say the English banks controlled part of the

preferred stock?
Mr. ZENS. What happened, Senator, was this: The English com-

pany was sold for $6,000,000. J. Henry Schroeder, of London. a bank-
itig house, had $4,000,000, approximately, of the preferred stock, and
the Budd International, which company controls the Budd Interna-
tional, the manufacturing company, had $350,000 of the preferred
stock of Budd International.

Negotiations started in November 1935. The deal was pretty well
set by the end of the year. The difficulty at that time was getting the
Bank of England to agree to the transfer or exchange. They finally
took this position, they said, "Here is an English-owned company,
selling for $6,000,000 and there is $4,000,000 of English money in it.
Now we are not going to permit the transfer of the $6,000,000. but if
you retire the preferred stock, of the J. Henry Schroeder Co., then we
will permit you to transfer the balance." I think, under the circum-
stances existing in England at that time, the batik was absolutely
justified.

Senator TAFT. Are there any assets in the company now? Any
assets that amount to anything?

Mr. ZExs. We own the German company. I think the physical
assets before the war were about $3,000,000. \We have not heard any-
thingi- about that since July 1939. We own and control a great many
European patents.

The ('HAInMAN. We will be glad to give you consideration.
Mr. Hoper.
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STATEMENT OF JOHN W. HOOPER, BROOKLYN, N. Y., REPRESENT-
ING BROOKLYN CHAMBER OF COMMERCE

Mr. HOOPER. I am Joln W. Hooper, appearing for the Brooklyn
Chamber of Commerce, Brooklyn.

The CHAIRMAN. You may proceed.
Mr. HOOPER. The Brooklyn Chamber of Commerce is thankful for

this opportunity of again presenting the view of the business and
mATacturing community of Brooklyn, N. Y., on the subject of Fed-
eral taxation as it exists today and as proposed in the revenue bill of
1942, H. R. 7:378.

'l'v Brooklyn Chamber of Commerce, as an organization whose
membership is made up of manufacturers, mercantile houses and
professional people, is highly conscious of its responsibility because of
tie very active part that it has (aken and is taking in assi4ting in the
,listri!hution of war work among the members of the liisiness com-
nminity whether numbers of the chamber or not. This vork has been
carried on from the very beginning when national defense work was
iiiitiated. The chamber reorganized its facilities and staff in order
to concentrate its effort upon maximum industrial mobilization for
wair production.

Extensive services for information and guidance were set up anld
are constantly being used by manufacturers large and small. The
leading industrial and professional people of Brooklyn, in inducing
the chamber to enlarge the scope of the services, were conscious of
the need of it because Brooklyn is essentially a concentration of small
industries probably unequaled in any other community of the coin-
try. The concern of the chamber has been not only to help produce
more for victory but also to do everything practicable to assure the
survival of small industries in this critical period.

In this connection, it is of interest to note that more than 500 local
plants are now producing under primary contracts or subcontracts.
Since the chamber is interested in the present maxinmum production
and ultimate survival of these businesses, it must take cognizance of
the effects of present taxes and proposals of new taxes.

In making the suggestions and statements hereinafter expressed
we have in mind not only their direct effect upon the small as well as
large manufacturers, but also their relation to the crisis that faces
the buying power of the dollar, and to the continuance of our basic
customary ways of life and doing business. Accordingly, the state-
ments herein are made in full sympathy for the Senate Finance Com-
mittee as it meets the serious problems with which it is confronted.

H. R. 7378 gives evidence in part of understanding and meeting
of the crucial financial problems before us, and in part of failure so
to understand and meet them.

To save the time of the committee we will comment, orally, only
on the high spots of the general financial problems and proposed
legislation and concomitant need for revision of existing legislation.
Therefore, we ask permission to place in the record a list of other
chan'ges-and the reasons therefor-that we believe should be made
in H. R. 7378 ani in existing law.
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A good job has been done by the Congressional Joint Committee
on Nonessential Expenditures in effecting economies in civil expendi-
ture but the job should not be considered finished.

The savings given effect are slightly in excess of $1,300,000,000 but
when one realizes that the expenditures for the civil arm of the
Government have risen from $2,200,000,000 in 1928 to $7,300,000,000
in 1941 it is not unreasonable to assume that there is still a good
deal of costly Government activity being carried on that is unrelated
to the successful prosecution of the war and therefore should be
eliminated. It is the opinion of the Brooklyn Chamber of Commerce
that at least $1,200,000,000 more should be lopped off the Budget
for 1943.

If we would but close our ears to the advocates of sociological ex-
periments, the problem of the reduction of the Budget of civil ex-
penditures would not only be made easy but the accomplishments
would be a heartening reassurance to the taxpayers of the Nation that
the administration is willing to give up all of such experiments in
the interest of winning the war.

The Ways and Means Committee has devoted a great deal of time
in the preparation of H. R. 7378. Today we are looking to the Senate
to make proper amendments to the bill so that business shall not be
strangled and war production consequently impeded.

Destructive effects of high tax ratcs.-The proposed 45-percent tax
on the normal incomes of corporations not only will make it impossible
for business companies to survive as independent entities, but it de-
liberately places another inequitable burden on the investing public as
a class.

It is the investing public that still has faith in the enterprise system.
Investors are being heavily taxed and will be more heavily taxed under
the proposed Revenue Act of 1942 on the dividend income that they may
receive. Even under the Revenue Ace of 1941, very little incentive
to investment is left if one figures the direct and indirect effect of taxes
on investment income.

The proposed Revenue Act of 1942 obliterates all vestige of incentive
for enterprise capital outside of the hope that, at some distant future
date equities may be found to have survived taxation and the inflation
with which our monetary system is now threatened. It is the confirmed
opinion of Brooklyn business that the tax on normal incomes of cor-
porations should not be increased beyond the 31 percent fixed in the
Revenue Act of 1941 unless it be by 2 percentage points to make up for
the loss of revenue if the Senate should adopt the Treasury recom-
mendation to repeal the capital-stock tax and declared value excess-
profits tax.

If there must be further tax revenues from corporate activities to
assist in financing the war, then we say to you get the tax from those
benefiting from the activities of the corporations, namely, the stock-
holders and the employees, without further depletion o the normal
earnings which corporations need for financing and protection. The
effect of higher taxes on normal corporate earnings will be further
cutting of dividends by established dividend-paying companies partly
because of the impact of taxes on normal income and partly because
of the need for creating and using reserves to pay for financing the
participation of those companies in the war-production effort.
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As to the exce3s-profits tax, we submit that a 90-percent rate, as
proposed will be absolutely ruinous, particularly to those small com-
panies which are participating or trying to participate in the war
effort but whose financial sinews are such that they must borrow to
finance their war work.

Strange as it may seem, officers of many small businesses have been
slow to realize the effect of the impact of the proposed taxes on their
businesses. Many are not yet aware that, should H. R. 7378 be
enacted, they will be called upon, in effect, to pay a dividend to the
Government of from 45 to 90 percent of their profits when they would
not dream of paying such a dividend to stockholders if doing so would
oblige them to borrow the money to do it.

It must be remembered that today profits are largely book profits
tied up in increased receivables, inventories, and equipment, and to
that extent are not available in cash for payment of taxes or dividends.

When a business is obliged to borrow money to pay taxes onprofits
that are tied up, due to war production, the Government, in effect, is
requiring the business to pledge its own credit to raise the money
needed to prosecute the war. Banks and other loaning institutions will
have to wait for repayment of the loans. until the time comes, if ever,
when the borrower can turn into cash the increases in the assets on
which he has had to pay taxes. To the extent that the taxpayer will
not be able to realize the cost to him of the increase in the receivables,
inventories, and plant, he will be obliged to use his reserves, if any,
to pay off his loans. Should his reserves be insufficient, then the bor-
rower will be faced with insolvency.

A survey which we have made of representative companies both
small and arge, engaged in war business, confirms the foregoing state-
rments without the slightest shadow of a doubt. We expect to present
the results of this survey shortly in a separate memorandum.

Recommendation re tax rates.-Looking at the matter broadly and
realistically, our view of the situation is that the year 1941 was the
year of preliminary introduction of war business as a whole, and that
the year 1942 is the year of conversion, the year of general change of
industry from a peace to a war basis, with its concomitant increase in
working and plant assets. In the transitional period of conversion
business needs understanding and consideration. Business profits
made during 1942 will be basically book profits, because, as previously
stated, they will be found to have been plowed back into increased re-
ceivables, inventories, and equipment, not for peace purposes but for
war purposes.

Therefore, we suggest that the revenue rates for 1941 as applied to
excess profits-as well as to normal earnings-be retained for the year
1942 and that any increase in rates be deferred until 1943, and that
even for 1943 the maximum excess-profits tax rate be not in excess
of 80 percent.

After considering the enormous amount oi the war expenditures and
the small amount represented in total by the loss of revenue for I year
that would be entailed by this proposal, and realizing the control that
the Treasury exercises over the credit market, we are confident that
the proposal would not, hinder the country's war effort but would give
industry opportunity to prepare itself for the financial burden that it
would then face in 1943. This deferment in tax-rate increases would
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not be inflationary, as the funds would be retained by the corporations
by and large in the form of assets other than cash. Should there be,
as it is expected there would be, exceptions to this, then it might be vell
to levy a special 50-percent tax on dividends on common stock paid in
1942 and 1943 in excess of dividends paid in 1941. Such a tax would
be payable by the dividend-paying corporation.

Taxes should be collectible on realized profits only.-As previously
stated, the present system of levying taxes on income is dangerous to
the financial stability of business under present conditions because it
is based on "paper" profits rather than cash profits. We recommend
that corporations be permitted to defer payment of income and excess-
profits taxes at their option, to the extent that the profits on which
they are computed are required for investment in working assets or in
plant and equipment, not to exceed 50 percent of the total tax, the
deferment to continue for a sufficient length of time after the close of
the war emergency period to enable the taxpayers to realize cash
for such investments.

Provisions for recomputation of the tax liability should be made,
in case losses are sustained upon such realization. The following
exemplifies the conditions to which our proposal relates, using a
corporation with a $400,000 normal tax net income and an excess-
profits credit plus the $10,000 specific exemption, amounting to$260,000;

1. Normal tax net income ----------------------------------------- $400, 000
2. Excess-profits and specific credit ------------------------------- 200, 00
3. Adjusted excess-profits net income ------------------------------ 200, 000

4. Excess-profits tax at 90 percent ----------------------- $180, 000
5. Normal and surtax--45 percent of $200,000 -------------- 90, 000

Total tax --------------------------------------------------- 270,000

6. Reinvestment of profits before taxes:
Increased receivables ----------------------------- $75,0(O

Increased Inventories ----------------------------- 175, 000
Increased plant and equipment --------------------- 130,000

(The aforesaid Increases are stated after deducting
reserves such as for bad debts, replacements,
depreciation, allowable for tax purposes.)

Total increases in assets (reinvestment of profits) ------- 380,000

7, Percentage of profits before taxes, reinvested in business Percent
($480,C00 $400,000) ----------------------------------------- 05

Since 95 percent of the profit of the company was reinvested in the
business the company should now, under the limitation proposed,
only be called upon to pay 50 percent of the tax in cash immediately,
leaving as a liability on its books the balance of 50 percent of the tax
payable when and to the extent that the corporation realizes on its
increases in the assets aforesaid. As previously stated, this plan should
provide for tax recomputation with reduction from prior years' book
profits for the losses ultimately realized upon liquidation of the
assets in which such prior year-book profits bad been invested. We
know from the experience with the last war the losses that were taken
on receivables and inventories that were taken in 1920 and 1921.
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Defects of "tax drawback" bond plan.-Further, as to high tax
rates, it has been suggested that there be a drawback in the form of
bonds which are nonnegotiable and are subject to other limitations,
to be given to companies after the war-allegedly to insure that busi-
ness will continue after the war. Such a plan would not help busi-
ness out of its immediate dilemma. Further, any such proposal
which would apparently leave much in the way of specific conditions
to determination by a future administration now unknown would
create doubt and uncertainty where confidence and certainty are
needed to maintain sound credit conditions.
Plan for po8t-war #nancial rehabilitation of taxpayler.-It is our

belief that computation, payment, and receipt of taxes on income
have so few points in common with purchase and sale of bonds that
no attempt should be made to combine the two. Furthermore, the
income tax and excess-profits-tax laws and regulations are now so
complex as to defy understanding; addition to the many provisions
which are necessary to give equitable treatment, of provisions as to
refunds in bonds or sales of bonds, seems unnecessary in the tax laws
if rates and collection policies are reasonably established in view of
all related conditions, and seems ill-advised and unduly burdensome
to all who must deal with the tax laws.

If some reason not now known to us impels Congress to combine
provisions for bond sales with tax requirements in the revenue act,
then we would recommend that for every 10 percent of adjusted ex-
cess-profits net income invested in bonds by the taxpayer there may
be a reduction of 5 percentage points in the excess-profits-tax rate
with a minimum reduction of 20 percentage points. Such bonds
should be of a special type, non-interest-bearing and negotiable, dur-
ing the war, only to the extent needed to be pledged for collateral or
a loan to finance business operations.

Further, it should be stipulated that for a com pany to get the re-
duction in tax rate it should not have increased its common-stock
dividends in the particular tax year over the rate of dividends it was
paying in 1940, such limitation to extend for the duration of the war.
The bonds should be redeemable at par at a Federal Reserve bank
after the cessation of hostilities in amounts not in excess of 20 percent
of the face amounts of the bonds in each year.

Assuming an ultimate maximum excescs-prnfits-tax rate of 80 per-
cent, the foregoing plan would permit the taxpayer to pay out all of
his "excess profits" to the Government and yet have 40 percent of
such profits available to him in the form of bonds for rehabilitation
of business after the war.

This plan would not place an inordinate strain on the Treasury,
and with the bonds in hand they should be of great assistance to the
taxpaying company in overcoming post-war financial difficulties with-
out the burden of uncertain administrative provisions which might
be influenced by political considerations.
T", defernent for debt reduction.-We understand that the com-

mittee is recognizing the need for some alleviation of the impact
of taxes where debt obligations are being carried. We recommend
that recognition be given in the form of an optional deferred tax
on the amount of net income required for such debt payments, the
deferred tax to be payable in five annual installments after the war
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is over. This recommendation should be limited in its application
to debts incurred prior to the year 1942.

Inclusion of intangibles in invested capital.-H. R. 7878 recognizes,
in the amendments to tho Internal Revenue Code, section 722, the
need for relief for corporations filing on an invested-capital basis
where intangible assets are essential income producing factors.

The proposed revision would require the use of a reconstructed
income in lieu of invested capital. Where the intangibles involved
relate to only a moderate percentage of the taxpayer's business serious
injustice might be done to a taxpayer by denying it the right to use
invested capital in computing the excess-profits credit. It is the
opinion of the tax committee of the Brooklyn chamber that section
213 of H. R. 7378 should be revised to permit taxpayers at their option
to value intangible income producing assets to be included among
the elements now recognized as making up invested capital, where
such assets have not been acquired for cash or property.

Capital losse&.-H. R. 7878, in the matter of capital losses incurred
by corporations, proposes that they be deductible only against off-
setting capital gains, and that any excess of losses b deductible
only against capital gains that may be realized within 5 years
thereafter.

This change levies an undue burden on corporations which have
invested their funds in the shares of other companies in many cases
to finance war subsidiaries. It is particularly unfair to those com-
panies which have been unable to file consolidated returns in the
past because of the change in the law in recent years, thereby being
dnied the benefit of losses incurred by subsidiaries. Any corrective
benefit that might have accrued upon disposal of the stock is now
likely to be lost if this denial of deduction of losses is enacted into
law.

Deduction for cost of annuity, premium.-H. R. 7378 proposes
a marked revision of the deductibility heretofore credited for sums
expended for the purchase of annuities. It limits the cost of any
annuities that may be purchased in any one year to 5 percent of the
annual salary of the employee, plus one-fil of the amount of the
cost that exceeds such 5 percent in each of 5 succeeding years.

Mr. Paul, in his recommendations before the Ways and Means
Committee, stated, at page 1005 of the hearings before the Ways and
Means Committee on the revenue revision of 1942:

It Is suggested that the employer's contribution should be allowed as a current
deductlon If the c-ntributions do not exceed 5 percent of the wages and salaries
of the employees participating under the plan. Any excess of coutributlons
over such 5 percent shall also be allowed as a current deduction if the employer
presents actuarial calculations demonstrating that current contributions in
excess of such 5 percent are necessary to discharge the liabilities under the
plan, In the absence of such-proof the excess shall be deductible in equal
amounts over a 5-year period.

Mr. Paul's approach was realistic. The limitation in H. I. 7378
is unrealistic. The 5-percent figure was presumably arrived at by
Mr. Paul on the theory that 5 pircnt of pay roll 'usuelly involveqi a
cot equal to ihe future service benefits u i er a pension plan. How-
eer, he, but not the House bill was willing to agre to deducting
the cost if there was an actuaril basis for it, regaidless of whether
it was more than 5 percent of the current pay rolL
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Five percent in past years may have been sufficient to arrive at
a reasonable pension but times have changed. Employee turn-over
has been reduced with a consequent lowered withdrawal credit to
the employer, interest rates have declined with consequent higher
annuity cost, and employers are tending to carry a larger share of
the future service cost than heretofore. The result is that the em-
ployers' cost for future service benefits under an annuity plan today
is usually in excess of 5 percent of the pay roll. If an employer
is to institute a plan which reasonably supplements benefits under
the old-age section of the Social Security Act then additional pay-
ments must be made to take care of those older employees whose
period of employment under the -that their benefits
thereunder would be nlii

This is commonly cal past service" but is, in r iy, the dis-
bursement of annuit remium costs for payment in future
when the employee ires, based on the of past serve up to
the time of the s of the plan remi p nts, there. e, by
an employer whi are inte t ive e em Ye T ir e nt
sum per year " the fut should d u e i the years he
premium pay nts are i r. P has re
mended, that e employer when t .paym tivets"
self of all rig to ownership or c ol i na t he am u
of payments nfor he act a1 d etei a n o e o
required to tthedb me e t Iesa
quired under e pirtic ar a ty

Further, th bi giv emp r nd of 1942 to m
such changes their e I ared to haveplans . ual i nce Lr$ . e ot Iactd ]

some time a e labor Day, this give it time f the n -

sary review of t lans, revise acts here oup t
contracts exist, a securing i o 0
Internal Revenue rm the owner
alone, his office wou so swam n requests for 'that
it would be impossible r it to cases for months
to come. Under thew the bi slho ve at least
until the middle of 1942--an bly un enof 1948-to
make the necessary changes for qu s plans.

The bill provides, as a second requirement, for a p an to qualify
under section 165 (a) that the contributions and benefits shall not be
discriminatory in favor of the higher paid and supervisory executive
employees. Presumably it is intended that social-security benefits will
be taken into account in determining whether the formula of benefits isdiscriminatory.

However, tis is not specifically stated in the bill or in the committee
report. Clarification could be made by indicating that contributions
and benefits sliall be combined with practical benefits under the Social
Security Act or the Railway Retirement Act for purposes of deter-
minu~ whether they are diWriminatory.

In is connection, where social wcuit_"y is taken into accountnat-
rally, the employer buys proportionately more of. annuity bene tafor
the higher-paid employee than he does for the lower-paid employee
because of the higher percentage relationship of the social-security
benefits to the annuity payment plan for the lower-paid employee.
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A plan may be worked out where it is intended that with the combined
social security and annuity benefits an employee might receive 40 per-
cent of his salary after a given date.

Consequently, under such an arrangement, the cost of the benefit
purchased for a $2,000a-year employee, as the social-security benefit
would be larger percentage-wise when related to the salary of the
lower-paid employee at the particular rate indicated.

Tamo on long-term capital gain.-H. R. 7378 proposes to increase the
tax on long-term capital gains of individuals to a maximum of 25 per-
cent from the present 15 percent. Being well aware of the limits of
the capital market of today, we are apprehensive of the effect on cor-
porate development of any further restrictions placed on trading ac-
tivities. While we do not have any statistics to bear out the point,
because the markets have been so adversely affected by war and taxes,
nevertheless we are firm in the opinion that an increase in the tax on
capital gains of individuals would be a serious deterrent to market
operations which are desirable in transfer of investments. The in-
creased tax rate will probably produce little, added revenue at best and
may actually result in lower revenues.

Section 734 of the Internal Revenue Code relating to inconsiten-
eie.-Notwithstanding all the testimony by numerous organizations
and individuals during the hearings on the Revenue Act of 1941 and
during the recent hearings before the Ways and Means Committee on
the revisions ofthe Revenue Act of 1942, nothing is proposed in H. It.
7378 either to repeal or to make more clear and certain the effect of
section 734 of the Internal Revenue Code, apparently intended to pre.
vent inconsistencies in current tax matters with determinations made
in prior years.

The speaker himself has been utterly confounded in the experience
of his own company by reason of the variety of opinions received on
the subject of what is meant by section 734 and experiences of other
taxpayers have been equally perplexing.

We earnestly suggest for your serious consideration the record of
the testimony of Mr. Blodgett of Boston, Mass., given before the Ways
and Means 'Committee this past spring, at page 973 of the hearings
before that committee on the revenue revision of 1942, and we recom-
mend repeal of section 734, and failing this, we recommend a limita-
tlion of its retroactive application to not earlier than 1936.

I understand Mr. Blodgett recently appeared before your commit-
tee.

Renegoiation of contract.-Another and new set of circumstances
affecting business engaged in war production has come about as a re-
sult of legislation effective April 28, 1942, authorizing the War and
Navy Departments and Maritime Commission to renegotiate cpntract
prices.

Heretofore, in appearing before the Senate Finance Committee on
tax matters, we have endeavored to enlist its support in the matter of
economies in civil expenditures even though the subject was only in-
directly concerned with the tax legislation tnder consideration.

We now ask you to consider the subject of renegotiation of con-
tracts which is more directly related to the tax problem to the end
that you will use your best efforts to have the law authorizing re-
negotiation of contracts repealed.
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In asking you this we are being realistic for we all know that the
laws today taxing the incomes of corporations and individuals will
capture for the Treasury any excess profits which may be realized
on war contracts or otherwise. The authority to renegotiate a con-
tract given to the Government departments my~entioned simply places
another hindrance in the way of production and another psychologi-
cal handicap for management to overcome in its efforts to do a war
job and certainly will make chaotic Treasury attempts to collect war
taxes.

If the law allowing renegotiation is not repealed, then H. R. 7378
should be amended to make provision to allow affected corporations
to set up reserves out of taxable income to provide for refunds they
may be called upon to make as a result of renegotiation of contract
prices. Provision should also be made for recomputation of taxes to
reflect the necessary readjustments in the reserves after the renegotia-
tions have been concluded.

Pay-as-you-go taxation and withholding tax.-Much has been said
during the hearings before the Ways and Means Committee and
recently before your own committee on the subject of placing income
taxation on a pay-as-you-go basis.

We believe that such a procedure for tax collection purposes could
be constructively developed. At present the Government has an
amount receivable from an income-tax payer at the end of each year
which, ;is a practical matter, is ordinarily wiped out when the tax-
payer, in the year following the taxable year either dies, loses his
job, or has his income materially reduced. Objections to a with-
holding tax could be no longer sustained were taxation placed on a
pay-as-you-go basis so that there would not be a doubling, as it were
of taxes within a year as would be the case if 1942 taxes were paid
in 1942 at a time when withholding wso going on against 1943 taxes;
if an appropriate ceiling were placed o.. .,ages so that the withholding
would not tend unduly toward higher wages and disastrous inflation;
and if withholding is levied on gross income without deduction-sim-
ilar to the old-age tax--so as not to place undue burdens upon the
withholding agents who are themselves corporate taxpayers already
loaded with accounting and reporting burdens which, in iny case, are
heavy and in sow-, cases heavier than the corporations are able to
meet.

War retail sales tax.-The Brooklyn Chamber of Commerce has
given a great deal of thought and consideration to proposals to make
up in part the deficiency of revenue that is today found as a result of
our present revenue laws and as proposed in H. It. 7378 and we find no
other suggestion as satisfactory as that which we made to the House
Ways and Means Committee last spring and to your committee last
year, namely that a war retail sales tax be enacted.

The need ior curbing purchasing power today is clear and urgent.
A war retail sales tax will do just that. Further, taxation according
to interpretations made of the phrase "ability to pay" has been carried
to such lengths that incentive inherent in the successful operation of
the enterprise system has virtually been wiped out and there will be
scarcely more than a trace of it remaining if the Revenue Act of 1942
is enacted as the House proposes.
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Under present conditions there is need of taxation according to
ability to spend. If we tax according to ability to spend, which can be
done through the war retail sales tax, we pay as we go along and the
taxpayer has a substantial degree of control of the spending of the
money. Further, a war retail sales tax will reach every segment of
our population. The present system of income taxation 'is unfair and
discriminatory in that it reaches only people with determinable in-
comes. A war retail sales tax would reach everybody including those
with incomes not readily determinable such as ure found among the
agricultural and professional classes of the population.

On the basis of data presented by Mr. Randolph Paul to the House
Ways and Means Committee last spring, the Treasury estimated that
per table 1, item 4, a war tax of 5 percent oil all retail sales of
finished articles including industrial and commercial machinery,
equipment and supplies, not resold as part of tangible personal prop-
erty, exempting sales to Federal, State, and local governments and
its agencies and to contractors for use in war production, would raise
i the neighborhood of $2,500 000 000 and a 10-percent war tax would
raise in the neighborhood of $4,600,000,000.

It is recognized that the basis field of retail purchasing is declining
as the effects of war production more and more assert themselves on
the retail market. It is suggested, therefore, that to the extent that
the Treasury estimates are not realized, the war retail sales tax rates be
increased.

The Brooklyn Chamber of Commerce is opposed to a manufactur-
ers' sales tax as it is pyramided and its effect is inflationary.

We thank you for this opportunity of expressing our views. We
have thus expressed ourselves because we are so strongly impressed by
the need of financial policies which will stimulate and not stifle war
production; and which will also raise the maximum amounts of rev-
enues which can be raised, currently, without impairment of our
business structure and its ability to produce goods and Government
revenues, as well as reasonable profits after the war.

(Mr. Hooper submitted the following supplemental suggestions:)

8UPPIZMENT Or SPEMOr SUooSTIONS AND AROUMZNT FOR CONSTRUOnVE CHANGES
im H. it 7878 AND IN TH TAx LAW AS Now ON TH STTUI BOOKS AND IN
ITS ADMINISTRATION, SUBMITTED BY THi BROOKLYN CHAMBER OF COMM0 E

[This supplement does not include any of the specific suggestions which are included In the
principal report of Brooklyn Chamber of Commerce presented to the Senate Finance
Committee Augiist 7, 10421

CHANCES TO H. a. 7378

1. 7otssoudated refurn.-H. R. 7878 extends permission to corporations affi-
liated one with the other to the extent of 95 percent of stockholdings, to file con-
solldated returns for normal and surtax purposes if they file consolidated returns
for excess-profits tax purposes and comply with certain other requirements. This
has been advocated by the Brooklyn Chamber of Commerce for a number of
years. However, H. R. 7378 levies a penalty tax of 2 percent of the consolidated
corporation surtax net Income if a corporation exercises the privilege of filing a
consolidated tax returns. The chamber wlshs to protest this penalty as being
utterly without sound reason, and discriminatory against business units which
need to conduct their affairs through more ihan one corporation. It savors of
further attempts to carry out reform mcnsrncs by means of taxation. We
recommend that the 2-percent penalty be deleted from the Revenue Act of
1942
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2. H. R. 7378 changes the basis for assessing taxes on corporations whose fiscal
years end on dates other than December 31. The Brooklyn chamber deenis the
change unnecessary and one which, in the long run, will not be productive of
any increase In revenue. Any revenue that the Government might gain by this
unwarranted change would be lost at a litter date. The change will be burden-
sonic in that it will be retroactive in its effect and will further complicate the
tax law ias well as the returns of corporations filing on a fiscal year basis.
The proposed provision would make dificully for u corporation desiring to use
Its natural business year In closing its accounts If that differed from the
calendar year and would also tend to prevent it corporation's changing to use of
its natural business year for accounting and tax purposes. Use of the attural
business year tends to aid in) sound and reliable accounting and Is accordingly
advaniitageous to business and to the Treasury. We recommend that the provision
now in tile Internal Revenue Code regarding corporations not on a calendar-year
basis be retained.

3. We are opolsed to the .5.prrcont tax On freilhIt thut. is included ilI section
021 of the louse bill for I t142. This frv'ght charge is bound to have Intflatilonary
effect and uccordligly should be deleted from the act.

4. The propscd revision of section 722 (a), intended to provide relif in itcri-
torlous cives, Is seriously weakened by the last sentence, which requires that thcrt-
be disregarded "events or conditions affecting ti taxpayer, the Industry of
which It Is It ineather, or taxpayers generally occurring or existing after Dct'em-
her 31, 19"39." It Is reconmneniild that anmendment of H. R. 7378 be made to
delete this sentence.

5. IL R. 7378, its passed by the House, would require recomlltation of the
carry-over from a prior year of unused excess-proflits tax credit. The eomphita-
tion of the carry-over is complex and dulictlt at best, and the ecomliitattolo Is
unduly burdensome. The proposed bill should be changed to eliminate tiny
requirement for such recomputation.

HANOEFS IN PRESENT M.aNIwU LAWs

Computation of net income

1. Tie basis of depreciable assets, for computing gain or loss on sale or ex-
change or for computing depreciation, should not be reduceI on account of depre-
ciation In prior years not used to offset taxable Income. The prhraiple Is recog
ni ed In court decisions and in H It. 7378 with regard to recovery of bad debts,
and It Is recommended that It be recognised In the statute by more complete defi.
nition in section 113 (b) (1) (A) of the Internal Revenue Code.

2. Corporations should be permitted to carry forward losses until they have
been fully recovered from profits Instead of for only 2 years. They should also
be permitted to carry back subsequent. losses against the apparent profits of a
period of abnormally high activity like the present. Otherwise the effective rate
of tax on income may be higher than is intended or it may result In confiscation
of capital. For example, In the case of a corporation which started business on
January 1, 1940, anid operated for 5 years with aggregate net income in the first
8 year of $1,000,000 and an aggregate net loss in the next 2 years of $800,000, an
In-orne tax of 45 percent on itint il net iumtllnies, without tlowitnlcit for losses,
would result in taking the entire actual iet Income for the period and $250,000
of the capital, without tiny consideration of the possible effect of excess profits
taxes.

3. Provision should be made for deduction of general reserves, with reasonable
safeguards for protecting Government revenues, In computing taxable net in-
come, with limitations of the period of such deductibility to the current years of
high business activity. There should be provision for recomputation and addi-
tional tax for the war years If the reserves are found more than necessary for
the cost of post-war adjustment and for the costs of both wartime and post-war
adjustments in the case of nondefense industries. This provision should be ap-
propriately related to that for carrying back losses, so that subsequent losses,
incurred In readjustments, in excess of reserves deducted in years of high activ-
ity, can be carried back and taken as deductions, Reserves might properly be
limited to a perepntage of net income or assets; holding in reserve amounts of
tax reduction would also seen an appropriate requirement. Present high tax
rates justify, front the Governmenot's standpoint, and make essential, from the
standpoint of taxpayers, elasticity In administration of such a provision beyond
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that which is practicable under fixed definitions interpreted by the Treasury,
which is in the position of an interested party in tax questions and controversies.
It is accordingly recommended that provisions be made for boards, reasonably well
acquainted with each of the principal industries, to be established to pass upon
questions which will arise in application of such a provision to the respective
taxpayers.

4. In view of the probabilities of loss years during the post-war readjustment
(and of losses during the war period in the ease of corporations whose businesses
must suffer from wartime readjustments) it is recommended that section 102
of the Internal Revenue Code, intended to prevent undue accumulations of surplus,
be liberalized to permit corporate managements to accumulate reserves which
they consider proper, without the present jeopardy of penalty surtaxes. At the
very least, in view of the uncertainties and obvious difficulties of furnishing proof
of future business nerds and proof of purposes of holding funds In reserve, section
102 (c) of the Internal Revenue Code should be amended to relieve the taxpayer

of the burden of proof and place It upon the Treasury at least until after the end
of the war and the subsequent readjustment periods. Reasonably prompt pay-
ment of dividends, after the post-war adjustments, should be legally sufficient to
relieve a taxpayer of the penalties of section 102, in case subsequent events show
that more reserves than are eventually needed have been withheld. The worst
that the Government will suffer here will be deferment of receipt of taxes on
dividend Income. It will in the long run benefit from lower business mortality
rates.

From time viewpoint of protection of Ihe Government's revenue in the immediate
future, it should be borne it mind that desires of stockholders for dividends are a
strong influence against general excessive accumulations of surplus. From the
longer view of future revenue and present needs of high production, corporate
taxpayers should have reasonable assiurance of being permitted to provide reserves
so that "bey need not expect to be facing bankruptcy as soon as war activities
end and post-war adjustments start.

5. Taxation of intereorporate dividends should be eliminated. This taxation
Is one of the inequitable steps In pyramiding of taxes on income front business
conducted, due to practical necessity, tnder corporate form of organization,

6. The Internal Revenue Code should be amended so that the burden of proof
would be placed by statute on the Treasury Department where depreciation rates
found by the Treasury are below those employed in the taxpayer's regular
accounts. if a taxpayer's judgment is faulty and depreciation rates u'ed ae
too high. this will mean less in net income and tax collections currently but higher
income and taxes in later years.

7. The rate of Interest on tax dpficlencles and refunds should be set at not to
exceed 3 percent. The present 6 percent rate is materially out of line with the
low Interest rates prevailing on debts which are generally well secured. It
penalizes unduly the taxpayer required to make additional payments and allows
an excessive total amount to the taxpayer who receives refunds for the taxes
which he has overpaid.

Excess profits tax

8 The laxuuyet' usilng 1t bmas leriohld lnce method for determining the
excess profits credit should

(a) Be allowed to take the average for any three of the four base period years.
The year 1938 was in many cases a year of low activity and of losses or very small
profits and, therefore, prejudicial in determining fair earnings of a taxpayer.

(b) Be free from the penalty against the use of the earnings method which the
law now provides by allowing only 95 percent of the base period earnings to be
used in computing the excess-profits credit.

(c) Be permitted to include in computing base period net income any income
eliminated from excess-profits net income of the taxable year under section 721
and attributable to a base period year under that section.

(d) Be allowed to pay the tax computed with the benefits of section 722, where
that section Is applicable, instead of being required to pay the tax without refer-
ence to section 722 and then make application for relief.

9. The provisions for computation of exces-profits credit, based on invested
capital, are narrow in that they recognize only one of several factors which
produce profits. The relation of fair and normal profits to capital requirements
varies widely from one industry to another.
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One group of factors which may contribute to earnings is that which includes

patents, trade marks, formulae, development of processes, etc. These develop-
ments are essential to our economic life and improvement of our standard of
living. Their fair value may, however, bear little or no relation to the invested
capital required to create or acquire them. Earnings from them may be entirely
unrelated to wartime activity.

As a matter of fairness to taxpayers now using in their business development
factors such as those mentioned, and to avoid discouragement of those who may
do future development work, which should be very helpful in alleviating the dif-
ficulties of post-war ieadjustment, it is recommended that provision be made for
special allowance tinder Invested capital credit for the fair value of such Items
as patents, trade marks, formulae, development of processes, etc.

10. For invested capital purposes, the basis for assets should be that used for
computing gains rather than for computing losses. The whole matter of excess-
profits tax credit based on invested capital relates basically to income and not
to losses, and there seems no logical reason for valuing assets as though losses
are to be computed.

11. Taxpayers should have the right of using the invested capital agreed upon
under the 1917-21 laws as to transactions then taken Into account, and then
building up thereupon as transactions thereafter have warranted. In the case of
older corporations, this would materially simplify the work of taxpayers and of
the Treasury in preparing and passing upon returns as well as afford possibility
of avoiding extended litigation.

12. Owing to situations confronting many taxpayers, it should be the right of
the taxpayer, rather than discretionary with the Commissioner, to use section 723.
This section provides, In effect, for taking as the invested capital the net assets
at the beginning of the first taxable period rather than going back to the dates of
Issue of stock, etc.

13. DIvidends paid in the first 60 days of a taxable year should not be subject
to the present special rule (n section 718 (c) (2) of the Internal Revenue Code.
There seems no logical reason for saying that dividends paid In 1942, for
example, shall be considered to have been paid in 1941.

14, The reduction under section 718 (b) (1) should be for distribution of
"earnings and profits" (instead of using the words "accumulated earnings andprofits").

15. Carry forward and backward of credit:
(a) The unused excess-profiti credit carry-over should be extended to not

less than 5 years.
(b) Provision should be made for carry-backward of unused credits.
16. The dnily computation reqili red under the invested capital provisions should

be changed to permit of computation of averages on other than a daily basis,
without the present limitations. The taxpayer's computations would, of course,
be subject to the Commissioner's review and determination.

17. Section 713 (g) (3) which applies where the income method is used, should
be amended to recognize borrowed capital added during the taxable year to
the same extent as it is recognized in cases where the invested capital method
Is nqed.

1,. Sect.fon 713 (g) hc.iifld also be :inonded to recognize that the Incroase in
capital Is the amount by which capital for the taxable year exceeds the average of
the invested capital for the base period, rather than the actual additions after
the end of the base period. For example, the Invested capital average might
have been $100.000. yet at the end of the base period the invested capital was
$150000 and the addition to capital in the period after he end of the base
period was $25000. Under the law the recognized addition would be $25,000,
whereas the suggested amendment would make It $75,000.

19. The law should definitely spcify that there is to be included in invested
capital appropriate amounts for debts or services for which capital stock has
been issued.

20. The normal-growth provisions of section 713 (f) should be extended to
determination of average base period net income under supplement A.

21. Emergency excess-profits taxes, surtaxes, and income taxes should be
identified as such in the statute and limited by the terms of the legislation
enacting them to the duration of the emergency period. The emergency nature
of such taxes should be so fully recognized as to eliminate any consideration
of their retention permanently In the revenue system where they will stand as
deterrents to the national economic development and progress in peacetimes.

76,093 42 vnl, 1 73
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22. In the interest of efficiency, it is recommended that corporations whose
rates, and, consequently, whose gross and net incomes, are regulated by Federal
and State government agencies, should be exempt from excess-profits taxes.

26. Income and excess-profits taxes should only be applied to reduce invested
capital if and when paid, and not, as under present regulations, when the lia-
bility accrues as of the end of a taxable year.

24. With reference to our recommendation that the present tax rates be con-
tinued with respect to income for the year 1942, the sliding scale of excess
profits tax rates should be made applicable to percentages of the excess-profits
tax credit rather than fixed amounts of excess profits.

25. Further, in the determination of profits subject to excess-profits taxes,
the normal and surtaxes should be deducted from the normal tax net income
and the balance, after deducting the excess-profits tax credit, should be subject
to excess-profits tax rates, following out the procedure set forth in the Second
Revenue Act of 1940.

26. As stated in previous presentations to your committee, the rates applied
to invested capital for purposes of computing the excess-profits credit are inade-
quate to provide reasonable incentive to investors. H. R. 7378 proposes even
lower rates than those now in effect. At the very least, the rates now in effect
should be continued; and they should be increased for the benefit of war
production and for protection of our business structure.

General

27. Amendment should be made to the Internal Revenue Code to permit of
the deduction in the year paid of additional wages expended as a result of
rulings under the Wages and Hours Act, for services relating to prior years,
or else a taxpayer should have the opportunity of reopening his tax returns
for the years affected by the adjusted wage payment.

28. In view of the complexity of the present income and excess-profits-tax
laws, the multiplicity of voluminous reports and returns which corporate tax-
payers are now required to prepare and file, and the serious shortages of
personnel having the training and aptitude necessary for the preparation of
such reports, it is recommended that corporate taxpayers be permitted to
file their income and excess-profits tax returns at any timp within .15% months
after the close of the year for which the returns are prepared, with the un-
derstanding that within 2% months after the close of the year the taxpayers
shall be required to file returns of estimated income and tax, and to pay one-
fourth of the tax so estimated.

The CrAmtz. Mr. Dyett.

STATEMENT OF A. D. R. FRASER, ROME, N. Y., REPRESENTING
ROME CABLE CORPORATION

Mr. FRASER. I am appearing instead of Mr. Dyett,
The CHAIMAN. Is Mr. Collins associated with, you?
Mr. Fvusm. Mr. Chairman, my name is A. D. R. Fraser. I am

appearing both for Mr. Dyett and for Mr. Collins, of our com-
pany.

Senator CoNNALLY. Mr. Chairman, may I make a general sug-
gestion to the witnesses l

The CHAMAN. Yes, sir.
Senator CONNALLY. If they file their statement and then just take

out the material points mentioned in their statement it would make
a much better impression on the committee, rather than giving us a
long-winded sermon.

Mr. FnAsnu. Mr. Chairman, my statement is approximately 10
minutes long and I think I can crowd it into that space. I would
like to complete it, with your permission.
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The CHAIRMAN. Yes, sir.
Mr. Faasn. My name is A. D. Fraser. I am secretary and a

director of tie Rome Cable Corporation, Rome, N. Y., a company
founded anC incorporated in 1936 under the laws of the State of
New York.

Mr. V. W. Collins, who is assistant treasurer, comptroller, and a
director of our company, who assisted in the preparation of this brief,
is here with me.

Our company appreciates the privilege extended to us of appear-
ing before your committee to present certain facts for your consid-
eration, indicating how the revenue act as passed by the House
would seriously curtail our operations as well as those of many
other companies in similar circumstances.

Our comp',uy is a comparatively new one. It was started as a
new venture in 1936 by a few experienced men formerly connected
with the electrical wire and cable industry, with confidence and
trust in our system of free enterprise.

We manufacture a broad line of electrical wires and cables, rolling
rods from copper bars and further fabricating to the finished prod-
uct, bare and insulated wires and cables.

Insofar as certain critical materials have been available, we have
operated on a three-shift basis wholly on war work for many months.
Our products go direct to the Army, Navy, Maritime Commission,
to our Allies in all parts of the world, to the building of plants,
camps, for the weapons and armaments of war, to electrical manu-
facturers, and the various utility services.

We organized on a very low initial investment basis of $1,750,000
paid in capital, all in common stock, by approximately 800 stock-
holders of which 69 are employees.

Due to the low invested capital, we, of necessity, use the average
income basis for determination of excess profits subject to tax. The
designated base period, 1936-39 is the period of our start and growth
and even under present regulations we have been and are seriously
penalized due to this.

Without taking up unnecessary time with details, briefly, the
growth of our company is indicated by the increase in sales from
$836,000 in 1936 to over $12,000,000 in 1941, an increase of over 14
times the 1936 level. Our employees increased from 257 in the pro-
ductive period of 1936 to 713 at present, with an annual pay roll
of approximately $2,000,000. Employee average hours taken for
the entire period have averaged well over 40 hours per week. We
are paying wages on a parity with other local manufacturers and
also with manufacturers in the same industry. In addition, the
company instituted of its own accord an employee dividend-sharing
plan in 1939 at the same time it started payments of dividends to
stockholders.

Early in our career it was evident that our 1ow capital invest-
ment was insufficient to finance the ever increasing volume of busi-
ness with its attendant inventory, receivables and pay roll increases.
so that heavy bank loans were usually necessary. Late in 1940 we
negotiated for an $800,000 7-year long-term loan requiring fixed
yearly amortization.
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The need for further money to meet increased volume was offset
by efficient mass production methods multi-shift operations, -apid
turn-over of inventories and receivables. Illustrative of this, the
May 1942 figures on inventories and shipments as published by the
Department of Commerce show a 71-percent increase in inventory
over 1939 for all industry, whereas our inventories increased only 12
percent, while shipments in both instances were up about 100 percent.

Although increased taxes have eaten heavily into our profits, by
the above means we have maintained a fair earnings ratio of 7 per-
cent on sales before taxes and 3.9 percent after taxes for the 6-year
period ended March 31, 1942. As an actilal matter of fact, total
taxes paid or accrued in this period exceeded net earnings. We do
not believe that this 3.9 percent return on sales can be construed as
profiteering in the war effort.

It is worthy of note, however that in the quarter just closed
June 30 that, while sales were at the same average level as last year
operating costs have increased 20 percent, due to increased cost of
raw materials, two voluntary labor rate increases and increased
operating costs due to lack of critical mater'i.ls for planned quantity
runs. On the other hand, our sales prices have been pegged by price
ceiling. In other words, with sales at the same level as last year we
find a drop in earnings before taxes of approximately 20 percent or
over $300,000 on a yearly basis. On the House tax bill our net profit
on sales drops to 2.1 percent, which is inadequate to provide for the
expansion program already undertaken, debt amortization, a modest
dividend of 15 cents per share quarterly, setting up any reserve for
wartime operation contingencies, not to mention impossibility of any
provision being made for post-war adjustment to plant, equipment,
and the continued employment of labor.

The above remarks have been made to demonstrate that from our
start we have been penalized as a growth company by the constant
rising tide of taxation. We recognize the tremendous increase in
the cost of an all-out war. Like all American industry we stand
ready and willing to do our financial share as we are doing our pro-
duction share, but we cannot help but be alarmed at the penalization
of our productive and management effort, and the weakening of
financial structure which the tax bill in its present form portends.

Because of an expansion of production facilities involvin an ex-
penditure of almost $300,000 of our own money this year- which we
were asked to undertake by the military authorities; because of
the possibility of retroactive tax assessment on fiscal year companies,
which would cost us $69,000; because of regular long-term debt
amortization of $160,000 per year, while only maintaining our modest
annual dividend payment of $114,000, or 15 cents per share per
quarter and without figuring any reserve to provide for contingencies
or for further expansion of our war productiop effort or to provide
for increased inventories or receivables for the expansion already in
progress we face a drop of cash of over $200,000 during the current
year and the necessity of borrowing very substantial amounts to pay
our taxes next year.

For our computations we have estimated earnings before taxes for
the current year at $1,250,000 compared with over $1,500,000 last

1178
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year. Under the present 1941 law our tax burden would be $730,000,
or 58 percent of taxable income, or net income of 3.8 percent on sales.
Under the House bill, tax would increase to $967,000 or over 77 per-
cent of income with only a 2.1 percent net income on sales.

We heartily endorse certain relief provisions in the present bill.
Senator BRowN. Mr. Fraser, I am interested in what you say about

the taxes and the earnings. In the National City Bank letter for
this month the figures for 290 leading corporations in the United
States who have made their reports for the first 6 months of this
year, and applying the rates in the House bill to their income, show
an average of 73 percent after all taxes. That is very close to your
figure.

Mr. FaAsEm. Yes. Our figure is 77 percent.
Senator BRowN. Compared with 52 percent in 1941.
Mr. FRASER. Ours was 58.
Senator BRowN. And 47 percent in 1940.
Mr. FRAsER. Yes.
Senator Bnoww. I think that very well bears out what you say

about the effect of the tax bill on your company.
I might suggest, Mr. Chairman, that I would like to have printed

in the record, right after the statement of this witness, the three or
four paragraphs in the August letter of the National City Bank, giv-
ing a very good factual statement of the results of the first half
year of this year on those 290 corporations, together with a table
showing the falling off in the net income for these corporations. I
think it would be valuable to the committee in their consideration
of this matter.

The CHAIRMAN. Yes; that may go into the record following the
witness' statcmcnt.

Mr. FRAsnR. May I continue, sir?
The CHAIRMAN. Yes.
Mr. FRAsER. Possibly our only hope of relief comes in section 213

of the current House bill in subsection 4 covering companies com-
mencing business and changing character of business during the base
period. We have read and reread this section and we find a far
from definite formula is planned and the uncertainty and delay in-
volved is unfortunate when time devoted to productive effort is so
essential, This uncertainty and delay, plus required payment of
two-thirds of tax, pending decision from the court of relief, does not
encourage prompt decisions that are so necessary today, since an
unfavorable decision from the court might well endanger the very
existence of a company.

In our own case we feel a fair basis would be to consider the fiscal
years 1938-41 as our base years-1936-37 being distinctly starting
years with us-but our feeling does not necessarily insure our getting
it from the court of relief. If we could use the years 1938-41 as our
constructive base period, our tax would amount to $858,000 and leave
a profit of 2.9 percent on net sales.

We rather like a plan brought to our attention by the Norris Stamp-
ing & Manufacturing Co. of Los Angeles, Calif, which presents a
definite formula of relief. I understand you had that presented to
you.
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The CHAIMAN. Mr. Norris appeared yesterday.
Mr. FRAsn. Time does not permit a detailed discussion of this

plan but it is contained in an exhibit submitted as part of this brief.
With the permission of that company, briefly the formula which
recognizes the pyramiding of sales in the current situation would
mean an adjustment of excess-profits-tax credit somewhat as follows:

For the first 100-percent increase in sales for the base period, the
excess-profits tax credit is to be increased 50 percent.

The second 100-percent increase in sales, the credit is to be in-
creased an additional 331/3 percent.

For each additional 100-percent increase in sales, the credit is to be
increased an additional 25 percent.

In our case with a 180-percent increase in sales over the base period,
our excess-profits-tax credit would be increased 762/ percent. Our
taxes under this plan would represent 68 percent of earnings with
a profit of 2.9 percent on net sales, instead of taxes of 77 percent and
earnings of 2.1 percent under the House bill. This plan recognizes
that the major portion of earnings must be paid in the form of taxes,
but also recognizes that some reasonable amount must be retained,
by the corporation.

We are a fiscal-year company. Starting production in mid 1936,
we decided to run to March 1937 to give us a better productive period,
and even considered June as our year end, in view of the fact that
the Government operates on a June fiscal year. Ours is not a seasonal
business, so there is no natural business year. We can see justifica-
tion in the desire to have all companies assessed for taxes on a calen-
dar-year basis, but we plead with you that the clause not be made
retroactive for the year 1942. Seven months have already gone by,
possibly several more before the 1942 Revenue Act will be in definitive
form. Would we as directors in January 1942, faced with an ex-
pansion program for the war effort, have voted almost $300,000 to
finance that rogram? Could we reasonably have declared even our
modest dividend had we known of the additional tax expense that
would be assessed upon us some 8 or 9 months hence? The necessity
for making important speedy decisions today should not be hampered
by possible penalization of retroactive tax assessments. The cost
of this additional assessment to us would entirely wipe out our earn-
ing for the first quarter of our fiscal year 1942. In our case, as in
many others, this is a severe and unjust penalty without having an
opportunity to plan accordingly. We recommend therefore that this
provision of the House bill either be deleted or made effective as of
the beginning of a fiscal year starting in 1942. Thereafter these com-
panies would be subjected to any changes on a calendar-year basis.

We agree with certain publicized opinions expressed by members
of your committee that some formula for debt amortization is not
only desirable and economically sound, but an excellent guard against
inflation. This will protect the stability of companies, as well as
individuals for that period of post-war readjustment when financial
stability will be so vital to the welfare of the world.

Before closing, may we also bespeak our endorsement of a lower
normal and surtax rate than the 45-percent rate proposed in the Hou e
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bill. Even a 40-percent rate may work hardship on many companies.
In view of the time limitation we have only briefly touched on the

effect of the House bill on our earnings and the modifications sug-
gested in this paper, but they are submitted in detail in attached sched-
ules with this statement which we are leaving for your committee.

Again we thank you for the opportunity you have given us today.
We fully appreciate the need for increased taxation and a perusal
of previous hearings makes us realize the problem you are facing
in endeavoring to equitably arrive at the solution of this gigantic
problem. We realize the necessity of writing a law that will produce
greatly increased revenue, but we do not believe that you wish to
write a law that will cripple or put out of existence many companies.
For that reason we respectfully request your fair consideration of
the points advanced by us here today, namely:

(1) A more definite formula for relief provisions;
(2 No retroactive assessment on fiscal year companies at this time;
(3 Some form of debt-amortization credit; and
(4 A lower normal and surtax rate rather than 45 percent.
Thank you very much, gentlemen.
(Mr. Fraser submitted the following schedules:)

RoME CALz CORPOaATION, RoR, N. Y.

ScHEnVLE 1.-Schedule of normal and ezoess-proits ta es-Net income based on
'estimated sales and taxable income for the ft8ca Vear ending Mar. 31, 1943,
under the Revenue Act of 1941

Net sale .... ... ------------------------------------- $13, 500,000

Taxable income --------- ; ----------------------------- 1,250,000

Excess-profit credit, including specific credit ----- - - - 344, 699
Profit subject to excess-profits tax ------------------------------- 905,301

Profit subject to normal and surtax ----------------------------- 752, 820

Excess-profits tax ---------------------------------------------- 497,180
Normal and surtax -------------------------------------------- 233,124

Total normal, surtax, and excess-profits tax ---------------- 730,804
Percentage of tax to taxable income ----------------------------- 58.4
Net income after tax ------------------------------------ $519, 66
Percentage of net income to net sales --------------------------- 3.85

ESTIMATED sA'wwr or ABOVE INcoME oN cAsH PoaIToN YEa R ENDING uxA. 81, 1945

Taxable income plus $120,000 depreciation ---------------------- $1,370, 000
Less expenditures for tax liability, payments on serial notes, possible

retroactive tax assessment (fiscal-year provision), dividends, and
commitments for capital expenditures, a total of ---- -- '......... 1,345,676

Leaving cash available ------------------------------------------ 24,324
3Does not include any provision for increasing Inventories, receivables, nor any addition

to surplus to provide for actual war-operalton contingencies, post-war years rehabilitation
of plant, equipment, etc., and continued employment of labor.
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SCHEuLz 2.-Schedule of norenal and eacesv-prof8t taxes--Net income based on
estimated sales and tamable income for the fiscal year ending March 31, 1943,
under the proposed House bill of July 21, 1942

Net sales ------------------------------------------------------- $13,500. 00

Taxable income ------------------------------------------- 1,2.5)0,000

Excess-profits credit, including specific credit ------------------ 349, 6D9
Profit subject to excess-profits tax --------------------------- 900,301
Profit subject to normal and surtax ----------------------------- 349,699
Normal and surtax --------------------------------------------- 157,365
Excess-profits tax --------------------------------------- 810,271

Total normal, surtax, and excess-profits ta ---------------- 967,036
Percentage of tax to taxable income --------------------------- 77. 4
Ne Income after tax ------------------------------------ $282,304
Percentage of net income to net sales ---------------------------- 2.09

ESTIMATED E3r7a OF ABOVE INCOME ON CASH POSrrION FOR YES ENDING
MAIL 31, 1948

Taxable income plus $120,000 depreciation --------------------- $1,370,000
Less expenditures for tax liability, payments on serial notes, possible

retroactive tax assessment (fiscal year provision), dividends, and
commitments for capital expenditures, a total of --------------- 11, 583, 008

Cash deficit ----------------------------------- - --------- 13. 008

'Does Lot include any provision for increasing inventories, receivables, nor any addition
to surplus to provide for actual war operation contingencies, pos.-war years rehabdliation of
plant, equipment, etc., and continued employment of labor.

Scmvu f.-Schedule of normal and excess-profits taes-Net income based
on estimated sales and tamable income for the fiscal year ending Mar. 31, 1943,
under the proposed relief provision of the House bill Constructive base
period net income assumed to be average of earnings for 1938-41, inclusive

Net sales --------------------------------------------------------- $13, 5W,000

Taxable income ----------------------------------- ------ 1, 250,000

Excess-profits credit, including specific credit ------------------- 6S4,200
Profit subject to excess-profits tax ------------------------------ 55, 800

Profit subject to normal and surtax ------------------------- 64. 200

Normal and surtax ---------------------------------------------- 8 07,890
Excess profits tax ---------------------------------------------- 509,220
Five percent of excess-profits tax computed without reference to

relief provision ---------------------------------------- 40, 514

Total normal surtax and excess-profits tax ---------------- 857, 624
Percentage of tax to taxable income---------------------------- 68. 6
Net income after tax. . ---------------------------------- $392, 376
Percentage of net income to net sales --------------------------- 2.91

ESTIMATED EtEC OF ABOVE INCOME ON CASH posrroN Fon Yms INno
MAR. 31, 1943

Thxable income plus $120,000 depreciation ---------------------. $1, 370,000
Less expenditures for tax liability, payments on serial notes, possible

retroactive tax assessment (fiscal year provision), dividends, and
commitments for capital expenditures, a total of ------------------ 1, 472,996

Cash deficit ----------------------------------------------------- 102, 996
Does not Include any provision for Increasing Inventories, receivables, nor any addition

to surplus to provide for actual war-operation contingvncles, postwar years rehabilitation
of plant, equipment, etc., and continued employment of labor.
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SCHEDULE 5.-Rochedule of normal and excess profits taces-Net income based on
estimated sales and taxable income for the fiscal year ending Mar. 81, 19.J,
under the Norris Stamping and Manufacturing Co. proposal for growth
companies

Net sales ------------------------------------------ $13, 500,000

Taxable Income------------- --------------- 1,250,000

Excess-profit credit, Including specific credit --------------------- 610,135
Profit subject to excess-profits tax .....------------------------- 639, 865

Profit subject to normal and surtax ---------- .....-------------- 610, 135

Normal and surtax ------------------------------------- 274,581
Excess-profits tax --------------------------------------- 575,879

Total normal, surtax, and excess-profits tax 850, 440

Percentage of tax to taxable income ----- ............----------- 68.0
Net Income after tax ------------------------------------ $399,50
Percentage of net income to net sales ---------------------------- 2.96

ESTIMATED EFFE74 OF AJOVE INCOME ON CASE POSITION FOI- YEAR ENDING
MAI. 31, 1943

Taxable income plus $120,000 depreciation --------------------- $1,870,000
Less expenditures for tax liability, payments on serial notes pos-

sible retroactive tax-assessment (fiscal year provision) dividends,
and commitments for capital expenditures, a total of --------- 1,465, 812

Cash deficit --------------------------------------------------- 8 95,811 Does not include any provision for increasing Inventories, receivables, nor any addition
to surplus to provide for actual war-operation contingencies, post-war years rehabilitation
of plant, equipment, etc., and continued employment oflabor.

ScuEmuL 6.-Additional tau for fiscal year ended Mar. 81, 1942 which the
company would be required to pay on the basis of the House bill

Taxable income, fiscal year ended Mar. 81, 1942 -------------- $1, 508, 084
Excess-profit credit Including specific credit ------------------- 349,699

Profit subject to excess-profits tax ----------------------- 1,158, 8S5

Profit subject to normal and surtax - ...----------------------- 349,69

Normal and surtax ------------------------------------------ 157,385
Excess-profits tax -------------------------------------- ------- 1,042,547

Total normal surtax and excess-profits tax based on rates In
proposed House bill ------------------------------ 1,190,912

Percent to taxable income ------------------------------------ 80.0
Total tax payable under Revenue Act of 1941, $917,157 X 75 percent

(9 months) -------------------------------------------------- $687,868
Total tax based on proposed rates $1,199,912X25 percent (3

months) -------------------- ------ - ----- 298,228

Amended tax for fiscal year ended Mar. 31, 1942, based on
fiscal year provision in proposed bill-. . 988,098

Total tax payable under Revenue Act of 1941 ....---------------- 917,157

Additional tax for fiscal year ended Mar. 81, 1942 ---------- 68, 939
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SCHEDULE 7

NORRIS STAMPING & MANUFACTURING Co.

EXHIBIT A.-Adjusted excesa-profits tax credit-Determined by adding a per.
centage of base-period credit for each 100-percent increase in volume of sales
over base-period sales

Percent- Percentage Amount of
age Of of excess- excesprofits
base profits tax txcepIt

period credit (ad- tadjured),
credit Justed) d emt

Volume of sales to base period sales:
100 percent ..................................................... 100 100 $475,000
200 percent, add ................................................ 50 150 712,5
30 0 percent, dd ................................................ 33 183 6 870,833
400 percent, add ............................................. . 25 208 . 89,883
00 percent, add ................................................ 25 23315 1,105,333
00 percent, add ................................................ 25 258 6 1,227,053

700 percent, add ---------------------------------------- ..... 25 283 1345,833
00 percent, add ................................................ 25 3085t 1,464,583

00 dd ................................................ 25 333 i 1 ,83,333
1,000 percent, add ............................................... 25 38 1,702,083
2,000 percent, add .............................................. 25 608 i , 889, 583
4,000 percent, add............................................... ?A 1,10M 3, 24,88

I Plus $10,000 specific credit.

NoTx.-Based on corporation with $5,000,000 base period sales and profit of 10 percent, equalling $800,000
base period credit.

NoTa.-The above is a copy of an exhibit prepared by Norris Stamping & Manufacturing Co.

ScnzDnrz 8.-Net sales, earnings before taxes, income taxes, net income, total
taxes paid, and number of employees

r~ z zV ,

Year ending-
Mar. 31 1937 - 103 $1,951,000 32,0 O 0.1--...... ... -$2000 0.1 $17,000 287
Mar. 31, 1938 - 1937 8,228,000 108,000 20 334,000 07 71,000 1.4 63,000 326
Mar. 81, 1939-.. 1938 8,816,000 101,000 &.4 7,00 1.0 24000 4.3 97,000 394
Mar. 31,1940 .... 1039 ,421,0 ,000 8.7 67,000 1.0 288,000 4.6 123,000 840
Mar 31,1941 ... 1940 9,899,00 667,000 6.7 242,000 24 425,00 4.3 323,000 602
Mar3 31,194 ...... 1941 1, 407, 0001,8 2,000 11.4 92 0 6. 9 4010,00 4.51,001,000 713

Total, 6-year
period . 42,524 0 2,967,000 7.0,3 4 WO 3 11 ,41 000 3.. ..18 000.

Apr. I-June 30, 1942... 2 0 0 2Z, ,00 93 21,0000.

(The excerpt from the National City Bank letter (August 19412), re-
ferred to by Senator Brown is as follows:)

[From August 1942 letter of National City Bank, New York, N. Y.]

Tim HALT YrwA's EAsmxos

The decline in corporation earnings which appeared in the first quarter of this
year continued in the second quarter; and the half year's earnings of industrial
companies which have reported during the past month show, in a great majority
of cases, a considerable decrease in net income, compared with a year ago. Sales
as a rule were substantially larger, but operating expenses were higher and
taxes took a greatly Increased percentage of income.

A tabulation of the statements of 290 companies in the major manufacturing,
mining, trade, and service industries shows for the first half of 1942 combined
net Income of approximately $475,000,000 after taxes, which compares with
$725,000,000 for the same companies in the first half of 1W41-a decrease of 85
percent.
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This group of companies, representative for the most part of the larger organiza-
tions, employed an aggregate capital and surplus of approximately $12,600,000,000
at the beginning of the year.

Reserves for Federal Income and excess-profits taxes reported by 155 of the
manufacturing companies were up sharply from last year because of the steep
increase in rates proposed in the pending revenue bill, which almost all of the
companies used as a basis for their computations. For this group giving tax
details, the estimated tax liability for the first half year 1942 amounted to $884,-
000,000, compared with $578,000,000 in the corresponding period of 1941, and
$163,000,000 In 1940. Such taxes absorbed 73 percent of the net Income before
taxes this year, compared 52 percent in 1941 and 27 percent In 1940.

The portion of industrial corporation Income being taken by Federal taxes is
now far above that ever reached in the past. During the last war, Federal taxes
absorbed only about 23 percent of the net income of all manufacturing corporations
In 1917, 45 percent in 1918, and 26 percent in 1919.

Separate quarterly figures available for 252 of the industrial companies Indi-
cate that net income after taxes in the first quarter of 1942 was 29 percent below
that of the first quarter 1941, while the second quarter 1942 was 41 percent below
the second quarter 1941. One of the principal reasons for the greater drop was
the fact that second quarter earnings this year in many cases were burdened
with charges for additional tax reserves covering the first quarter. These addi-
tional reserves were necessitated by the fact that the provision originally made Is
now found Inadequate in view of the revenue bill as recently passed by the House.

The pending rates of 90 percent on excess profits above the base as defined, plus
45 percent combined normal and surtax, compare with maximum rates of 87%
and 45 percent, respectively, when the bill was reported to the House. and with
94 percent (including 14 percent post-war credit) and 40 percent originally decided
on in the House Ways and Means Committee. The corresponding rates effective
in 1941 were 60 and 81 percent, in 1940 were 50 and 24 percent, and in 1939
there was an 18-percent normal tax only.

Net income of leading corporations for the half Vear-Net income is shown after
depreciation, interest, taxes, and other charges and reserves, but before diti.
dends--Net worth includes book value of outstanding preferred and common
stock and surplus account at beginning of each year

[In thousands of dolls]

Net Income, half Annua rateyear Per Net worth, San. I of return
No. Industrial groups cent (percent)

change
1941 1942 1941 1942 1941 1942

4 Baking---------------------...... K197 $6,240 +0.7 $187.742 1824 & 6 & 8
IS Other food and beverage .......... 39,212 -0,883 -21.3 876,462 883,143 16 10.0
15 Textiles and apparel ........ 12,327 8, e9 -29.7 182,033 19, 704 13.8 8.8
13 Paper products ...... ....... 7,134 6, 564 -8.0 175,278 181,616 8.11 7.2
25 chab sduseto ............ 08,942 07,025 -26,2 3,24,393 1,423,458 13.8 9.4
9 Petroleum products .............. 106,73 64,739 -39. 2,200,176 2,224,059 0.7 8.8
5 Stone, clay, andglass ........... 12,370 8,099 -8.8 19,468 189,503 12.8 8.4

2W Iron and steel .................... 145,274 86233 -40.6 2,068.108 3,003,872 9.8 &.6
8 Building equipment ............. 7,669 6,0 6 -21.0 185,830 186,612 8.8 &5

10 Electrlcalequipment ............. 43,514 32,029 -26.4 872,930 022,045 15.2 10.1
22 Machinery ................. 19,624 16,401 -10,4 69, 528 203,077 14.6 11.2
7 Office eo pment ............... 12,215 9,124 -25. 15,221 162,382 1.6 11.2
7 Automobiles .................... 124,574 51,146 -8.9 1,177,340 1,210,647 21.2 8.4

14 Auto equipment .................. 11,73 10,178 -11.4 114,890 129,462 20.5 15.8
o Railway equipment .............. 10,619 8,062 -24.1 176,84 190,221 110 8.8

M p Dro -miscellaneons ... 16,404 13,434 -1. 1 261,489 276,147 18 9.7
Miscellaneous msnufscturing....- 19,626 14,248 -27.4 4A 09 422,111 9.7 6.7

242 Total manufacturing ....... a88,2 436,099 -86.7 11,149,842 11, 576,636 124 7.6
11 C(oaln ...................... ,735 '4,110 +5.8 212,286 217,842 2.6 .8
6 Metal mining................ 17,6 t9,093 +18.3 182,445 181,001 9.4 IL

10 Mining, quarrying-miacellane-
on ......................... 10, 85 111,129 + 1 172,786 181,9o6 ie 1.314 Trade (wholesale and real) ...... 8,197 6,918 -156 o69, 89 270,3o6 6.1 &1

7 Service and constructon ......... 7,290. 7,224 -. 9 214,49 219,433 6. 8 6.6

20 Total. ................. 723,381 474,881 -54. 12,181,717 12,62,14 13.9 7.8

Before certain charges.
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The CHAMMAN. Mr. Schram.

STATEMENT OF EMIL SCHRAM, PRESIDENT, THE NEW YORK STOCK
EXCHANGE, NEW YORK, N. Y.

Mr. SCHEAM. My name is Emil Schram. My address is 11 Wall
Street, New York-president of the New York Stock Exchange.

I appreciate very much the committee's courtesy in allowing me the
time for a brief discussion of certain aspects of the capital-gains tax.
What I have to say will deal chiefly with the general philosophy of
this tax, as I see it. You doubtless have already hear or will hear
from others a technical discussion of the questions involved and you are
familiar, I am sure with the very extensive testimony that was pre-
sented before the house Ways and Means Committee on the same
subject. .

In the course of a long and careful study of the capital-gains tax, I
have talked with a wide range of people-tax experts, practical busi.
nessmen, farmers, representatives of organized labor, and many others.
I have been impressed by the widespread desire that this particular
feature of our tax laws be revised. I think all of them agree on the
one fundamental point; namely that the Government would derive
much-needed additional revenue irom a realistic revision.

The conduct of this war requires such tremendous sums of money
that it would be pointless for me to advocate a modification of the
capital-gains tax unless I were convinced that it would provide greaterrevenue to the Treasury. It is my conviction that the Treasury s reve-
nue would be greatly increased if the capital-gains tax provisions were
modified in such a way as to eliminate the holding period and to estab-
lish a tax rate that would encourage the taking of capital gains, thus
tapping a very large potential source of revenue.

Because revenue is theparamount consideration at this time, I realize
that any discussion of the unsoundness of the capital-gains-tax prin-
ciple is more or less academic.

However, it has always been perfectly obvious that the sale or ex-
change of a capital asset, such as a piece of real estate, a farm, a share
of stock, or a bond, does not automatically add anything to the value
of the thing sold. From an economic point of view the gain resulting
from such a sale or exchange is in reality capital, and not income. For
bookkeeping purposes-and, in fact, for all other purposes except
taxation-such a gain is regarded as representing capital. Hence, a
capital-gains tax is in reality a capital levy.

In view of the fact that the taking of a capital gain is purely dis-
cretionary with the taxpayer, it is apparent that this tax in operation
is far different from a true income tax. The payment of the tax is
entirely contingent upon the taxpayer's disposing of a capital asset
at a profit. It is not surprising, therefore, that as the rate of the
capital-gains tax has been increased, the net revenue to the Govern-
ment has decreased.

Thus, when the capital-gains tax was raised to a point where it
discouraged transfers it defeated its own purpose as a revenue-
producing measure. Experience has indicated that the amount of
the tax revenue is in inverse proportion to the tax rate. The inescap-
able conclusion is that the best way to produce themost revenue from
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a capital-gains tax is to make the rate low enough so that the tax
will not deter the taxpayer from transferring his property. The
urgent need of additional revenue to help meet the cost of the war
would seem to make such a legislative amendment imperative at this
time, particularly in view of the many other sound reasons which have
been advanced.

Apart from considerations of revenue, there are certain undesirable
economic consequences which would arise out of an unproductive tax.
Because such a tax would operate, as I have said, as a serious deterrent
to the transfer of propert , it would retard the general flow of capital.
The particular point whici I wish to make is that in our effort to obtain
additional revenue we should not impose a penalty that would make
venture capital impotent. We should not deprive investors of the
freedom needed to make necessary shifts in their holdings in order
to keep them current. There is particular need of this freedom
at this time in order that the purchase of Government bonds may be
facilitated.

This problem of the fluidity of capital is important in another
sense. While it is true, as the Treasury has pointed out, that the
major portion of the financing required by American industry in
its war expansion is being assumed by the Government, it is desirable
that as large a portion as possible of the burden be borne by private
capital. It is not too soon to begin the process of encouraging capital
to perform its traditional function, particularly in preparation for
the post-war readjustment.

Of course, there are many technical objections to the present capital
gains tax-for example, objections directed toward the artificial and
unsound distinction between long-term and short-term gains which
underlies the present law. It is my considered judgment that thi
is the most objectionable feature of the law. The Treasury objects
to a shorter holding period on the pound that it would give special
tax advantage to gains realized from speculative activity. As a
matter of fact, there is very little speculative activity today, and I
do not anticipate that the changes which we are advocating will bring
about any substantial increase in such activity. Let me add, how-ever, that speculation by informed people who can afford to take
risks will always be a constructive influence in our form of economy.

We would expect, of course, that the liberated flow of capital would
be reflected in a better investment market-a market freed from arti-
ficial deterrents and restraints such as those which stem from the
present tax-but I would not be here asking for a revision of this
tax if I were not convinced that the welfare of our whole business
system was involved.

Another aspect of this question which needs to be emphasized is that
the capital-gains tax, as now applied, tends to prevent a powerful
anti-inflationary influence from coming into play. The mischievous
effect of the tax in this respect was demonstrated in the boom of the
late 1920's. Its potentiality for harm is even greater today in view
of the many existing factors which are supplying the foundation for
inflation.

The capital-gains tax, if the deterrents to the transfer of property
were removed, would be paid by those who could afford to pay it.
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It would not fall upon the poor. The statistical record shows plainly
that high rates of tax on capital gains merely restrict or prevent
entirely the transfer of capita] assets. An examination of the yield
from this tax in recent years will convince any reasonable person of
this fact. I understand that the 1941 results, which I am sure the
Treasury has available or can compute, were the most disappointing
since the principle of taxing capital gains was introduced. In the
light of the record, I do not see how the provisions of the present law
can be justified.

Let me say here that the Treasury, in the course of the hearings
before the Ways and Means Committee, presented some constructive
proposals looking to the revision of these provisions. It is gratifying
that the Ways and Means Committee saw fit to adopt some of these
proposals. I submit, however, that a thoroughgoing and realistic
readjustment is urgently needed and that it will contribute greatly
toward the accomplishment of the objectives which we all know are
dominating congressional thought-more tax revenue for the prosecu-
tion of the war, restraint upon inflationary tendencies, and the healthy
functioning of our enterprise system.

The CHAIRMAN. Are there any questions?
Senator VANDENBERG. Mr. Chairman, may I ask Mr. Schram a

question?
The CHAIRMAN. Yes, Senator.
Senator VANDENBERG. Departing somewhat from your immediate

objective, but based on your statement, on page 3, "because such a tax
would operate as a serious deterrent to the transfer of property, it
would retard the general flow of capital"; that is equally true of the
war debt, is it not? I ask you this question because you are a banker
of large experience. You were formerly head of the Reconstruction
Finance Corporation. What particularly I would like your comment
on is this: In your judgment, is it safe to rely upon voluntary bond
purchases, which will not exceed $12,000,000,000 a year, and rely on
bank purchases for $30,000,000,000 of the final bond sales necessary
to finance this year's war operations?

Mr. SCHRAM. Perhaps you can finance this year's operations by
voluntary purchases, but I doubt whether it can be done by this
method until the end of the war.

Senator VANDmBmo. The forcing of $30,000,000,000 of bonds into
the banks has a definite inflationary tendency, does it not?

Mr. ScHRAm. I think it does; yes.
Senator VANrNxom. That is all.
Senator CONNALLY. What is your proposal, Mr. Schram, as to the

time? Because there is a distinction between short-time and long-
time gains.

Mr. SOaEm. I recommend the elimination of the holding period,
Senator, because I think the amount of money you want to raise, that
you might be able to raise, is determined almost entirely by the
holding period.

Senator CONNALLY. Would you be satisfied with the clause that the
gains could be offset with losses over the same period?

Mr. Scaum. Again, I think the present provision that permits
the deduction of losses from long-term gains from ordinary income
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reduces revenue considerably. I think that the proposal to limit the
deduction of capital losses only against capital gains is a sound one, in
view of the fact that you need to raise more revenue. I think it is
unfair, though, Senator, in the treatment of short-term gains, to tax
them as income but still not give credit for losses. That is hardly
fair to the taxpayer. As we have said a good many times, the
Treasur has its cake and eats it, too.

The CHAIRMAN. Mr. Schram, as I understand you, you regard the
holding period as more important than the rate imposed under the
HouseillI

Mr. SCHRAM. Yes; I do, Senator. I think the holding period is the
important feature. It should be the most important factor in con-
sidering any chances that may be made.

Senator TAr. Mr. Schram, the objection has been made that to
eliminate any holding period, putting all income on the basis, a man
can go and make a living practically by speculating in stocks without.
there being any income tax but paying only the other taxes. How do
you meet that objection?

Mr. Scnmx. Senator, that is, of course, the purpose that has really
been the basis for the holding period-that is, to try to discriminate
against that particular man who makes his living that way. I will
agree that if a man makes a living in the business, that is his busi-
ness, I think possibly he should pay the same tax as anybody else pays,
but it is hard to set up a distinct line or to set this particular man
apart.

Senator TAn. Supposing you reduce the limit to about 6 months,
that would practically cut out the fellow who was speculating?

Mr. ScHRAM. Yes; I think that would. Six months, of course, has
been accepted by the Congress I think as a dividing line in that
section in the S. E. C. Act relating to trading by officers and principal
stockholders. That is, they are liable in suits b)y stockholders for
any profits that may have been made on their trading up to 6 months.
After 6 months, if there has been no suit, of course t ey are no longer
liable. So I think the Congress has more or less set a preedent for
a 6-month holding period. That would be very helpful, of course.
Still I do not think you would get as much revenue as you would
if you eliminated it completely.

Senator TAn. Did not your testimony also tend to show if you went
back from 25 percent to 15 percent on the long-term loans we would
get more money rather than less?

Mr. SCHEaM. That is right.
Senator TAnT. You are opposed to the increase in this present bill

from 15 to 25 percent?
Mr. Scrani. Yes. The 15-percent tax, in my opinion, would raise

more revenue than the 25-percent rate. It must always be understood
that this is a discretionary tax. It is not a tax that people have to
pay. What we should do is to enable people to shift their securities
or their capital, assets and thereby pay the tax--encourage them to pay
the tax.

Senator TAm. As far as long-term gains are concerned, you see no
disadvantage in separating them altogether from the normal income
tax; do you?

Mr. S6n . No; I think they should be separated.
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Senator TArT. Neither deduct gains nor losses on normal income
tax?

Mr. ScRmAM. I agree with that. I think that is sound.
The CHAIRMAN. Are there any further questions?
If not, we thank you, Mr. Schram.
Mr. ScHRAx. Thank you very much.
The CHAntAN. Mr. Tripp.

STATEMENT OF L. E. TRIPP, LOS ANGELES, CALIF., REPRESENTING
HULL HOTEL COMPANIES

The CHAIMAN. Mr. Tripp, give your name, please, and your
business.

Mr. Tmpp. My name is L. E. Tripp. I am a lawyer of Los Angeles,
Calif. I am general counsel of the Hull Hotels, owning and oper-
ating six hotels in the State of California and one in the State of
Nevada.

We are particularly concerned with the proposed income tax bill
changing the method of taxing corporations that have a fiscal tax
year different than a calendar year and making such legislation retro-
active. We refer to section 108 entitled "Taxable period embracing

-years with different laws." We feel that in the case of many small
corporations that the enactment of such legislation will put many
of them out of business. We believe' that such a change should not
be retroactive principally for the following reasons:

1. Iu view of extremely high corporate taxes now existent many
small corporations are finding it exceedingly difficult to pay off their
existing obligations and to secure the necessary money with which
to make the necessary repairs, rehabilitation and improvements upon
their property which are necessary to be made if they are to remain
in business. The only source most of them can get this money from
is out of profits and profits are so curtailed at the present time, par-
ticularly for corporations not engaged in the war effort owing to the
rising cost of commodities and labor that the profit bracket is becoming
much lower year by year.

Many of these corporations, particularly the ones I have reference
to, have set their fiscal policy for the ensuing year based upon what
they firmly believe was to be their tax obligation. As a consequence
thereof, these corporations have contracted large debts in order to
enlarge their facilities, make the necessary repairs and improvements
to their property in order to withstand competition.

These seven hotel companies have their fiscal years ending in the
months from March 30 to June 30 which fiscal year cincides with
the time these corporations actually commenced business. It was
necessary for them to adopt the fiscal-year basis on these dates owing
to their financial obligations. The fiscal years have now ended for
all of these corporations; they have contracted large obligations, for
enlargement, for the making of necessary repairs, and so forth, having
first computed what they firmly believed was their Federal tax liability.
If the present bill is made retroactive, existence of the corporation will
be seriously jeopardized.
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I might say in that connection, gentlemen, in the last 40 days we
have had to negotiate new contracts with labor at a rise in cost of
approximately 17 percent. In addition to that, we endeavored to pass
some of that on to the public. Since that time, however, the Govern-
ment has stepped in, and in Sacramento, has established a price ceiling
on rentals, putting us back to March.

In addition to that, due to the rubber curtailment and lack of the
traveling public, our revenue is very seriously curtailed.

In that connection, I would like to say t at we are keenly aware
of the momentous problem that is facing you gentlemen as to the
astronomical figures that are required to be spent for the war effort
in order to preserve our liberty and I am satisfied there is not one of
us that would not make whatever sacrifices that are possible in order
to preserve our liberty and win this war. On the other hand, taxes
should not be increased to the point of diminishing returns. From
an analysis of the present tax bill, I believe that a 45 percent normal
income tax and surtax coupled with a 90-percent excess-profits tax
would seriously jeopardize the existence of many small corporations.
I am firmly convinced that the ceiling for both the normal and surtax
rate on corporations should be 40 percent and the excess-profits tax
rate should not exceed 80 percent. When the corporations are faced
with any higher tax rates than the last-mentioned figures, the profit
motive is disrupted if not almost practically destroyed, with a conse-
quent rise in the cost of operation to the detriment of both the Treasury
Department, the corporation, its employees, and stockholders.

There is another item I would like to touch on very briefly and that
is a general sales tax. I fully appreciate that some other method of
securing income must be devised in addition to our present source
of obtaining revenue if the revenue requested by the administration is
to be obtained. I believe that a general sales tax of not exceeding
5 percent would very materially aid and should be passed.

Senator TAn. Would that cover hotel-room sales
Mr. Tairr. That would cover, I believe, every form of service; pro-

fessional services, also.
In order to meet, however, the obligations of the wage earners and

small-salaried classes, I would exempt from such tax necessary food
commodities, clothing in the lower price brackets, and, of course, com-
modities or supplies used in the war effort. Such a tax thus framed
would be practically painless as it is pay as you go and also such a
tax would not meet the resistance from the people in the lower earning
brackets. On the other hand the person with larger income that
has more expensive tastes would be taxed in direct proportion to his or
her spending. California has had such a sales tax amounting to 3 per-
cent in force for the last past several years. As a result of such a tax,
the State's financial cond tion has been changed from the huge deficit
to a surplus even though during such periods of time the amount spent
on relief per capita was one of the largest in the United States.

I thank you very much for the privilege of appearing before you.
The CHAiRMAN. Thank you, sir, for your appearance.
Mr. Gadsby.

76003-42-vol. 1- 76
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STATEMENT OF G. X. GADSBY, SALT LAKE CITY, UTAH, PRESIDENT
AND GENERAL MANAGER, UTAH POWER & LIGHT CO.

The CHAIMMAN. Mr. Gadsby, upon what subject are you appearing?
Mr. GADSBY. I appear on behalf of the Utah Power . Light Co.,

presenting two phases of the effect of the proposed tax bill which are
common to the industry at large, and probably to a good many other
companies which, as is mine, are facing immediate refinancing.

The CHAIRMAN. I see.
Mr. GADsBY. The two features which I would have brought out,

and would like to present to the committee, have to do with the effect
of the excess-profits tax on an industry whose income is entirely regu-
lated, with suggestions as to some modification of the effect of the tax
on this type of company.

If I may, I will simply skip through the five-and-one-half-page
statement which I have presented.

The company that I represent, as is noted in the statement, serves
an area in Idaho, Utah, and Colorado, and the southwestern part
of Wyoming. We are an electric utility, a holding company and a
subsidiary of a holding company, all as defined by the Holding
Company Act. And that is important because it makes us subject
to the jurisdiction both of the Securities and Exchanpe Commission
and the Federal Power Commission, we being also a licensee com-
pany.

The size of the company is indicated by the fact that during the
last 12 months we have sold about a billion kilowatt-bours, about
700,000,000 of which have gone directly into war work

We have about $45,000,000 of bonds outstanding, in addition
to the stock issues as noted. The securities of the company are held
by about 25,000 separate owners, about 11,000 holders of the bonds
and 14,000 holders of the stock.

We were able to maintain the dividend rate until the depression
curtailed mining activities, which affected a large part of our in-
dustrial sales, and then we were not able to keep up our dividends.
We entirely suspended them for a year and then picked them up at
a later date.

We now have a large amount of accrued undeclared dividends.
All of our mortgage bonds expire in 1944, and we have to refinance

about $45,000,000. The effect of the tax, of course, has a very serious
effect on our ability to handle that refinancing. If we are able to
follow the trend that has been established by recent refinancing
operations we should be able to handle the new securities on a basis
which would save us bout $700,000. However, the proposed tax
would take 72 percent of that and leave us with an interest coverage
quite low and quite unable to pay our preferred dividends.

Senator BROwN. I do not see how you get the 72 percent.
Mr. GADsBY. It appears a little later in the prepared statement,

Senator Brown, on page 4.
Based upon present refinancing trends we hope to evolve and have

approved a plan which will reduce interest charges and amortization
of debt expense some $700.000 a year. On the basis of this refunding
and then applying the 1942 revenue bill, the 1942 Federal tax re-
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quirements would be $2,477,000, an increase of $513,000 over the pro-
posed taxes based upon the present funded debt. That is 72 percent
of the total saving.

In addition to the taxes, all other prices entering into our opera-
tions have increased, as is common, of course, to every other line of
activity.

The calculation of the application of the tax is shown in detail
in my statement, and I will not go into it, but I want you to note
that based on 1942 operations it is $1,963,000. It would leave a defi-
ciency for the payment of preferred stock dividends amounting to
$481.000.

Then follows the discussion already covered on the subject of
refinancing. It shows while we may refinance on a favorable basis we
lose a large measure of the gain accomplished by reason of the fact
that as we decrease bond interest, the savings drop down into an
equity position which is 100 percent subject to the operation of the
excess-profits tax. Although, as a regulated industry we really have
no profits, and under no circumstances excess profits, but the calcula-
tion determined by the empirical formula as provided in the law does
put our earnings into that position.

We respectfully suggest, sir, these difficulties may be overcome in
two or three ways:

First, that a deduction be permitted to regulated companies, com-
panies subject to entire price control, such as the utilities are, by
deduction from income subject to the excess-profits tax, of debt
reduction during the taxable year.

Second, that the excess-profits tax be made payable after rather than
before normal and surtax deductions. That has merit, so far as regu-
lated utilities are concerned, because the courts have held that all
taxes are a part of the deduction before the calculation of return on
the fair value of the company. Therefore, the normal and surtaxes,
if deducted, would go in as an allowable deduction, but any profits
remaining after the deduction of those normal and surtax amounts
would then become subject to the excess-profits tax.

The third point is that preferred-stock dividends, plus a reasonable
rate of return on the common stock, if earned, be allowed as a deduc-
tion from income subject to the excess-profits tax. That again gives
recognition to the fact that it is a regulated industry with a rate
of return determined by the regulatory commissions and would
permit us to follow, in our financing, the principles laid down by
the Securities and Exchange Commission, which insists upon a de-
creasing ratio of mortgage debt and a corresponding increase in
equity financing.

Then I show the calculation on 1942 operations if any of these
allowances be made. The reduction as suggested will not result in
an entire loss to the United States Treasury but, as noted here again
there would be a return flow to the Federal Treasury, because the
dividends paid would, of course, increase the income of the payee,
either individual or corporation.

Finally, kilowatt-hours are becoming more and more a vehicle
for conveying funds from the pocket of the rate payer to the
Federal Treasury. I submit if'they are to be used as such a vehicle,
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all kilowatt-hours entering into commercial transactions should
carry the same load, as far as expenditures and taxes levied for war
expenditures are concerned. By that I mean there should be provi-
sion made whereby kilowatt-hours for war purposes should carry
the same burden, whether flowing from publicly owned sources or
privately owned sources. After all, as I say, they are simply a ve-
hicle, simply a means of taking from the rate payer and conveying to
the Treasury certain funds. In this respect I should like to submit
that this burden be distributed evenly, regardless of the source of
the generation.

That with the statement before, completes what I have to say.
Again i want to say, as my predecessors, that I appreciate the oppor-
tunity of coming before you.

The CHAIRMAN. Any questions?
Thank you very much for your appearance.
(The brief submitted by Mr. Gadsby is as follows:)

BRIEF ON BEHALF OF THE UTAH POWER & LIGHT CO., SuBMITTED BY G. I1. GADSBY,
PRESmENT AND GENERAL MANAGER, SALT LAKE CITY, UTAH

Utah Power & Light Co. is an electric service utility company supplying an
extensive area in eastern Idaho, northern Utah, and southwestern Wyoming.
It owns all of the securities of the Western Colorado Power Co., and all the
stock of Utah Light & Traction Co. excepting directors' qualifying shares.
Utah Light & Traction Co. supplies transportation service in Salt Lake City,
and The Western Colorado Power Co. supplies electric service in southwestern
Colorado.

Utah Power & Light Co. is an operating electric utility, a holding company,
and a subsidiary of a holding company, all as defined in the Holding Company
Act of 1935. It is subject to the jurisdiction of the Federal Power Commission
and the Securities and Exchange Commission. Its rates are regulated by
State and Federal regulatory commissions.

For 12 months ended June 30 electric energy sales to approximately 124,000
customers amounted to 1,049,000,000 kilowatt-hours, of which almost 70 percent
were used directly in war production work, and in copper and other critical
metal mines, smelters, and industrial enterprises contributing directly to war
production.

On June 30, 1942, there were outstanding 4 - and 5-percent bonds of Utah
Power & Light Co. and Utah Light & Traction Co. amounting to $45,277,000;
Power Co. 6-percent debentures-$5,000,000; Power Co. $7 preferred stock-
207,605 shares, $6 preferred stock--41,921 shares; and Power Co. common
stock-3,000,000 shares (all owned by Electric Power & Light Corporation).

The publicly held securities are widely distributed. The bonds are owned by
some 11,000 holders; the preferred stocks by approximately 14,000 stockholders--
averaging IS shares each.

After 20 years of unbroken record in payment of preferred dividends the
severe effect of the depression on mining activities made it necessary to suspend
payments during 1933, and thereafter to pay partial rates until October 1, 1940,
since when the full rate again has been paid. No payments have been made
on the large amount of undeclared accumulated dividends.

All of the mortgage bonds of the combined companies in the hands of the
public mature in 1944, necessitating refinancing approximately $45,000,000.

The Impact of the Revenue Act of 1942, as it has passed the House of Repre-
sentatives, will have a serious effect upon the company's ability to meet its
financial obligations to the public represented by the holders of Its bonds and
preferred stocks, also its ability to refinance its maturing debt. The company
has no excess profits. In fact, it has no true profits of any kind, nor has it had
for over 10 years as is evidenced by the fact that it has been unable, after pay-
ing its interest, to pay in full its preferred dividends. Because of tax increases
the amount left for the company after paying operating costs and fixed charges
is declining month by month. This is true despite increasing operating revenues.
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In 1941 the combined companies' Federal Income taxes were $811,000, an in-
crease over 1940 of $80,000. Applying the 1942 revenue bill to 1941 operations
would produce Federal income and excess-profits taxes of $1,421,000; an Increase
of $610,000 or over 75 percent This would have left 1941 net income available
for preferred stock dividends $350,000 less than the dividend requirement.

In addition to taxes, all costs of operation and maintenance are increasing;
for instance, Utah Power & Light Co. use of coal in 1942 at September I prices
will cost approximately $860,000 f. o. b. cars at generating plants. This same
coal at prices as of September 1 of each year would have cost: 1938, $785,000;
1935, $734,000. Coal prices have thus increased 17 percent in 7 years. The June
1942 monthly operating pay roll for the company was $245,000. The cor-
responding monthly pay roll for the same employees during the same work
would have been $222,000 in 1938 and $190,000 in 1935, an increase in 7 years of
29 percent. Poles, cross arms, hardware, and other items have substantially
increased in price.

A contrawise trend is found in prices received for electric service, the average
price per kilowatt-hour sold by the company for 12 months ended June 1942 being
1% cents, a decrease of 30 percent since 1935. The average residential rate is
now 3% cents, again 80 percent under the 1935 price.

The following is a calculation of Utah Power & Light Co. and subsidiaries esti-
mated 1942 consolidated normal and surtax and excess-profits tax based on the
revenue bill of 1942 (6 months actual operations and 6 months estimated) :
Estimated net taxable income, year 1942 --------------------- $3, 198,872
Plus 50 percent of interest on borrowed capital ----------------- 1, 271, 250

Excess-profits net income, Invested-capital basis ---------------- 4, 470, 122
Invested-capital credit:

8 percent on first $5,000,000 ----------- $400,000
7 percent on next $5,000,000 ------------ 350,000
6 percent on balance ($43,990,533) ----- 2,639,432

-$3, 88, 432
Specific exemption ----------------------------------- 10,000

Total credit ---------------------------------------------- 3,399,42

Adjusted excess profits, net Income ------------------------------ 1,070,690

Excess profits tax on above at 90 percent ------------------- 963,576
Normal and surtax:

Net income per above ---------------------- $3.198,872
Amount subject to excess-profits tax per above ---- 1,070,690

Amount subject to normal and surtax ------------ 2,128,182

Normal and surtax on above at 47 percent (consolidated) ----- 1,000,269

Total tax --------------------------------------- 1,96, 845
These taxes deducted from 1.142 Income avnilable for dividends leave

$1,223,000 to meet preferred-stock dividend requirements of $1,704,000, an indi-
cated deficiency of $481,000.

Plans are being made for refinancing the $45,000.000 of bonded debt maturing in
1944, and In due course declaration will be filed with the Securities and Exchange
Commission. Based upon present refinancing trends, we hope to evolve and have
approved a plan which will reduce interest charges and amortization of debt
expense some $700,000 a year. On the basis of this refunding, and then applying
the 1942 revenue bill, the 1942 Federal tax requirement would be $2,477,000. an
increase of $113,000 over the proposed taxes based upon present funded debt.
Over 72 percent of the saving resulting from refinancing is lost In additional taxes.
Interest after payment of all taxes and provision for depreciation and retireir,- nts
on the new Issues would be earned 1.74 times, and annual preferred dividend
requirement would be short $290000. Under these conditions It is extremely
doubtful If a market can be found for such bonds. The cont of refinancing and
debt servicing will be grievously Increased and the future of the company be
placed in jeopardy.
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As alternative measures, the following are respectfully suggested:
1. That a deduction be allowed from income subject to excess-profits tax, of

debt reduction during the taxable year, thereby following the suggestion made by
your honorable chairman, as reported in the newspapers of July 80.

2. That the excess-profits tax be made payable after, rather than before, normal
and surtax deductions, thus recognizing that regulated utilities should pay excess-
profits taxes only If their earnings after normal and surtaxes exceed the excess-
profits tax credit allowed nonregulated business.

3. That preferred-stock dividends, plus a moderate rate of return on common
stock (if such be earned) be deducted from income subject to excess-profits tax.
This again gives recognition to the fact that utilities uet earn a reasonable
return on all invested capital regardless of the method of its financing.

Such return does not imply a profit as ordinarily conceived. Failing to earn
such a return, it becomes impossible to attract capital for refinancing on a basis
compatible with prevailing Interest rates or to attract additional funds as re-
quired. This procedure would have the further benefit of permitting future
financing on the basis advocated by the Securities and Exchange Commission,
which insists upon a decreasing ratio of mortgage debt and corresponding in-
crease in equity financing.

The dollar effect on Federal tax payments and balance available for preferred
dividends applying any of the above suggestions, based on our 1942 revenues,
would be as follows:
Federal income taxes ------------------------------------------- $1, 503, 470
Reduction from 1942 revenue bill ---------------------------- 460,375
Balance after annual preferred dividend requirement (deficit) ---- 21, 702

Based on 1941 operations, the electric utilities are paying Federal taxes amount-
ing to $294,000,000, an increase of $104,000,000 over 1940. It is estimated that
Federal taxes for 1942 to be paid by electric utilities under the 1942 revenue bill
will be further increased $22,000,000, of which $150,000,000 will be In the excess-
profits bracket as compared with $45,000,000 excess-profits tax in 1941. All
utility taxes in 1942 will then take about 25 percent of gross receipts.

Reducing the excess-profits tax provision will not mean a corresponding loss to
the Federal Treasury, because, as we of the West say of irrigation water, "there
is always a return flow to the stream." There will be a return flow of taxes to
the Federal Treasury if the electric utilities are permitted to continue payment
of dividends, both preferred and common, since such dividend payments represent
individual and corporate Income to the payee and become subject to taxes at the
applicable rates in his normal and surtax brackets.

One final point, if kilowatt-hours are to be used to an Increasing degree as the
vehicle for conveying dollars from the rate-payer's pocket to the Federal
Treasury, then in all fairness this same duty should be imposed upon all kilowatt-
hoirs. Each kilowatt-hour sold by the private companies in 1942 would carry a
load of over 8% mills to the Federal Treasury in present taxes and the increases
proposed in the proposed revenue bill. In the long run the consumers pay the
bill, and the present exemption of kilowatt-hours generated by publicly owned
projects constitutes a discrimination, not so much between public and private
ownership as between the 28,000,000 consumers taking from the private utilities
and the 4,000,000 consumers supplied from publicly owned systems. Since so
large a part of the Federal taxes are now used for war purposes, certainly for
the duration, all kilowatt-hours, regardless of ownership of their source, should
share equally in supporting the war for the preservation of liberty.

The Cciaxx. Mr. Banser.

STATEMENT OF ZORN C. BANSEX, NEW YORK, N. Y., REPRESENTING

THE NETHERLANDS CHAMBER OF COMMERCE IN NEW YORK,
INC.

Mr. BANE. Mr. Chairman and members of the committee, my name
is John C. Banser. It is erroneously stated on the calendar that I am
appearing for m firm. I am appearing for the Netherlands Chamber
of Commerce. To be sure, I am of the firm of Willkie, Owen, Otis,
Farr & Gallagher.
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I am appearing here solely to speak about section 106 of the
present House bill, which amends section 211, raising the rate on non-
resident aliens from 271/ percent to 87 percent. Unfortunately, non-
residents are in no position, even in peacetime, to appear here, and in
these days are absolutely cut off from appearing here to speak for
their interests. So the Netherlands Cham1ver of Commerce in New
York City asked me to come down and speak to you.

I appeared before this committee in 1936 when, for the first time,
what I may call a discriminatory rate of tax was placed on non-
residents discriminatory as between nonresident aliens on one side
and resident aliens and United States citizens here, and they are dis-
criminatory, because under that act a man with $1,000 income paid
no tax if he was a resident alien or a citizen, whereas a nonresident had
to pay a $100 tax. There was no exemption whatever. That rate
has gone up from 10 to 161/2, to 271/, and now proposes to go up to 37.

I do not object, neither do the people whom I speak for, to the 37
rate as a rate, but the objectin is that whereas a man with a $500
income under the new act will pay no tax if he happens to be a resi-
dent alien-and there are some here-whereas the nonresident will
pay $185 on the same income. Now, that is a great discrimination,
and that is not in keeping with the policy of this Government as
expressed by Secretary Morgenthau before the House Ways and
Means Committee, and I would like to quote a brief statement. He
says:

I come now to a third and most insistent need that should govern our war-
time fiscal program. That is, the need of holding fast to the basic priLciple
of our tax system; namely, that taxes should be fair and nondiscriminatory
and imposed In accordance with ability to pay.

Now I submit to your committee, that the discrimination, while
great already when it was 10 percent, is almost unbearable at 87.
- ow, to show how inequitable that discrimination is, when we come
to a $22,900 received by a nonresident alien, we do not discriminate,
we give him the same rate as we give ourselves. The statistics which
I produce here in the brief from the Dtuch Government will show
that 99 percent of the total income recipients--and I can only speak
for them-fall far below the $22,900 income. Ninety-nine percent
will fall below that figure, and a vast majority wili fall into the
$1,000 class and below, deriving income from this country. What do
we do with those little fellows; the 99 percent? We say: "You are
going to pay more than a compatriot of yours who happens to be
heree' But the big fellows, a handful of them, as I show by the per-
centage there, we say to them: "Now, you are on the same basis as
the American citizen." That is contrary to the policies expressed by
Mr. Morgenthau that I just quoted. The discrimination is extreme.

Now, you may say: "This is all criticism; what do you suggest"
Up to 1936, there was no discrimination the only thing was that they
were not allowed ta deduct anything for dependents. That was a
negligible discrimination. In other words they were allowed only
to deduct $1.000, like a single individual. In 1936 they were not

allowed to deduct anything, they had to pay a flat rate of 10 percent
on gross income.

As I point out here, your nonresident aliens, as far as I can speak
for them, like the flat'rate. They like it better than the old system
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of having to make a return and squabble over a $5 or $10 tax, and
they could not afford to hire a lawyer to straighten them out. From
the beginning they said: "Fine; a 10-percent tax." Now, it has gone
up to a point where it becomes practically unbearable.

There are a lot of Dutch investors who realize a very small income
from this country, and their whole income, as shown by the records,
is very small; $37 on even a $100 income is going to be a great burden
to them.

You are doubtless aware of the fact that the Dutch investors built,
to a large extent, our transcontinental railroads. I pointed it out
in my brief the last time I was before the committee. Those securi-
ties are still held by small investors, distributed by the institution
in Holland and other places. They helped to build our basic indus-

What happened in England when the tax rate went up to 20 percent

on nonresidents? The Dutch investors in England withdrew their
securities. Now, it is going up higher, so there are no Dutch investors
in England.

The Dutch investors cannot, under existing circumstances, with-
draw their cash from here. Some will say, "Let them withdraw it."'
I do not think that is the policy of the Government. It has never been.
We have been trying to attract foreign capital in helping us to build
up the country. I am sure, after the war stops, if the 37-percent rate
remains, they are going to withdraw their capital from the country and
seek investments elsewhere.

Now, you say what do I propose. Some discrimination must exist.
The Treasury Department finds it easy to collect the tax by with-
holding, and the foreigners like it. So I suggest that the line of
demarcation should not be drawn at $22,900, but should be drawn at,
say, $3,000, on which we should pay approximately 15 percent on a
single individual, with nothing but the $500 exemption and his earned
income credit, putting the foreigner and the citizen in the same class.
If somebody had a higher income than that, then they would pay a
higher rate. Even when we make them pay 15 percent on less than a
$2.-000 income he would pay more than we do here. Somewhere a line
should be drawn. So I suggest the section should be amended not to
increase from 27 to 37 percent but to cut it down to 15 percent, on
the basis of my argument presented here.

The CHAIRMAN. Are there any questions from Mr. BanserI
(No response.)
The CHAreMAN. Thank you very much, Mr. Banser.
(The brief submitted by Mr. Banser is as follows:)

BmiEr By JovN C. BANs, Nzw Yo(x, N. Y., ox THS PtIDttNG 1942 Rzrvwrut BaIL
As IT WILL AFwT NON5MMNT Armi IN][NVnvALs

This statement is presented to your committee at the request of the Netherlands
Chamber of Commerce In New York, Inc. Because Dutch recipients of Income
from sources in the United States are at present cut off from direct appeal to this
committee, the aforesaid chamber of commerce feels that it is under obligation
to present their claim for your consideration. Although this statement Is made
directly on behalf of the aforesaid Dutch recipients of Incime from sources In
the United States, it Is reasonable to assume that the facts herein set forth and
the conclusions reached are applicable to all nonresident allena deriving Income
from sources in the United States which is subject to the tax.
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A BRIEF HISTORY OF THE UNITED STATES INCOME TAX LAW AS APPLIOABLE TO iqON-
RESIENT AIJENS

Prior to the 1936 Revenue Act, nonresident aliens paid substantially the same
tax as did United States citizens and resident aliens on a corresponding amount
of Income, the only difference being that nonresident aliens were not allowed
deductions for dependents. Thus, for 23 years (1913-36) the taxing policy of the
United States was to assess the same tax on the same income, whether received
by a citizen or a nonresident alien. This was equitable to all taxpayers.

The 1936 Revenue Act changed all this, because then for the first time in almost
a quarter of a century of tax legislation the United States imposed a tax upon
nonresident aliens different from and greater than that imposed upon citizens
and resident aliens. Under that act even a single individual citizen or resident
alien, with no dependents, having a net income of $1,C00 paid no tax whatever,
while a nonresident alien, whether single or married, paid $100 tax on the same
amount of gross income, the rate being 10 percent with no exemption or deduction
allowed. This was not equitable to nonresident aliens as it discriminated greatly
against them.

When your committee was holding public hearings on the said 1936 Revenue
Act, I presented a statement to your committee on this subject matter, from which
I beg to quote, as follows:

"I believe that I am correct in stating that the proposed revenue bill, if enacted
into law, will be the first Federal Income-tax law to impose upon nonresident alien
individuals a rate of tax different from the rate applicable to citizens of the
United States on Identical amounts and character of Income. In the previous
and the existing tax laws, the only discrimination against foreigners was that
they could not take deductions for dependents."

The 1940 Revenue Act increased the rate to 161/2 percent, and the 1941 act to
27% percent, and the pending bill (H. R. 7378) now proposes to raise the rate to
87 percent. Thus, each act has broadened the inequality set up by the 1936
Revenue Act and Increased the discrimination as between taxes paid by citizens
and resident aliens on the one hand and nonresident aliens on the other hand.

COMPARISON OF TAX TO BE PAID BY A UNITED STATES CITIZEN On RESIDENT AIAEN, SINGLE
INDIVIDUAl, ON ONE HAND, AND A NONRE8IDENT ALIEN, WHETHER SINGLE Of MAZLED,
ON THE OTHER HAND

In order that this committee may readily visualize the great inequality between
a citizen and a resident alien on one hand and a nonresident alien on the other,
if the proposed rate of 37 percent is enacted, I submit below a comparative table
showing the tax a nonresident alien will pay on the basis of 37 percent and the
tax a citizen arid a resident alien will pay under the new act on the same income.
In order to make this comparison as nearly actual as possible, the tax on a citizen
and resident alien is computed for a single individual with no deductions from
his gross income other than the $500 personal exemption and the earned income
credit. In other words, the tax listed below Is the maximum tax that will be paid
by a United States citizen or resident alien.

Tax paid Nonresi. Nonresi.
Grow income of by Percent dent alien Gros Taid Percent dent alien

United Statescit- United of gross indi Grss me or b inc o gr Indl
zen, resident alien States income, vesielt alu States Inome. di-

orsionrei normal will pay or resident citinen normal wi l pyident citizens and 37 percent nidud 37 percentsurtax onlia rerioen alien individual residentalien alienon ' surtax on gfross
inoome slien income

pevea peeew
500 ............................... $15 $12,000 ........... ,118 25. $ " 440
,000 .............. P9 890 370 $13,000 ............ 3,12 27.01 4,810
,000 .............. -273 1.65 740 $14.00 ............. 8, 2.04 5,180

P.000 .............. 472 15.73 1,110 $15000 ............. 4,366 29.10 5.550
680 17.25 1,40 ,0 ............ 4,82 10.16 5,92

P-20 .............. M 18.40 1,850 $17.000 ....... 5, 1, 1 ,1.8 6,20
$,000 ....... 1...... ,1,4 19. 6 2,2 ,0814 ............ 8,791 , 7 61,

.000 .............. L448 20.66 25 $19.000 .............. 6.290 33.13 7.00
A .0......... 1,742 21.77 2960 820............. 81 $408 7,400
.000..........2,05M 2284 3.3 $2.00 . 7,851l 35.00 7,770

10,000 ............. 2,90 23.90 1,700 7,001 25.01 8,140
11,000 ............. 2,744 2C.94 4,070 $22,900 ..... .... 8,408 S&71 8,473
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It will be noted that the taxes paid by a single individual, United States citi-
zen or resident alien, and that paid by a nonresident alien individual on a
$22,900 income, are approximately equal, but when t e income exceeds that
figure, the tax paid by a United States citizen or resident alien is likely to
exceed the tax that would be paid by a nonresident alien on the same Income.
Hence, In order that such nonresident alien may not pay less tax than does a
United States citizen, or a resident alien, it is provided in the proposed
revenue act that a nonresident alien individual, with an Income in excess of
$22,900, shall file a return and pay either the same normal and graduated sur-
tax as does a United States citizen or 37 percent of his gross income, whichever
is greater.

The foregoing schedule clearly demonstrates that the proposed rate of 57
percent will act equitably only in respect of those comparatively few nonresident
aliens whose taxable gross income, from sources in the United States, exceeds
$22,900 per annum; whereas it will act most inequitably against those with an
income below that figure. As will be shown hereafter, Insofar as residents of
Holland are concerned, the vast majority of nonresident aliens derive Income
from sources in the United States far below the figure of $22,900. This great
discrimination against nonresident aliens is contrary to the tax policy of the
United States as applied to its own citizens and to resident aliens whose Income
fqlls In the lower brackets. The Secretary of the Treasury, in a statement
before the House Ways and Means Committee on March 3, 1942, Is reported to
have stated that:

"I come now to a third and most insistent need that should govern our war-
time fiscal program. That is the need of holding fast to the basic principle
of our tax system; namely, that taxes should be fair and nondiscriminatory and
imposed in accordance with ability to pay." [Italics mine.]

The Honorable Secretary of the Treasury correctly enunciated the tax policy
of the United States that it should be "fair and nondiscriminatory." It cannot
be assumed that the Secretary of the Treasury had in mind only citizens and
resident aliens as falling within the policy mentioned; rather is it reasonable
to assume that the "fair and nondiscriminatory" policy of our Government is
Intended to apply to nonresident alien taxpayers as well. It is neither fair
nor equitable to tax a nonresident alien $185 on a $500 Income from sources in
the United F',tes when no tax whatever is imposed on a citizen or resident
alien with the same income. Especially Is this inequitable when we consider
that the nonresident alien will have to pay an additional tax to his own
government on this same Income.

The next logical Inquiry is: What proportion of nonresident aliens, receiving
income from sources in the United States, are likely to be thus discriminated
against?

While we have no exact available data which would furnish the answer to
this question, we do have available some reliable Information in respect of
the number of Dutch people whose taxable income can be placed In the categories
listed above.

The following data Is taken from the 1940 publication of the Netherlands
Government Central Bureau for Statistics, showing in detail the taxable income,
from all sources, of Dutch taxpayers, reduced into dollars at the rate of 55
cents to a guilder. This compilation is for the fiscal year 1938-9, being the
latest available.

Income InoomeNumber before ex. Number before ex-
In0me group ofh t iofr oome group of ta e to

psya exmd~ren payers Wdren

6440otoS7o ............ 045,649 $S,4,4 $000to $1,500 ........ k S 9 $44, OO, 000
70 to 0I 100.. 2,26 IO, 000 616,300 to 8,oo0 ........ Z,921 7 90D, 000
1,100 to 1 6M_._... 183, W09 240, 50,000 $5,000 and upward..... 341 51,700,000
1,51 to 2,750 .......... 100,474 206, 800, 000.750 to 6,100 .......... 46,169 16,980, 000 Total .............1840 1,013,700,00
800 to 611 ,000 ......... 14,64 1 108, 900, 000
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As appears from the first three lines of the foregoing data, 1,196,543 out of
1,364,408 taxpayers in Holland, or approximately 88 percent, received income
from all sources, of not more than $1,650 in the fiscal year 1938-39. No doubt,
there is some income from sources in the United States comprised in a great many
of those comparatively small incomes, as American securities are widely dis-
tributed in the Netherlands among the small investors. But, obviously, such
incomes from American sources, if received by citizens of the United States or
resident aliens would either pay no tax at all or fall within the lowest brackets,
depending upon allowable exemptions and deductions, If any, yet, nonresident
aliens will be required, under the proposed revenue act, to pay 37 percent on even
the lowest amount of Income, in addition to the taxes they are required to pay in
Holland.

An additional 100,474 taxpayers, or 7.36 percent of the total taxpayers appear-
Ing In the fourth line of the above schedule, have a total income between $1,650
and $2,750. Again, on the part of that income, which he derives from his

American securities, the Netherlands recipient of such income will be required to
pay 37 percent on the full amount of his income as against approximately 15
percent that will be paid by a United States single individual, or a resident alien.
And the act provides no remedy for those cases-which are the rule, not the
exception-where nonresident aliens pay much more than citizens or resident
aliens, although the few nonresident aliens with larger incomes ($22,900 and
upward from sources in the United States) are placed approximately on the
same basis as citizens with corresponding taxable net incomes.

It is evident from the foregoing schedule that the more substantial amounts
of American securities are held by the greater capitalists in Holland. It would
be highly interesting if we could establish an approximate average of individual
holdings of United States securities in Holland. The publication of the United
States Department of Commerce, entitled "Foreign Long Term Investments in
the United States, 1937-39" gives us some valuable information. As of the middle
of 1937, we find:

"Dutch holdings of United States common and preferred stocks-$564,000,000,
with an income of $21,528,000.

"Dutth holdings of United States corporate bonds-$215,000,000 with an income
of $8,550,000."

The above listed total income of $30,078,000 was received by individuals, part.
nerships, and corporations in Holland. The table listed above, showing the
various income groups in Holland, gives only the incomes of individuals. Yet,
assuming that the above-mentioned $30,078,000 were all received by the 67,31
individual taxpayers listed below the fourth line in the aforesaid schedule, we
find an average of less than $450 from United States sources. If we apportioned
them exclusively to the income group above $11,000, we would have only 6,581
taxpayers and an average Income of about $4,570 from United States sources,
on which a single United States citizen or resident alien would pay approximately
18 percent as against the 37 percent proposed on nonresident aliens.

In 1938, the Amsterdam Stock Exchange requested all organized bankers and
brokers, approximately 1,800, in the Netherlands to list the number of individual
clients In each graduated group of income from American sources. Answers
were received from 674 bankers and brokers which disclosed the following
interesting, even if incomplete, picture:

Income in 1937 out of dividends of American shares and from interest of
American bonds: Number of clie

reeoddnte of the
Netherlaxs who
sIope4 income out

of American ecurl.
tis M7

Income group up to $1.000 ------------------------------- 59,143
Income group over $1,000 up to $1,50 ------------------------- 783
Income group over $1,500 up to $2,500------------------------- 481
Income group over $2,500 up to $3.500 --------------------------- 175
Income group over $3,500 up to $5,000 ------------------------------ 94
Income group over $5.000 up to $61W 0---------------------------8a
Income group over $6,500 up to $8.000 ----------------------------- 81
Income group over $8000 up to $10,000 ------------------------ 21
Income group over $10,000 up to $12,500 ------------------------ 8
Income group over $12,500 up to $15,000 ------------------------- 8
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Number of ci4enta
residents of the

Netherlands who
enjoyed income out
of American iouri-

ties in M7
Income group over $15,000 up to $17,500 --------------------------- 10
Income group over $17,500 up to $20,000 -------------------------- 7
Income group over $20.000 up to $25,000------------------------ 4
Income group over $25,000 up to $30,000 ------------------------ 3
Income group over $30.000 up to $35,000 .................................
Income group over $35,000 up to $40,000 ------------------------------
Income group over $40,000 up to $50,000 --------------- ---------- 3

The foregoing figures compare well with the figures listed from the Nether-
lands official sources previously mentioned. It is evident from this and the
previous schedule that there are only a comparatively few persons in Holland
whose income from American sources brings them into the category who will
be required to file returns under the new act because they receive more than
$22,900. Such persons can only be found among the 3,262 taxpayers with
income, from all sources, exceeding $16,500, shown on the previously mentioned
schedule. So that the 1,361,146 Dutch taxpayers shown on the said schedule
are penalized and discriminated against by requiring them to pay a much
greater tax than citizens and resident aliens are required to pay on the
corresponding Income; whereas the few with larger incomes, only 11 on the
Immediately preceding schedule, and therefore more able to pay, are not
dlcriminated against because they are required, if their income should exceed
$22,900, to pay the same rate as do United States citizens and resident aliens,
with only the limitation that they shall not pay less than 37 percent.

At the time that the 1941 revenue tax bill was in the process of enactment,
a statement was made to the effect that the proposed increase in the tax to
be paid by nonresident aliens was in the same proportion as the Increase to
be paid by citizens in this country. This statement was correct only to the
limited extent of the number of nonresident aliens whose income exceeded
$23,000. But as to more than 99 percent of the Dutch taxpayers, whose in-
come from all sources do not exceed $16,500, that statement was incorrect.
The increase from 10 to 16% percent and again to 271/2 percent and now to 37
percent simply magnified the great inequality that was initiated in the 1936
revenue act.

It may possibly be urged that the existing rate of 27 percent on non-
resident aliens and the proposed 37 percent is still less than is paid on divi-
dends and interest in England where the rate is 50 percent on nonresident
aliens. There Is, however, a great difference In the principle which makes
the British rate of 50 percent less obJectionable than even the existing 27%
percent rate in this country. Although in England, as in the United States,
there is some discrimination between residents and nonresidents owing to
lack of the right to certain exemptions and credits, there is no discrimination
as to the basic rates. An English single Individual, with an Income of £2,500
or $10,000 from all investments pays 49.18 percent, a married couple with
children pays 48A percent. and a nonresident alien pays 50 percent. This
shows but a negligible discrimination, whereas on a corresponding income here
a United States single individual or resident alien, as shown by the previous
schedule herein, will pay approximately 24 percent under the new tax law;
while a knarried couple with two dependents will pay approximately 19.4
percent, as against 37 percent that will be required to be paid by a non-
resident alien-a difference of approximately 50 and 90 percent, respectively.
This is the percentage of discrimination on incomes of $10,000, but for the
vast majority of smaller incomes, in which class the Dutch investors fall as
shown by the foregoing schedule, the discrimination is much greater.

THE INEVITA E ET Or THIS oRAT DISCRIMINATION ON FOWGIN CAPITAL IN INC
UNIT' STATES

The 50-perent British rate. and even the lower rates previously levied
have been oro,,'ltive for foreign investors in Great Britain. In the Nether-
lands, holt ings of British securities, except of tax free Government loans,
have disap. wared ever since the rate rose to 20 percent.
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When we regard the matter from this angle, the question of excessive, dis-
crininatory taxation of the foreign investor assumes an aspect of much more
general importance than the fate of the Dutch taxpayer. The question arises
whether it is indeed a good policy to drive out the foreign investor and to
close the United States to foreign capital, thus changing a policy that had
Its inception at the close of the Civil War.

The participation of foreign capital In American enterprises has been traditional
in the economic history of the United States. The era of railroad construction,
following the Civil War, and the subsequent industrial development attracted a
steadily increasing number of European investors. Although the relative impor-
tance of capital involved has receded in proportion to the increase of this Nation's
wealth, it can be said that this foreign capital and the International contacts which
it brought as a corollary have been appreciated and deemed of mutual benefit.
Up to the present time, American business has attached value to foreign participa-
tion in their issues of new securities, knowing that the European Investor is
conservative and, as a rule, buys for permanent investment.

For a better understanding, It is useful to give some data from the publication
of the United States Department of Commerce, "Foreign Long-Term Investments
In the United States 1937-39".

In the middle of 1937, the total of foreign long-term investments in the United
States was calculated at $6,907,000,000; that amount was divided as follows-
Direct investments ------------------------------------------ $1, 883, 000,000
Common and preferred shares -------------------------------- 3, 808,000, C00
Corporate bonds ------------------------------------------- 565,000,000
Miscellaneous --------------------------------------------- 651, 000, 000

Total ------------------------------------------------- 6, 907, 000, 00
The principal participants in that total were:

Income Income
Investment received Investment received

in 1937 in 1937

United Kingdom... $2,743,000,000 $120,782,000 Belgium ........... $142,000,000 $6,260,000
Tbe Netherlands... 970,000,00 42,893,000 Sweden ............ 51,000,000 0,019,000
Switzerland ........ 763,00,000 36,226,000 Denmark ........... 17, 000,000 548,000
France ............. 408,000,000 16, 429, 000 Norway ............ 10, 00,000 339,000
Germany ........... 124,000,000 4,547,000

The investments in this country by citizens of the United Kingdom to the
extent of $2,743,000,000 (to which have to be added very substantial dollar bal-
ances) have served in a manner that gives a striking example of the fact that
such foreign investments can be of very great mutual benefit, especially in time of
war. The proceeds of the gradual liquidation of those interests, since the com-
mencement of the present war, have been applied to the payment of British pur-
chases in this country. If It had not been for these holdings, lease-lend assistance
necessarily would have been correspondingly higher, as out of them Great Britain
was enabled to finance its first purchases, after the outbreak of the war, at a time
when lease-lend had not been authorized.

A glance at the list shows that the rest of the foreign investments are chiefly
owned by countries which, being occupied by the enemy, are solidly blocked. It
is and has been impossible for the owners of those securities to take action with
regard to tax measures imposed upon them since the outbreak of the war.

It is likely that after the war, if no remedy from the excessive taxation is pro-
vided, the foreign holders, if unblocked, will sell out, or, if their governments
need foreign exchange, the securities will be sold by those governments. So the
advantage to be reaped by the discriminatory taxes by the Government of the
United States is bound to be of a very short duration, but the fact will remain,
that, in time of war, those foreign investors have not received equitable treatment
under conditions already so trying for them.

In this connection allow me to mention that Holland, itself a creditor nation
for centuries, has nevertheless always welcomed foreign capital and treated for-
eign investors most liberally. Up to the time of the invasion (May 1940) only 2
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percent tax was charged to foreign owners on incomes from coupons and dividends
of Netherland securities; while for the Netherlander the same revenue forms
part of his heavily taxed income.

To a large extent, the compiled data and other factual information herein con-
tained were furnished by Mr. Albert Andriesse, a citizen of the Netherlands but
presently residing in New York City, having arrived in the United States in June
1941. Mr. Andriesse was formerly a partner in the banking house of Pierson &
Co., in Amsterdam, Holland, and is now associated, in an advisory capacity, with
the investment banking firm of Hallgarten & Co. in New York City. Because of
his long experence and wide knowledge of international investments and other
financial transactions, and because of his particular knowledge of international
taxation, Mr. Andriesse was of great help in the preparation of this statement.
Acknowledgment is also made to Mr. Adolphe Boissevain, formerly a citizen of
the Netherlands but now a citizen of the United States, for his helpful suggestions
in the preparation of this statement.

CONCLUSION

(1) Both from the point of view of the United States Government and the
nonresident alien, a fiat rate of tax to be withheld at the source is preferable
to a normal tax and graduated rate of surtax.

(2) It is not possible to administer such a fiat rate of tax with complete
equality of taxes as between United States citizens and nonresident aliens; hence,
an arbitrary line must be drawn at soma amount of income and some rate of tax.

(3) The proposed line of demarcation at $22,900, ond the corresponding
demarcation in the previous acts, operates with great inequality to the vast
majority of nonresident aliens because they pay a much higher tax on a corre-
sponding income than do United States citizens and resident aliens. The few
nonreside~nt aliens with income above $22,900, are tiot discriminated against
although they could, no doubt, bear the payment of discriminatory taxes better
than those in the lower income group.

(4) In view of the fact that an arbitrary line must be drawn, it is suggested
that a fiat rate of 15 percent be fixed and withheld from all income of nonresident
aliens, and the demarcation be drawn at say, just below $3,000, on which a
citizen, single individual, pays approximately 15-percent tax. While this would
still be discriminatory against the vast majority of nonresident aliens, having
income less than $3,000 from the United Status, the discrimination would not
be so great as to constitute an unbearable bur.ien upon the nonresident alien.

(5) An alternative proposal is submitted tj your committee, which is to the
Effect that If the proposed rate of 37 percent is to be enacted, a provision should
be inserted in the income tax act which would make possible a refund to those
nonresident aliens who could prove to the satisfaction of the Treasury Depart-
ment that too much tax had been withheld, taking the same rates of taxation as
those applicable to taxpayers in the UnIted States, but, as at present, without
allowing the nonresident any exemptlova or deduction. This system woudd re-
quire much clerical work for the Treasiry Department, and this fact would offer
a legitimate basis for fixing a minimum rate of say 10 percent, below which no
refund would be granted. By this riethod our Government would still receive
tax from nonresident aliens in a m,,ch larger proportion than is received from
citizens on a corresponding income

JoHN C. BAasn.

The Cliuinmw. Mr. Royc..

STATEMENT OF ALEXANDER BURGESS ROYCE, NEW YORK, N. Y.,

REPRESENTING PATINO MINES & ENTERPRISES

Mr. RoycE. Mr. Chairman, my name is Alexander B. Royce. I am
an attorney, practicing in New York City. I am appearing on behalf
of the Patino Mines & Enterprises Consolidated, of which I am the
general counsel and vice president.

I ask leave to submit for the record a memorandum relating to
section 131 of the Internal Revenue Code, and my brief remarks will
be supplemental only to that memorandum.
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Last week Mr. Mitchell B. Carroll appeared before the committee
to suggest a broadening of the credit section 131 so as to permit a credit
against the United States taxes of those taxes paid in foreign coun-
tries which perhaps were not exactly within our definition and con-
ception of income tax. He pointed out, for example, that other coun-
tries, such as Guatemala and Cuba, have adopted an empirical method
of tax having somewhat the same result as income tax, but up to
now they have not had a credit against their taxes here. He sug-
gested the exact language for an amendment of section 131 which
would permit the credit, where a foreign tax had been imposed in lieu
of an income tax. He did not have before him the present situation
in regard to Bolivia, and that is the purpose of my appearance here.

The principal outputs of Bolivia are today strategic metals, tin,
tungsten and antimony. The revenues of the Bolivian Treasury are
mostly ieendent upon the taxes that can be imposed upon these
mining industries.

Most of the companies conducting mining operations in Bolivia are
organized in countries other than the United States, particularly Chile,
some are, I believe, English companies and, so far as I know, the com-
pany I represent is, by all odds, the most important United States
company operating in Bolivia. We operate mines in Bolivia and
do no other business. Our purchases, incidentally, of equipment here
in the United States exceed $1,000,000 a year, but so far as conducting
business is concerned, it is all conducted in Bolivia, where we oper-
ate the largest tin mine in operation today in the world. We produce
one-third of the tin -production of Bolivia. Our tin is shipped to
England to be smelted there, and reaches the Allied war effort through
England rather than through the United States. Many of the other
companies producing tin have recently made arrangements with our
Metals Reserve for the building of a smelter in Texas, to which their
tin is shipped, smelted, and becomes part of the war effort through the
United States.

Senator CLMK. It has heretofore practically all been shij.j-d to
England?

Mr. Royci. That is correct. But our tin is not now shipped to the
United States because, as our Government knows and heartily sub-
scribes to, we are under a long-term contract with the British Govern-
knent to continue to ship there and smelt there, so long as war condi-
tions do not hamper it. If ever they do hamper, then the provision is
that this tin would immediately come to the United States, to be
smelted here and come into the war effort through the United States,
and we would be prepared to build a tin smelter, if the one in Texas is
not sufficient for that purpose. But at the moment our tin is all
shipped to England, and the shipment is paid for, of course, in pounds
sterling.

Senator Rtacnm. Are you getting adequate transportation
facilities?

Mr. Royex. I would like to knock on wood, but up to now we have
not lost a ship. Under the urgency of the situation, with the hearty
approval and request of our Government agencies, we are doing every-
thing we can to increase our output.

Only yesterday I talked again with Mr. Henderson, the head of the
Metals Division of our War Production Board, who is entirely
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familiar with it, and he authorized me to say that while he did not
venture to comment in any way upon the technical phase of tax mat-
ters, they were very sympathetic to anything that could be done to
encourage us or other United States capital in Bolivia, to increase the
tin output.

Now I come to the point that has hampered and handicapped the
United States companies, and no other companies that are operat-
ing in Bolivia, which makes it necessary for me to ask a further change
in section 131, the change which appears in my memorandum, in
addition to that suggested by Mr. Carroll. Bolivia has had, for 20
years, an income-tax law, an income tax on mining profits, net mining
profits, which has been recognized here as a credit. It was found in
1939 in Bolivia that they had not realized the full amount of revenue
from that income tax, to which they were probably entitled, by reason
of the inability to adequately administer the law, to determine the
net incomes, and to collect the tax.

Also the condition of the Bolivian Treasury was and is such that
they feel they must take their tax as the products are produced and
revenue received by the mining company, instead of waiting until the
end of the year and the filing of returns. So Bolivia passed a law or
decree, which appears in my memorandum, in 1939, which added two
taxes to that income tax. One was a tax on gross profits and the other
was called an additional tax, as part of the same law.

The gross-profits tax is based on 30 percent of what the miner
receives on the sale of his ores. That is rather the starting point for
the tax. Somebody attempted, like Mr. Carroll referred to in the
short-cut adopted by Cuba and other countries, to get at something
that they could work from. They adopted a base of 30 percent of
revenue. The scale of tax appears in my memorandum.

I may say as to that tax we now receive a credit in the United States
from a very happy coincidence as appears in the memorandum. The
Bolivian authorities being aware of the situation in respect to the few
United States companies involved said that so long as the Treasury
received just as much, any company subject to double taxation in other
countries might pay under the old income-tax law instead of the gross
profits-tax law. So that it works out as to that all right. But the
additional tax appearing in the same decree is four times as great in
our case as the tax for which we have a tax credit at present, and it is
that portion of the 1939 tax which makes necessary either an expansion
of section 131 as proposed, or some other change in our existing
law.

I might say that this matter has been brought to the attention of the
Treasury, which is giving it sympathetic consideration, but I felt I
should appear now in view of your consideration of the possible change
in section 131 which would not meet our point if it says only that a tax
in lieu of an income tax may be allowed as a credit.

Now, frankly, when you study this additional tax you see that it
looks a good deal like a sales tax, and it is perhaps a somewhat new
conception to give us a credit on a United States income tax for some-
thing in the nature of a sales tax, but I submit it is not quite that.
There is no opportunity for these tin producers to pass on a sales tax
to the consumer, because our proceeds are solely the Government price
that is received.
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In the case of some of the miners it is the price that is paid by the
Metals Reserve Company, in our case the price that' is paid by the
British, which, under agreement, has to be the same as that paid by the
United States. The net result, of course, is that in the case of the
United States company it suffers in its competition as to what it will
receive net. Its expenses otherwise are the same. It suffers in its comi-
petition with Chilean, English, and other companies who do not have
the same tax situation. The decree speaks of the tax as being one
upon gross receipts, but the Spanish words for "gross receipts' can
equally well be translated into gross profits, and it is often translated
that way. But there is no mistaking the fact that that additional tax
follows an earlier effort to bolster the Bolivian exchange by requiring
a delivery of foreign currency received to the Bolivian Government
at an artificial Government rate instead of at the existing bank rate,
which meant the miner got just about half value for what he turned
in. That was changed, and the tax we are now referring to was
worked out by the Government at the percentage rate that would
create the same income to the Government though still recognizing
the existing bank rate instead of the artificial Government rate as
the price to be paid for the currency delivered.

Senator TA n. Do you have to pay it in English exchange
Mr. RoYcE. No; we do not pay it in English exchange. We turn

back to the Treasury a portion of the English exchange that we receive.
Out of that is taken a percentage tax which is charged against us in
Bolivian exchange, and we are returned the rest in Bolivian exchange.

Relief to be given companies operating in mining, and they are the
bulk of the companies in Bolivia, would have no damaging effect on
any United States business. To date there have ever been found
any appreciable deposits of tin in the United States. The other min-
ing in Bolivia that might be affected is tungsten and antimony. All
three are vitally needed.

As suggested in the memorandum, the scope of enlargement of sec-
tion 131, such as we urge, might well be limited to strategic metals
in the manner in which another section of our law lists what the
strategic metals are. I am referring only to strategic metals.
Neither we nor any other company that I know of operating Bolivian
mines in Bolivia, sell any service, product, or anything else in the
United States in competition with any United States concerns.

We believe that this would have the support of anyone related to
the Government. We believe that there is an advantage in having the
biggest tin producer in the world continue to be a United States com-
pany.

It was, in a way, aA accident that our company started out with a
Delaware charter. There was a large public offering of shares in
the company made in the twenties, and the bankers suggested that
it be a Delaware company. It has never done any business in the
United States. It has paid its United States tax bills, returning over
10 percent of net income, with no businses done in the United States
up until now.

We consider this unfair and the new rates simply become confisca-
tory. It destroys our competitive position in Bolivia and hampers
increases in production there and it may force the giving up of a
United States charter. In relation to South American countries, with

76093--42-voL 1-77
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changes in governments, we think the past has shown, and the future
will continue to'show, that where a United States company is operat-
ing there, obeying its laws, performing a service, it is going to be
respected possibly a little bit more than companies coming from other
countries.

A suggestion might be made that the relief for United States com-
panies might come in a change in the Bolivian tax law. We were given
relief to some extent in the provision of the decree that I earlier re-
ferred to, which is in the memorandum, but I must say that seems to
me hardly appropriate. We have not ourselves yet approached the
Bolivian Government on the subject, because this situation arises
solely on account of our United States laws and not the Bolivian law.

Bolivia taxes all enterprises conducted in Bolivia. It requires that
all foreign companies coming to Bolivia shall be, as they call it, do-
mesticated nationals, so as to be treated, for tax purposes, just as well
or just as badly, as the local company. The United States, as far as
I know, is the only country that imposes a tax of any substantial
amount that has to be added to the Bolivian tax in order to deter-
mine the cost of operations of a mining company producing tin in
Bolivia.

Senator TAFT. How much difference in money does it make to youI
Of course you can deduct the taxes as an expense, you can deduct, the
expenses as a credit on the taxes. The higher the rate comes the lessthey pay.

Mr. RoYc&. As applied to last year, the difference between a credit
and a deduction would certainly have been in excess of half a million
United States dollars in our company alone.

The CHAMMAN. Mr. Royce, we thank you for your appearance, if
there are no further questions.

Mr. RoycE. Thank you very much
(The memorandum submitted by M.- - ce is as follows:)

MEMORANDUM OF ALIANDEn B. Royc Nxw Yom, N. Y., CE PM ID IT AND

GzNERAL COUNSEL Or PATXNO BMU & ENT iS8 CONsO Ii'Q

Relating to proposed amendment to sgtion 131 L 2. C.

The company which I represent is a Delaware corporation operating tin mines
in Bolivia, where It produces about one-third of that country's entire output of
tin ores. Under long-term agreement with the British Government, Its tin ores
are shipped to England for smelting and become an Important part of the Allied
war effort. Patino Mines & Enterprises Consolidated, Inc., purchases in the
United States substantial amounts of equipment for use in its mines in Bolivia.
These purchases made in the United States in 1940, amounted to $824,548, in
1941 to $1,354,298, and in the first 7 months of 1942 to $609,531. It does not
compete with any domestic company operating in the united States.

On July 28, 1942, Mitchell B. Carroll, Esq., representing the National Foreign
Trade Council, Inc., appeared before this committee and proposed, among other
things, an amendment of a portion of section 131 of the Internal Revenue Code.
In his statements and memorandum to the committee (p. 208 ff. of reported
hearings), Mr. Carroll urged his amendment in order to clarify the right to
receive credit on United States income tax in the cases of taxes imposed by
Latin-American countries on gross Income, and he further stated "the allowance
of the credit is equally justified where the tax on net income is replaced by a
tax Imposed on an empirical basis in the case of foreign entrprises which produce
or process goods in the country and sell them abroad" (p. 216 of report of
hearings).

This statement of the purpose of allowing a credit for taxes so imposed on pro-
duction and sale outside the United States should lead to the Inclusion in his
proposed amendment of language that would clearly give the credit In the case
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of domestic companies conducting mining enterprises In Bolivia. However, this
is not the case because of the nature of the Bolvian tax system, which was not
presented to the committee by Mr. Carroll.

It is the purpose of this memorandum to acquaint this committee with the
Bolivian tax methods and to urge a revision of Mr. Carroll's proposed amendment,
so as to give to enterprises conducted in Bolivia the benefit which he points out
should be granted to enterprises conducted in other Latin-American countries.

Since 1923, Bolivia has had a tax on the net profits of mining companies. This
tax has been recognized as an income tax which may be taken as a credit against
United States Income tax (Internal Revenue Bulletin 111-2, p. 250).

During the troublesome years which followed 1923, Bolivia, to meet its financial
requirements and to support its currency, passed a variety of additional tax
laws. Mining, and particularly tin mining, is the principal industry in Bolivia
and the principal source of revenue to its treasury. In the year 1939, a Supreme
Decree was enacted, under date of June 7, which increased the taxability of
mining enterprises and regulated the conduct of the mining business.

By the 1939 decree a tax on profits calculated on gross receipts of the mines
was established (art. 16) and an "additional tax" was imposed (art. 14). Under
earlier decrees the mining companies were required to deliver to the Bolivian
Treasury 42 percent of the foreign currencies received on the shipment of ores,
to be exchanged into Bolivian currency at the Government rate of Bs. 82 to the
pound sterling in contrast with a bank rate of Bs. 140 to the pound. This 1939
decree provided that the mining companies shall receive Bolivian exchange at the
more favorable bank rate, but at the same time taxed them in the amount of
41.43 percent of the exchange delivered. The relevant portions of this decree,
as translated in Bolivian periodicals at the time, are as follows:
"* * * Whereas the system at present in practice for the delivery of the

exporters' drafts on foreign countries has yielded results which are not in
accord with the requirements of the nation, as they show a minimum percentage
in favor of the country while private profit increases to a disproportionate extent
and Is sent abroad;

"Whereas It is necessary to modify the law on mining profits by establishing
a simple procedure to prevent falsification of accounts for the purpose of evading
the payment of taxes;

* * 4*

"ART. 14. For the profit received by the state for difference of exchange,
there Is substituted an additional tax on the export of minerals, payable in
national money, which will be calculated on the part of the foreign exchange
delivered which Is specified below, and the proceeds will be converted Into national
money at the banking rate of exchange. This additional tax will be equal to
41.43 percent of the percentages of delivery of foreign exchange which were
effected at the rate of Bs. 82 per pound sterling, In accordance with the supreme
decrees of June 8, 1937, of October 4 and $1, 1938, and December 23, 1938.

"Akr. 15. The payment of this additional tax on exports is independent of the
taxes which are at present imposed on exports, such as: Customs dues, statistics
dues, additional dues, surplus and extra surplus dues, which will continue to
be paid in the form established.

"ArT. 16. The mining companies and enterprises, regardless of the form in
which they are constituted, will pay a tax on profits, calculated on 30 percent
of the gross receipts for the large-scale mines and 20 percent for the medium-
and small-scale mines, In accordance with the following scale:

Perent~
Up to Bs. 500,000 ----------------------------------------------------- 8
From Bs. 500,001 to Bs. 1,000,000 ------------------------------------ 8.5
From Bs. 1,000,001 to Bs. 2,000,000 -------------------------------------- 9
From Be. 2,000,001 to Bs. 3,000,000 -------------------------------------- 9.5
From Be. 3,000,001 to Be. 4,000,000 ---------------.....------------------ 10
From Be. 4,000,001 to Bs. 5,000,000 -------------------------------------- 10.5
From Bi. 5,000,001 to Be. 6,000.000 -------------------.......--------- 11
From Bs. 6,000,001 to Be. 7,000,000 -------------------------------------- 11.5
From Be. 7,000,001 and over -------------------------------------------- 12

"Aw. 17. By gross receipts are understood the amounts obtained by the mining
companies from the sale of their products, calculated at the banking rate of
exchange, from Investments, interest, company stores, and any other Income
arising from subsidiary industries."

(Subsequent changes were made in the rates, under articles 14 and 16.)
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On June 14, 1941, the Bolivian Government decreed as follows:
"The large mining companies subject to double taxation abroad on profits,

deductible from the ones 6aid in this country, shall pay the tax according to
November 80, 1923, law and its regulations, if by it results a higher income from
the Treasury than if the June 7, 1939, decree on gross income were applied."

In the case of the company I represent, the result of this June 14, 1941, decree
is that it pays as an income tax, with credit in the United States, a part but not
all of the amount of the taxes (tax on gross income and additional tax) imposed
by the June 7, 1939, decree. It would seem clearly equitable that credit for the
full amount should be availabe without the distinction as to type of tax which
is required by the retention in section 131 of the limited United States conception
of income tax.

But a change in section 131 which will add the credit only in the case of
taxes imposed "in lieu (f' income tax, might actually take away, rather than
enlarge, the credit allowance now available to domestic companies mining in
Bolivia. Therefore, to meet this Bolivian situation, it is imperative that the
language of Mr. Carroll's proposed amendment be revised. The following
changed language is suggested:

"SEc. 131 ( ). For the purposes of this section the term 'income, war-profits,
and excess-profits taxes' shall include taxes imposed upon or measured by gross
income, or upon the export of minerals and the proceeds thereof, which are im-
posed in addition to or In substitution for a tax on net income allowable as a
credit under this section, provided the taxpayer proves to the satisfaction of the
Commissioner the amount of net income allocable to sources within the foreign
country in accordance with the requirements of subsections (b) and (e) of this
section."

The Bolivian tax payments for which a credit will be permitted under my
proposal are made out of the proceeds of mining strategic metals (particularly
tin ores) which are not produced in the United States, and are urgently needed
by the United States and its Allies. The scope of this change might appropri-
ately be limited, If so desired, to "strategic metals" as presently listed in section
731 of the Internal Revenue Code. It is such strategic metals which are pro-
duced in Bolivia and shipped out of that country.

It is important to realize that the change I propose should encourage the
further development of Bolivia's output of strategic metals. Bolivia has broken
its relations with the Axis Powers and, therefore, its output is exclusively avail-
able to the Allies.

As applied to the company I represent, the relief requested appears clearly to
be merited and could be granted without damage to any United States interests.
Patino Mines & Enterprises Consolidated, Inc., does not mine, produce, market,
or furnish any product or service in competition with any companies or interests
operating in the United States. No tin ore deposits of importance have yet been
discovered in the United States. It seems to us to be in the national interest
that this biggest tin producer in the world should continue to be a United
States company, even though its operations of necessity are located outside the
United States, and that it should be encouraged to continue as a United States
corporation and to expand its production.

Respectfully submitted.
AlXANDmR B. Royc.

Dated: Nzw Yoax,
Auguat 5, 1942.

The CHAIRMAN. Mr. Rothschild.

STATEMENT OF MEYER D. ROTHSCHILD, NEW YORM, N. Y.

The CHailMAN. Go ahead with your statement, Mr. Rothschild.
Mr. RomirscH=rw. My name is Meyer D. Rothschild; address, 6 West

Forty-eighth Street, New York City.
I retired from business 20 years ago, and am appearing on my own

behalf to explain a form of sales tax which, I feelT convinced, would
produce a large amount of money at a tax rate not exceeding 1 percent.

To conserve your valuable time, I shall be brief, relying partly on
the statement I made to the House Ways and Means Committee on
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April 8, reported on page 2225, volume 3, of the Revenue Revision of
1942 hearings before that committee. In order to make my plan clear
it is necessary that you should have a copy of the statement made
before the Committee on Ways and Means. I request permission
to have that statement printed in the record in connection with the
statement I am making now. ,

Should a sales tax be seriously under consideration as part of the
1942 Revenue Act, I respectfully submit that the only kind of a sales
tax which can produce substantal revenue at a very low rate, namely,
1 percent, is the gross sales, or turn-over, tax which had Nation-wide
consideration 20 years ago, and which was then approved by business-
men in every part of the country.

The details of that approval will be found in a study I made in 1935
comparing the then proposed manufacturers' tax of 1932 of 2 per-
cent with the gross turn-over tax of one-half of 1 percent. This study,
consisting of 95 typewritten pages, was undertaken at the suggestion
of the late Mark Graves, president of the New York State Tax Com-
mission a copy of which will, with your permission, be filed with the
clerk of this committee for the convenience of those committee -mem-
bers who may be interested.

May I file that ?
The CHAIRMAN. Yes.
Mr. Romscna. I should also like to file a tax primer containing

107 questions and answers on the turn-over tax which was published
in 1920 by the Business Men's National Tax Committee.

The CHAIRMAN. Yes, sir.
Mr. RoTHscmw. I will do that.
The gross sales, or turn-over, tax covers not only a tax on goods,

wares, and commodities, but on all business and service transactions
as well. Notwithstanding the general belief to the contrary, the turn-
over tax can be administered with a much smaller force of field agents
than the manufacturers' or the retail-sales tax. A manufacturers tax
is payable on sales by a manufacturer, producer, or importer, but it
has not been possible in many cases in the past to determine when a
taxpayer is a manufacturer in the usual understanding of that term.
In tact, where it has been supposed there were only scores or hundreds
of manufacturers in an industry there have been hundreds or thou-
sands of "producers" subject to the manufacturers' tax. The Internal
Revenue Department has always considered the word "producer"
synonymous with "manufacturer," and has gone as far as to decide
that the placing of two articles together, which did not involve any
work in excess of simply joining them by hooking one on another or
placing one within the other, to-be an act of manufacturing.

An effort was made by the advisors to the Committee on Ways
and" Means and the Treasury to so frame the 1932 manufacturers'
tax that it would be workable, but the result of their efforts was a
bill which was in every way impossible of fair administration from
a business point of view.

The turn-over tax would not necessitate ending the services of
an additional number of revenue men to check this tax for the follow-
li reasons*

. There is no way to avoid the tax because every sale or transac-
tion is subject to the tax without exception, and the only deduction
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the taxpayer is entitled to make is tax paid on a previous transaction
which did not materialize.

B. Tax evasion is only possible if the taxpayer deliberately falsi-
fied his books which nobody would do to evade a 1 percent tax which
could be passed on to the purchaser.

C. In short in the vast majority ofcases a glance at the taxpayer's
sales book shows his tax liability. No question can be raised by the
taxpayer or the revenue agent as to whether a sale is taxable or not,
as all sales are taxable without exception.

Compare this condition with the numerous questions which arise
under retail-sales taxes, the principal one being, "when is a par-
ticular sale a 'retail' sale?" In considering any sales tax the cer-
tainty of classification and ease of administration are paramount,
And in those particulars the turn-over tax stands out as the only sales
tax which is both avoidance and evasion proof. Any doubt on this
important point can be solved by reference to the Sales Tax Division
of the Revenue Department.

Under the acts of 1918 and 1921 the goods of a certain industry
were taxed at 5 percent on sales for consumption or use. In the course
of time complaints were made that some of those goods were sold by
other industries without the payment of any sales tax. This went
on for some years until finally representatives of the taxed industry
arranged with the Sales Tax Division of the Revenue Department to
assist in making an investigation. Competent men canvassed dealers
who were selling the taxed goods in some 20 cities in different parts
of the country having from 2,000 to 500,000 inhabitants.

This investigation consisted of reporting by name and address
dealers who were then selling some of the goods covered by the Rev-
enue Acts of 1918 and 1921, which were identical with the gods under
consideration. The result of the 1,500 cases reported from about 20
cities from different parts of the country were astounding.

The deputy tax commissioner in charge of sales reported that over
50 percent of all the names submitted had never made a sales-tax re-
port in 5 years. When the industry offered to continue the investiga-
tion the deputy stated that he was convinced that those sample reports
represented the condition throughout the country. The loss to the
Treasury was substantial as was the injury to honest dealers who suf-
fered from unfair competition. This could not have happened under
a turn-over tax, as the entire sales of every dealer would be taxable.

Corporations which do not show net income are not obliged under
our profit system to pay taxes, yet they enjoy all the benefits which
the corporations showing net income do. Reference is made to this
condition in my statement to the Committee on Ways and Means for
the period of 10 years from 1920 to 1929. The period from 1931 to
1940 shows that at 1 percent $8 700,000,000 could have been collected
from corporations which showed no net income and therefore paid no
taxes.

The 1937 gross income of all corporations showing net income was
$109,000,000,000, and those showing no net income, $33,000,000,000 or
a total of $142,000,000,000. A turn-over tax of 1 percent would yield
$1,420,000,000, which could be passed along by the seller in whole or in
part as he saw fit
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The corporations showing no net income and now paying no taxes
could not complain of a tax which, if and when it was desirable, they
could pass along to their customers as tax.

Much attention has been given in the past to the supposed heavy
burden which a sales tax would place on taxpayers who lacked ability
to pay. This might be true in the case of a 5- or 10-percent retail sales
tax, but can hardly be maintained in the case of a 1-percent turn-over
tax.

While 1 percent would be the amount the purchaser would pay on
all purchases, the tax content of a purchase of goods, wares, and com-
modifies would, on account of the pyramiding from raw material to
finished product (if all the taxes were passed along) , amount to about
3 percent in the final price. All other turn-over taxes such as rent and
services do not pyramid, so it might fairly be said that in spite of the
pyramiding-all of which inures to the Treasury-the taxpayer would
rarely have more than 2 percent as the tax content of his purchase or
payments by reason of the 1 percent gross turn-over tax.

In opposing a sales tax political stress is generally laid upon the
unfairness of imposing a tax which would bear unfairly on the very
poor because the tax would be on bread, milk, meat, all other articles
of food, clothing, and so forth. This objectionable feature is greatly
reduced under the 1-percent gross sales or turn-over tax through fol-
lowing the example of the city of New York in the successful admin-
istration of its emergency tax originally 2 percent and now reduced to
1 percent. There is no tax whatever on the first 24 cents of any one
sale, but from 25 cents to $1.39 the tax is 1 cent; $1.40 to $2.39 the tax
is 2 cents; $2.40 to $3.39, the tax is 3 cents; $3.40 to $4.39, the tax is 4
cents, and on each additional dollar or fraction thereof, 1 cent plus the
above rate.

This schedule makes it possible for a thrifty housewife to buy most
articles of food for 24 cents or less and many other articles without
the payment of any tax, while the seller pays the full amount of the
tax to the Government, as his tax liability is based not on individual
sales but on his gross sales for the month or any other period
provided by the law.

This practically relieves low-income taxpayers from the turn-over
tax on most of the purchases of food and many other articles, while
1 percent on the balance of the expenditure of every kind comes to
less than $10 annually where the tax is on every outlay other than
food on an income of approximately $1,2 0.

To quote Dr. Thomas S. Adams, tax adviser to the Treasury De-
partment, in an article published in the New York Evening Post, he
said of the general turn-over tax:

The most inclusive-the general turn-over tax-has, I believe, no chance of
adoption. Its yield at 1 percent would be enormous, If not the $5,000,000,000
which have been claimed for it, certainly $2,000,000,000 a year at 1 percent

This estimate by Dr. Adams was made in 1920 on the then turn-
over of the country. How much would today's turn-over produce ?

The turn-over tax is not a new idea but one that has been studied
and understood by the businessmen of the country, and on the refer-
endum No. 36 of the Chamber of Commerce of the United States 2M5
chambers of commerce and boards of trade voted for such a tax.
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Nothing then stood in the way of its adoption but the political
slogan that the tax was unfair although some politicians admitted that
the turn-over tax being a lieu tax would be the lesser burden.

If this turn-over tax should form part of the 1942 tax bill it might
even be possible to give the small taxpayer some relief, which would
still further reduce bis additional payment of the 1 percent war tax
and leave him more money for the purchase of War bonds and stamps.

The CHAmMAN. Thank you very much.
Mr. Friedman.

STATFENT OF ELISHA N. FRIEDMAN, NEW YORK, N. Y.

TH CAPITAL-GAINS TAX

Mr. FIEDMnN. My name is Elisha M. Friedman, of New York. I
am a consulting economist and appear now in the public interest, on
the taxation of-risk taking, the so-called capital-gams tax, as I have
previously appeared before the Senate Finance Cormnittee on H. R.
9682 in March 1938 and on H. R. 5417 in August 1941, and before
the House Ways and Means Committee on proposals for II. R. 7378, in
March 1942.

The briefs before the House committee contain the most extensive
array of Government statistics ever assembled on the question of the
risk tax or so-called capital-gains tax. The facts are all there. I
shall not take your time to repeat this mass of data, but give you
now a verbal summary. In addition, if you will permit me, I shall
file a brief embodying the important features of the data submitted
to the House committee, modified in the light of the terms of the
House bill.

The House bill, H. R. 7878, provides:
(1) A single holding period of 15 months, in lieu of the two hold-

ing periods of 18 months and 24 months of the present law thus
distinguishing between so-called long-term capital gains and losses.

(2) Short-term gains are subject to the regular income tax.
38) As for long-term gains, one-half is regarded as net income, and

is subject to the regular income tax; but a maximum rate is set of
25 percent on net gains in place of the 15 percent and 20 percent now
in effect.

(4) Losses, either short-term or long-term, may be offset against
gains, either long-term or short-term, thus abolishing the meaning
of the holding period.

(5) Losses, long-term or short-term, may not be deducted from
regular income, except up to $1,000.

(6) Losses may be carried forward for 5 years and applied against
gains subsequently realized. Such carried-forward losses may also
be deducted from income up to a limit of $1,000 in each year.

The terms of this bill will make it fail as a revenue producer.

PROVISIONS PROPOSED

May I respectfully urge that the provisions of the bill sponsored by
the late Representative Patrick J. Boland be adopted by the Senate
Finance Committee as a sound tax on capital gains and losses? I think
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the title of this tax ought to be changed from a "capital-gains tax" to
a "capital-risk tax," for that is precisely what the tax is. It is a tax
on risks.

The provisions which I respectfully submit for your consideration
are:

(a) Eliminate the holding period.
(b) Segregate capital gains and losses from regular income.
o) Restrict deductions of losses to segregated gains.
(d) Set a 10-percent rate to produce increased revenue.
(e) Carry losses forward 3 years.
Revenue produed.-If the holding period is eliminated there would

be no distinction between long-term gains and short-term gains. The
low rate would be a straight tax. All the short-term fluctuations
would thus become sources of revenue for the Treasury.

There are abundant Treasury data to support the conclusion that
such tax would produce $200,000,000 to $600,000,000 revenue in a year.
The present capital tax produced only $12,000,000 of revenue in 1940,
during which year the value of New'York Stock Exchange securities
fluctuated 10.3 billion dollars net and 48.4 billion dollars gross. The
cost of collecting it probably exceeded $12,000,000. The tax produced
0.1 percent of the net fluctuation and 0.02 percent of the gross fluctua-
tion. The Federal stock transfer tax is about 0.33 percent of the
market value.

No tax on capital rk abroad.-There is no tax on capital gains in
Great Britain and Canada. Great Britain has had. an income tax
since 1842. A Royal Commission studied the capital-gains tax and
Parliament rejected the capital-gains tax as a revenue source.

There was no capital-gains tax in France, Holland, Belgium, Den-
mark, and Norway until the Nazis invaded these countries. But
even the capital-gains tax introduced there afterward is mild com-
pared to the Treasury proposals. The tax originally introduced
in France by the Vichy Government in March 1941 was 33 percent,
regardless of the holding period. The experience was disastrous.
Securities prices sky-rocketed. Government by decree moves rapidly.
Successive and frequent modifications limited the holding period to
12 months and then reduced it to 3 months, and the rate from 33 to
20 percent and then to 10 percent. The French capital-gains tax
since February 1942, is 10 percent on securities sold within 3 months.
There is no tax thereafter. Real estate, farms, and all other assets
except securities are exempt.

The House bill, H. R. 7378, embodies substantially the Treasury
suggestions. However, the Treasury submitted no estimate of in-
creased yield, or even of any yield, from its proposals on the capital-
risk tax. This is unique. It did so for every other tax proposal.
But Treasury reports covering previous years do furnish abundant
evidence that the House bill H. W. 7378 will decrease revenue rather
than increase it.

Arulyris of caitol gains provisions of H. R. 778.-i. Hitherto
the law made a distinction between long-term and short-term hold-
ings. The House bill now provides that long- and short-term losses
be treated alike in offsetting either type of gain and alike in being
nondeductible from income except up to $1,000. Thus the bill at
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one swoop abolishes the distinction between long- and short-term
gains. Yet, at the same time the bill amazingly does a right-about-
face and provides that a 15-month holding period distinguish long-
term pins from short-term gains. Is ,this not inconsistent andillogical?

The holding period is thoroughly artificial; a figment of the imagi-
nation. The mere fact that the lengths of the holding period have,
in the revenue laws of the past decade, been shifted from 1 year up
to 10 years, and are now being shifted from 24 months to 15 months,
indicates that no one knows what a "holding period" really means.
Is the "holding period" a mere subterfuge to justify taxing the so-
called short-term gains at income tax rates?

2. The bill p provides that long-term losses should no longer be
deductible from income as heretofore. This theory is correct. Long-
term losses are put into a different category from income. There-
fore, why does the House bill now propose to raise rates on long-
term capital gains merely because it propses to raise rates on income

3. The House bill provides for the reduction of the holding periods
from 24 months and 18 months to 15 months. The 15-month period
is harmful to our war finance.

In the current rapid movements of world history, how few can take
t commitment for 15 months? The Treasury says it is on a 24-hour
basis. Is it fair to expect the investor to be on a 15-month basis?
The revenue-producing factor is not the shorter holding period, but
the lower rate. .

Besides, we need planes tanks and guns now, not. 15 months
from now. The tax that ec Treasury may collect, if the market
stays up for 15 months, is of less value than the tax that the Treas-
ury wil surely collect on short swings in the market today, tomorrow,
every day, if the holding period is ablished.

4. The House bill, H. R. 7378, provides a 5-year carry-over. Such
a provision, though very welcome to the taxpayer, would virtually
destroy potential revenue for the Treasury. From 1917 to 1940, for
the country as a whole, there was only one 5-year period, 1925-29,
which showed net capital gains for ever year of the period; of the
remaining 19 years, 13 showed net capital losses. Most periods of
5 years showed net losses.

5. The House bill provides a maximum rate on long-term capital
gains of 25 percent. Why was a 25-percent rate set I Is it to
produce revenue ?

Official figures prove that a 25-percent net rate never produced
revenue in the past, and probably never will in the future. In 1938,
for examiple, the $50,000 income bracket paid a surtax rate of 30 per-
cent on short-term gains, but lon-term gains were taxed at the 15-
percent rate. What does the official record show? Gains under the
15-percent rate were over $20,000,000, or three times as great as the
$6,800,000 gains under the 30-percent rate. What evidence is there to
prove that the situation will be different in 1942?f

An even more sensational demonstration is available from the
statistics for 1934. On the incomes of over $100,000 the 33-percent
rate on holdings of 2 to 5 years produced $138,000 but the 16-percent
rate on holdings over 10 years produced over $34,000,000. Of the total
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capital gains taken on $100,000 incomes over 70 percent was taken at the
16-percent rate.

There is a pro *ve decline in capital gains taken as the tax
rates rise. Inthe holding period, 2 to 5 years, in 1984 the amount of
capital gains taken at the 33-percent rate of the $100,000 bracket was
the lowest of any income bracket. The average 18-percent rate of
the $25,000 to $50,000 bracket produced 24 tinies as much, and the
average 6-percent rate of the $5,000 to $25,000 bracket produced 68
times as much.

The present apathy of the Nation's stock markets and the low
volume of transactions are an illusion that all income brackets are
eually inactive. If one analyzes stock transactions in the light of the
Treasury returns, it is evident that for the big investors and stock-
holders the stock market is virtually closed today.

In 1938, 48 incomes in the top brackets of over $1,000,000 took short-
term gains of $3,600 each. Thus the Government gets no revenue and
the stock market is closed to the large investor. And the S. E. C.
worries about being blamed. What a field for action by the S. E. C.
It frames elaborate 7-point plans to save the 21 stock exchanges from
extinction and overlooks the most important. Let the S. E. C. back the
Boland bill as the I. C. C. endorses tax provisions to help the sick
railroads.

Capital i8 idle.-The capital-gains tax is a lock-out order. Only
the smallest people can now speculate. The big stabilizers of the
market are out. Therefore the volume on the stock exchange is
insignificant. Therefore the market is without leadership---erratic,
swinging extremely at tops and bottoms, and without any courageous
anticipation of events.

The Government's published data afford no evidence that the capi-
tal-gains provisions of H. R. 7378 would be useful, practical, or reve.
nue-producing. Capital pins are the folklore of public finance,
shrouded in mysticism. Capital gains are fiscal follies-bipartisan
buncombe for 25 years.

Wild inflation would rendt.-The House bill, H. R. 7378, will, if
enacted, probably cause a wild inflation in real estate, farm land, and
securities. The proposed high rate of tax on long-term gains and the
prohibitive rate on short-term gains lace a penalty on the seller but
none on the buyer. The House bill would thus create a one-way
market.

If the market should consist mostly of buyers with few or no sellers,
it would repeat on an aggravated scale the experience of 1929 and 1932.
A buyer's panic would ensue. Stock prices would skyrocket. This is
exactly what happened in Vichy, France, under the capital-gains tax
rate of 33 percent imposed in March 1941.

The capital-gains tax deterred Americans from selling in 1928 and
1929. The main European stock markets-London Paris, Amster-
dam, Brussels, and so forth, were free of a capitai-gains tax. All
these markets turned down beginning with the spring of 1928 to
January 1929.

TheAmerican market, restrained by a capital-gains tax, carried on
the rise into the autumn of 1929 at an excited, hysterical speed. Then
came the collapse, which ran for 3 years into the summer of 1932. The
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Dow-Jones industrial index of American shares declined to one-tenth
of the 1929 peak levels, but European shares to one-half or one-third
only. The collapse of the American market brought in its train world-
wide unemployment, social disturbances, the rise of Naziism, and then
the war. Of course, the capital-gains tax was not the sole factor in
this sequence of events, but it was an important contributory factor.

It takes no prophet to predict that the coming boom in property and
the coming collapse under the proposed restrictive capital-gains tax
will exceed by far that of the period of 1929 to 1932. Let the Senate
Finance Committee consider carefully provisions on capital gains of
the House bill. How grave is the responsibility for wise action?
Should not the Senate Finance Committee revise the capital gains tax
in the light of official statistical data and official factual evidence?

A-nalysi of c'iti of proposed provkio.-Let us now turn from
the House bill on capital risk to the criticism of the provisions of the
Boland bill which should be adopted by the Senate Finance Committee.

1. It is argued that the "Boland bill would abandon the principle
of ability to pay with respect to capital gains of individuals."

The figures for 1917 to 1940 compiled by the Division of Tax Research
of the Treasury and only recently released for the latter years refute
the notion that capital gains are regular or recurrent or represent the
capacity to pay. Excluding the 5 years 1925 through 1929, the 19
other years show total capital gains of 12.8 billion dollars, losses of
21.1 billion dollars, or net losses of 8.3 billion dollars an average net
loss of $474,000,000 per annum, even excluding the nondeductible short-
term losses.

Why should we enact legislation on an assumption that not only has
never been supported by statistics but has been strikingly contradicted?
As Samuel Johnson said: "Experience becomes the great test of truth
and is perpetually contradicting the theories of men." Experience
dissipates error.

2. It is said further: "The Boland bill would eliminate the very real
and equitable distinction between short-term and long-term capital
gains.' Bill H. R. 7378 provides that the difference between long-
term and short-term holding be eliminated. Long-term losses and
short-term losses are treated alike in being deductible from either long-
term gains or short-term gains.

In fact, though the bill sets up a 15-month dividing line, long-term
and short-term gains are alike Here indeed, is a distinction without
a difference. The Vinson Report to the House committee in January
1938 admitted that any distinction is arbitrary. Under the newly
proposed income tax brackets taxpayers might pay 82 percent on short-
term gains taken in 14 months and 29 days and then pay 25 percent
on long-term gains taken in 15 months and 1 day--only 2 days later.
What logic can justify such a proposal ?

3. Another argument runs: "The Boland bill would place a premium
on speculation as a way of securing a living." A speculator makes
money only if he sells securities when they are high and buys them
when they are low. Unfortunately, almost everyby does the reverse.
The theoretically ideal speculator would perform a 'very great public
service, but he is all too rare. How successful he would beans broker or
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investment counselor. Speculation as a way of life is notoriously
uncommon. The law should encourage, instead of punish, such stabili-
zation operations.

4. Again it is argued: "The Boland bill would- favor a relatively
small group of high income bracket taxpayers." Why would it favor
this group? Every Treasury table published for over 20 years shows
that taxpayers in the high brackets take little or no short-term capital
gins. Therefore, the Treasury receives little or nothing. A low rate
like 10 percent would produce revenue. If getting people to pay a tax
is "favoring" them, let's do a lot of "favoring.' The Government
needs revenue.

May I cite some very startling facts about millionaire incomes in
1938. As shown above, 48 taxpayers reporting incomes of over $1,000,-
000 in 1938 had short-term gains of only $175,000, or an average of
$3,600 each. The million-dollar incomes in 1938 did very little specu-
lating for the short term. Indeed, as incomes rose in the tax brackets
short-term gains of 1938 constituted an ever-diminishing percentage
of total income.

Is it socially useful or economically desirable that those best able
to undertake the risks of stabilizing markets should be prohibited
from doing so? Should those least able to take the risks be en-
couraged to do so? Is it logical to impose a capital-gains tax and
then set rates so high as to prevent the Government from obtaining
revenues therefrom ?

To raise the income surtax rates to 82 percent and then to create
the artificial classification of short-term gains, so as to furnish an
excuse to tax them as income, is a sure way not of producing reve-
nue but of preventing revenue; not of punishing a small group of
high-income-bracket taxpayers, but of punishing the Treasury and
punishing the other taxpayers who must take over the burden of such
fiscal errors.

It was stated publicly that the Treasury would rather be short
$2,500,000,000 rather than enact a sales tax. From the point of
view of revenue, this attitude seems of doubtful wisdom. How-
ever, as a political move it can be understood. Though the Gallup
polls show that a majority of the public favors a sales tax, yet the
failure to levy a sales tax may placate some organized minority
groups.

Who is to be placated when so-called short-term gains on risks
are taxed up to 80 percent and more, and long-term gains on risks
are taxed up to 25 percent? What group in the community can
conceivably bring pressure for such a move? What group has done
so? Is it then worth a= sin an imaginary, non-existent ghost
group and to forego additional revenue of from $200,000,000 to
$600,000,000 a year at a time when the Government sorely needs
revenues Such a course is devoid not only of fiscal realism but
even of political wisdom. What a price to pay for a policy of
potential placation.

5. Another argument reads: "The Boland bill would open the road
for tax avoidance," by lowering the rates of tax on capital gains.
But every table and chart based on Treasury figures proves the
opposite.
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High capital gains taxes check selling and taxpaying. This was
stated in H. R. 9682, the revenue bill of 1938, in the report of the
House Ways and Means Committee. "He (the taxpayer) can avoid
the tax by refraining from selling." The House till ignores this
kind of tax avoidance.

6. The final argument runs: "The Boland bill would provide an
excessively low rate of taxation." Is it low? Let us regard the
capital gains tax as a sort of transfer tax. A 10 percent rate on
capital gains for the privilege of transferring from one security to
another is terrifically high when compared to the transfer tax now
in effect. This amounts to 0.25 to 0.33 percent of the market price.
Yet these rates of transfer tax yielded $12,000,000 in revenue to the
Treasury in 1940. But in 1940 the high rates of capital-gains tax,
including a 77 percent tax on short-term gains, brought likewise only
$12,000,000
-To quote Horace: "The mountains were in labor and brought

forth a mouse."
Court deciions.-As shown by Godfrey N. Nelson in a paper at the

Duke University Law School capital gains were declared not taxable as
income by the United States Supreme Court in 1872: "Mere advance
in value in no sense constitutes income * * *. It constitutes merely
increase of capital." 'In 1915 a United States district court decided
likewise and the Court of Appeals upheld it. Only in 1918, when the
Government sorely needed revenue for war purposes, did the Supreme
Court reverse this decision and hold capital gains to be taxable. The
motive was revenue. However, official statistics prove that high rates
of capital-gains tax hitherto applicable have not produced worth-
while revenue.

Revenue is a trifle.-According to Treasury figures, the capital-gains
tax revenue averaged $31,200,000 in the decade 1931-40, about
$26,000,000 for the 11 years 1930-40; about $20,000,000 for the 2 years
1939-40; ,rod about $12,000,000 for the year 1940. Treasury figures
should sow probably zero for the year 1941. If the abnormal year 1936
is eliminated, the remaining 10 years of 1930-40 showed average revenue
of $9,000,000. The yield would have been even less had not the Govern-
ment improperly limited deduction of short-term capital losses.

On the other hand, the low rates of 0.25 to 0.33 percent of the stock
transfer tax average annually about $23,200,000 for the same decade.
In 1931, 1932, and 1938 the Government lost $184,000,000 in tax revenue
through deduction of capital losses from the income tax. But in the
same 8 years the stock transfer tax provided $76,000,000 of tax revenue
to the Government. It never showed a loss to the Treasury. It never
befuddled markets. It was simple to administer and to collect. What
more striking evidence that a high rate on capital-gains tax is unpro-
ductive, complicated, and pernicious compared to a low tax rate, as in
stock transfers?

Capital gains are illusions at which doctrinaires clutch. Twenty-five
years of experience shows that it produces little or no revenue, that it
prevents shifts from one security to another, even into United States
Defense bonds. Under this illusion the Treasury has seen potential
taxes appear and vanish, like the farmer watching a crop grow and rot.
' This illusion has created unstable and hysterical markets in 1929

and 1987; in 1932 and 1938. This illusion is one of the most vicious
fiscal concepts that ever afflicted a nation. It brought no benefits.
It wrought much evil.
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War and poet-war aspecte.-Troubled times face us after the war.
American economic life must be rid of this illusion if the country is
to face its problems realistically. This illusion should be extirpated
from American public finance. The capital-risk tax has no place in
our fiscal system.

But the Government needs revenue in wartime. A Senate bill con-
taining the provisions of the Boland bill will exploit the revenue-
producing possibilities of the capital-gains tax. Should not the Sen-
ate committee frame a bill based on official statistics as the Boland
bill was I Should it not be enacted into law for the duration of the
war?

The law would also benefit real estate and stores in the 21 cities
having stock exchanges and having a total population of over 20,-
000,000. It would indirectly benefit 43,000,000 workers in industry
and 10,000,000 farmers any workers in agriculture. How potent,
for weal or woe, is the decision of the Senate Finance Committee now!

The assets of a country are not merely the coal and the copper in
the ground. The natural resources are more evenly distributed
throughout the world than is indicated in statistics of production,
as was stated by Dr. Kirtley F. Mather, professor of geology at Har-
vard University, to the American Philosophic Society. %an's re-
sponse determines whether the natural resources will be developed.

A nation's 'ssets include the energy and initiative of its business-
men. We have a program for the conservation of our natural re-
sources. We protect the soil against erosion and draining into the
ocean. A tax system can erode and drain away the initiative and
energies of men-the most precious natural resource we possess.

At the House hearing Representative Disney, of Oklahoma, stated:
I should like to" make this observation, Mr. Chairman. Mr. Robertson said

to me privately awhile ago that when V- c mn;ttfe gets into the subject of
capital gains we get into a fog. It seems to me thut it would not be a bad idea
for a subcommittee of two or three members to try to get to the bottom of this
subject for the benefit of the rest of the members of the committee.

The Committee on Finance may be already convinced by the ava-
lanche of statistics su porting the terms of the Boland bill, H. R.
6858, and destroying all the assumptions on capital gains in the House
bill, H. R. 7378. If the committee is not convinced, may I respectfully
suggest that perhaps your committee may find Representative Disney s
sugestion of value?

Such a subcommittee of the Senate Committee on Finance would,
on study, realize that there are abundant statistics to support the pro-
visions urged above. The bill on taxing capital gains introduced by
the late Hon. Patrick J. Boland might well form a sound basis for
a tax on capitlI risks, which would be productive of revenue, would
unfreeze the securities markets, and revive the spirit of enterprise now
rapidly withering.

Senator Tar. Is 10 percent and only a 3-months' waiting period
the Boland bill?

Mr. FRIEMAN. The Boland bill had no holding period at all. I
think that is the heart of the bill. If you want revenue you have got
to remove the holding period. You would then get 10 percent on
every trade that is made. The longer the holding period the smaller
is the amount that you can possibly get.
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Senator TAr. You heard Mr. SchramI
Mr. FRIEMAN. Yes.
Senator TAFr. He evidently more or less agrees with you, but he

thinks 6 months and 15 percent is about as much as he can hope for.
Mr. FREDMAN. It seems to me you ought to eliminate the holding

period entirely. As Senator Connally indicated, the important thing
is not the rate but the holding period. Providing no holding period
and setting a higher rate is preferable to providing a holding period
and a lower rate, for revenue purposes. There are abundant Treasury
data to prove that. such a bill will give you from $200,000,000 to
$600,000,000 a year. The interesting omission to note is that the
Treasury never submitted an estimate of yield on its proposals for the
capital-gains tax, which in substance constitute H. R. 7378.

Senator TAF". Cutting out the waiting period altogether, taking
10 percent on gains and not taking off any losses at all, how do you
think that would work out?

Mr. FRIEDMAN. If you do not permit any offset of losses you should
make the rate lower than 10 percent. You would get an enormous
amount of revenue. You can figure that out very quickly.

In an average year the New York stock market moves over a range
of $10,000,000,000. Assume that half is up and half is down. That
gives you $5,000,000,000 on the up move. Ten percent on $5,000,000,000
would give you $500,000,000, you see. It would give you abundant
revenue, but I do not know how fair it would be to prohibit offsetting
losses.

Senator TArr. That is not an objection from our standpoint, if we
get a lot of revenue.

Mr. FREM AN. May I say that if you wish to carry out the print iple
of taxing gains without deduction of losses, a lower rate than 10
percent would be necessary, say 3 percent. Such a rate would be
more like a transfer tax. But even 3 percent would yield about
$150,000,000 per annum. This tax yield compares with actual yields
of the capital-gains tax of $12,000,000 in 1940, and an average of
$9,000,000 in the period 1930 to 1940, excluding the grossly abnormal
year 1936.

May I thank the committee for its patience in hearing this technical
statement.

(The following supplemental statement was submitted by Mr.
Friedman:)
SUPPLEMENT TO STATEMENT nY ELiSHA M. F!EMrAN, ov NEw Yoex, N. Y., oN

CAPXTAL-GAxNS PROVIsioN 01 REVENuE BILL, H. R 7378

I. ANALYSIS

(a) A 6 months' holding period too long now.-It is reported that the Senate
Finance Committee would support a proposal on the capital-gains tax whereby
the holding period would be reduced to 6 months. In the midst of the uncer-
tainties of a world war the 6-month holding period seems too long. The hold-
ing period should be eliminated for investors, occasional buyers, and the general
public, but not for professional traders and speculators.

In the Senate Finance Committee hearings on the Revenue Act of 1938 H. R.
9682, when the writer presented a comprehensive statistical analysis on the
capital-gains tax as a revenue measure he suggested elimination of the holding
period but as a temporary compromise suggested also a 6-month holding period,
because a 6-month period was defined as the period for a trading turn under
the Securities Exchange Act of 1934, section 16 (b).
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TABLE I.--Surtaxes in 1938 and 1942 (H. R. 7878)

Surtax rate Surtax rate
Income brackets, Income brackts,

nearest- 1938. 11. R. 1942, 11. R. nearsl- M8, H. R. 1942. H. R.
9682 7378 9682 7378

Percent Percent Percent Percent
$5.00----------------------4 20 8 50.000-------------------- 27 63
$10.00 .................... 6 $100,00 ................... 77
$10000 ..-........ ....... 13 46

(a) Recent economic changes.- However, conditions have changed since 193,
and tax laws should be changed to suit the new situation. Then we were at
peace, now we are at war. Then it was possible to anticipate 6 months' devel-
opments, now it is impossible to look more than a few days ahead. Who fore-
saw Pearl Harbor, even by 1 hour? In 198, Income-tax rates applicable to
short-term gains were relatively low, less deterrent to selling and less disturbing
to the market. For 1942, income-tax rates will have been raised sharply. In
1938, prices of commodities and shares were being deflated. In 1942 a price
inflation threatens, so high officials warn. The fictitious rise in values will be
aggravated If sellers are checked by a high tax. This rise will be restrained
if selling is encouraged or unchecked. Any considerations that may have Justi-
fied taxing short-term capital gains at income-tax rates in 1988 have become
invalid or even reversed by 1942.

When rates on short-term capital gains are thus raised, who will take a risk
against such odds?

The proposed compromise on a 6-month holding period will produce no income,
because the very high income-tax rates in H. . 7378 would apply within that
period. Official statistics for 1938 show how rapidly short-term gains decline
as ncome-tax rates rise.

TABLE II,-Decline in short-term gains as income-tax rates rise

Surtax rates at top
Ratio of short. Ratio of short- of each income-

Net-income classes term gains to term gains to tax bracket'
total income 3 long-term gains

IM 1942

Percent Percent Percent Percent
Under $ -000 ............................... . 0. 34 151 4 20
$3,000 to $0, -- . .. -................................. . 92 130 a 28
$10.00 to $25,000 ..... ...................... 1........ L 27 91 17 2
9 010 to $* go1 .................................... 1.35 68 27 63
$,0,000 to $100,000 .................................. 1.18 32 55 77
$100,000 to $150,000 ..... .......................... 1.11 18 58 79$114,000 to Ol3 00 ................................. .M6 ,6 64 82

1300,000 to $0 000 .................................. 27 1 6 82
$006.000 to $1,000,000 ................................. 21 1 72 82
$1,00,000 and over ............................... . .16 .3 75 832

ISource: 1. S. TreasuryStatlstics of Income 1938, table 4, p. 10.
8 Rates provided In H. R. 7378.

Note that during 198, in the Income bracket $10,000 to $25,000, the ratio of
short-term gains to long-term gains was 91 percent. This confirms purely theo-
retibal calculations, because the rate of tax on long-term gains was 15 percent
and the rate on short-term gains, namely, Income-tax rate, was 17 percent
(1 7=90 percent). If a narrower range of income had been recorded showing
an income-tax rate of 15 percent and capital-gains tax of 15 percent, the ratio of
short-term gains to long-term gains should be 15: 15, or 100 percent. This would
confirm the conclusion the volume of capital gains depends on the tax; high
rates produce little, low rates produce much.

(c) Axy holdMg period prevents revenq.-Under House bill H. R 7378 in-
creases in income taxes are so sharp that the Treasury will receive even less
revenue than Is shown In the 1938 statistics for the upper brackets. Indeed,

76093-42-vol. 1- 78
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under H. R. 7378 unproductive rates on capital gains have been extended to the
lower brackets. Comparing the income-tax rate on short-term gains in 1938
with the provisions of the House bill, H. R. 7378, one finds how strikingly the
rates have risen. Approximately the same surtax rates on income taxes on
short-term gains would apply:

Under H.R . Under H. R.
7378 to 1942 966' to 1938 Approximate
incomes of- incomes of- surtax rates

Percent
$100,000 $1,000,000 1 75-77

50.000 300,000 63-6425, 000 t0, 000 25

10,000 50, 000 2728
5,000 25,000 17-20

In other words, the nonproductive brackets would now include more taxpayers
in the lower-income groups who used to realize capital gains freely. Therefore
the Treasury will get even less revenue than the petty sums collected in recent
years, about $12,000,000 in 1940 and probably much less in 1941. In fact, what
Is called capital-gains tax is really income tax on short-term risks. What are
called short-term rates on capital gains are really income-tax rates.

H1. RECOMMENDATIONS FOR LEGISLATION

(d) Rates for public.-May it be appropriate, therefore, to suggest as an experi-
ment for 1 year, or during the war emergency, that the Senate adopt the revenue.
producing provisions of a fiat rate, eliminate the holding period, and allow
deductions of capital losses only against capital gains and not against income.
These provisions would apply, however, only to the general public.

(e) Rates for profeesionals.-As for the professional speculators, the Treas-
ury thought that those who earn their living by speculation should not enjoy
a preferential rate. Therefore, an exception should be made. Certain pro-
fessionals should have less favorable treatment than the general public, such
as floor traders who trade continuously and speculators on margin, who trade
frequently on technical market factors rather than on major news economic
and political, and who turn over their total invested assets or principal or cash
equivalent more than, say, twice a year In peacetime or three times a year in
wartime. For these, the compromise provisions mentioned above might apply,
namely, a 6-month holding period, during which short-term capital gains would
be subject to the high graduated income-tax rates, and thereafter to a fiat cap-
ital-gains ral-:.

Inactive margin accounts might be pure investors who borrow money at low
rates to buy bonds or shares yielding a high return. This is a legitimate business
operation used In commercial banking and in carrying bond accounts.

It might be fair to give greater latitude to the small as against the large tax-
payer. In peacetime the large investor might be allowed a single turn a year,
in and out, i. e., buying and selling an amount equivalent to the value of the
account at the beginning of the year. The medium-size investor would be
allowed two turns. The small investor would be allowed three turns. During
wartime, owing to the great uncertainty, one additional turn might be granted.
To classify these three groups, the following rough definition might serve. A
small Investor might have Interest and dividends up to $5,000, or market assets
on January 1 up to $100,000. A medium investor might have interest and divi-
dends up to $15,000, or market assets on January 1 up to $300,000, and a large
investor soms exceeding the latter.

Another definition of a professional might depend on the percentage of capital
gain to the total market value of securities, including the borrowed money. If
capital gains realized within the 6-month holding period are less than at an
annual rate of 15 percent the taxpayer would be classified as an investor. If
more than 15 percent, he would be classified as professional. Such classification
would depend on whether the taxpayer fell in either category, whether of trading
turns or percent of capital gain, but not necessarily in both categories, thus
widening the claw of prgfewalonal.
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Finally, any person. who trades on more than one kind of an exchange would
be classified as a professional. For example, if he buys and sells stocks or
bonds, and also wheat or cotton or sugar or coffee, he would be classified as a
professional for tax purposes.

To reduce the burden on the Treasury In defining and classifying taxpayers
as professionals, we might adopt the practical British procedure. Each stock-
exchange city in the country and geographical areas outside of the 21 stock-
exchange cities might have a local board of tax referees, consisting of one
Treasury representative or other local Government official, one representative
of the local or State bar association, the certified public accountants' society,
the local stock exchange, and of the chamber of commerce or the public. These
would be honorary posts. Appointments would be subject to the approval of
the Treasury. Such decentralization would reduce the volume of litigation on
capital gains, which is said to exceed that of any other tax.

Theoretically, the speculator should not be penalized. He makes money only
if he buys at low prices or in a panic, and sells at high prices or in a boom.
He thus performs a public service. Actually, this species has become almost
extinct, owing to the restrictions of the capital-gains tax and of some of the
too severe features of the otherwise good Securities Exchange Act of 1934.
Today there are about six floor traders left on the New York Stock Exchange.
The rest have either been forced out of business or gone to more profitable
fields of activity. Most of the 323 specialists on the New York Stock Ex-
change have, by the operation of the above two factors, become less able to
perform their necessary function. Many of the stock brokers are even unable
to pay their annual dues to the exchanges. The New York Stock Exchange
has publicly reported deficits in recent years. How long can this situation
continue? Even the Securities and Exchange Commission is now worried and
is making very earnest efforts to revive activity on the exchanges. These have
a necessary function, as President Roosevelt himself pointed out several times,
and most recently in a letter of May 15, 1942, to Mr. Emil Schram, president
of the New York Stock Exchange, on the one hundred and fiftieth anniversary
of the founding of the New York Stock Exchange-"* * * The continuation
of an orderly market will be of vital importance both during the war and
during the period of readjustment that will follow." Unless the capital-gains
tax is made reasonable, practical, and revenue producing, the stock exchanges
may be compelled to close. This would be a catastrophe for the whole system
of private enterprise.

(f) Rates for dealers and apecialists.-For dealers, like specialists who earn a
livelihood by catching fluctuations, income-tax rates should apply without time
limit. As before, specialists and other "dealers" would pay full Income-tax rates
on capital gains and would, of course, have the corresponding right to deduct
capital losses from income, and have the right to carry losses forward like the
merchant in any other field.

(g) Comparisons with foreign countsiew.-How severe these provisions for the
general public are is indicated in the French experience. After the Nazi invasion
a capital-gains tax of 33 percent was levied regardless of the length of the holding
period. Within 9 months there were frequent and successive reductions of the
holding period and of the rate. The final rate, effective in February 1942, was
10 percent on capital gains realized on securities held for 3 months. No tax was
payable after 3 months. Under the above proposals the American public would
be taxed after the 3 months, indeed, without any time limit. In other countries,
like England and Canada, the public pays no tax on capital gains and deducts no
capital losses.

(h) Exempt farmers and home owners.-In France no capital gains applied
to farms or real estate, or stocks acquired through subscription right. We, also,
should exempt from the capital-gains tax the home owner and the farmer who
works his land for a livelihood.

A Treasury analysis for the year 1136 showed that of total capital gains, 85
percent were derived from securities and 15 percent from sale of other capital
assets, including farms and real estate. To these the rise in value is incidental.

Consider, for example, the member of the Securities and Exchange Commission
staff who bought a $5,000 home in Washington in 1941 and sold it for $7,000 in
1942, and for the proceeds bought a similar home in Philadelphia when the
Securities and Exchange Commission moved there. Then, after the war, if the
Securities and Exchange Commission returns to Washington and real estate falls,
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he sells his Philadelphia home for $5,000 and for the proceeds buys a similar home
in Washington, perhaps the very one he owned originally. He paid a tax on
capital gains of $2,M) short-term or long-term, and is no better off than when he
started. Where Is 0)q 1Kglc c" Justice of the tax on personal residences? Further-
more, capital loss oa iieoe of a taxpayer's residence, not held as a business venture
nor brought with Intent to make a profit, is not deductible under section 23, and
therefore should not be subject to tax on capital gain.

Again, if a farmer moves and buys another farm, he may get only the same kind
of a farm as he sold.. Why should he be taxed on a fictitious increase, due perhaps
to lower purchasing power of the dollar, now increasingly threatened? If he has
a capital loss, the carry-forward privilege even of 5 years is of little use. Farm
land and homes are slow assets, not generally sold even once in 5 years.

(i) Tax investors and dealers in farms and real estate.-However, investors
in Income-producing farms or real estate, like investors in securities, should pay a
capital-gains tax, without the limit of any holding period. Professional traders
in real estate and holders of ille and unimproved land or real estate for a rise in
value should pay income-tax rates on sales within 6 months and capital-gains tax
rates thereafter. Among dealers in real estate and farm land there is no func-
tion corresponding to the specialist on the stock exchange, who may trade actively
all day long. Real estate Is a slow asset. However, brokers in real estate and
farm land would, of course, be subject to full Income-tax rates.

1L OCM7LSION

If statistics were kept separately for these categories, the Treasury would
accumulate valuable data on productivity or yield for use in framing tax legis-
lation in the future. Aside from the public, the professional traders and the
dealers are insignificant in number, as well as in either potential revenue or the
loss of revenue to the Treasury. The experiment would cost little, if anything,
at the worst It might also be productive of very great revenue-up to 600,000,000
per year.

Such a distinction would meet the objections of the Treasury about "favoring
speculators." These would pay income-tax rates on capital gains within the trad-
ing turn. But the bona fide investor who switches occasionally from one security
or other capital asset to another, including United States Government bonds
would within this "holding period" pay only a fiat tax on capital gains. The law
would exempt entirely the bona fide home owner and the farmer who works his
farm for a livelihood.

IV. APPENDIX AND TABLES

TABL III.-Total volume of trading on the New York Stock Exchange and the
percentage of floor trading

Reported Floor trading (in peroeetages)
volume

shares) On floor Off floor Total

Percent Ptrcent Percent
193. .......................................................... 496 6.2 4.1 10.3
1937 ......................................................... 409 .9 3.9 0.8
1M8 ............................ 297 5.0 3.1 9.0
1M9 .......................................................... 262 5.9 3.0 8.5
1940 .................................................... . 207 5.9 2.8 8.7
1941 ....... 7.................................................. 171 4.1 2.7 5.,
1942 ............................. '...... ....... ....... ..... 1103 3.7 2.6 6.3

1 Estimated.

Source- New York Stock Erchange.

Note the shrinkage in volume and the small and declining percentage of pro-
fessional floor trading.

In 1941 there were 1,459,000,000 shares listed and the reported number of
shares sold was 171,000,000, and the turn-over was 12 percent. Of the total
sales the specialists did 7.3 percent of the businesss and the floor traders did 6.8
percent.
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TABLE IV.-Shrinkage in trading volume in relation to number of shares listed-
Ratio in percent of number 9f shares sold annually to number of shares listed

Year Ratio Year Ratio Year Ratio

[ 13 .........Percent Percent Fre
Peenl44 1937 . ........ 30

1 925- -----.... 91 1932 ------ 2 --- 4 1938------------------21925 ................. 99 I 193 2 .............. .... 2 1938................... 21
," .................- 94 133 .------------------- P 1939 .......... P...... i
1923 ................... 132 1934 --- -------------- 215 1940 _................. 14
1H29 ............ .. 119 1935 ......- 29 1941 ... ........... ---- 12
1930---- ... ........... 67 193 _ ................ 37 1942 -- ----------- - 7

I Estimated.

Note the shrinkage in the turn-over, i. e., the total number of shares sold to
shares listed. The volume of trading in 1942 has declined to about one-thirteenth
that of 1920 and to one-fourth that of 1932. The total volume of trading in
1939, only 262,000,000 shares, was less than in 1901, when the number of shares
listed was only one twenty-third as great, less than in 1919, when the number
of shares listed was only one-seventh as great, and less than in 1924, when the
number of shares listed was one-third as great. The volume since 1939 has
fallen further and is rapidly approaching a vanishing point. Note that the
volume shrank with the rise in the rates of income tax applicable to short-term
gains. The danger of closing the Exchange is a grave threat. Unless Congress
does something soon there may be nothing left for the Securities and Exchange
Commission to regulate.

Respectfully submitted.
ELISA M. FRIEDMAN.

AUGUST 12, 1942 (as revised).

On the taxation of capital gains, Mr. Friedman submitted thefollowing brief :)

Ba OF L SHA N1. FRIEDMAN, OF NEW YOOK, N. Y., oN THE TAXATION OF CAPITAL

RISKS, SO-CALLED CAPITAL GAINS

"The capital gains tax, It could produce revenue and stimulate enterprise"

(Based on testimony submitted to the Senate Finance Committee on H. R. 9682 March 1938
and I. R. 5417, August 1941 to the House Ways and Means Committee March 1942, and
Communications to the New *ork Times, February 16, 1938, and August 10 and September
5, 1941)

I. INTRODUCTION AND SUMMARY

The term "capital gains tax" is a misnomer. It is a capital-risk tax. The
present law on capital-risk taxation is futile and destructive. It does no one any
good. It produces practically no revenue. It freezes the investor. It checks
risk taking. It discourages enterprise. It creates unstable markets. A few
changes would make it possible for the Treasury to get considerable revenue.
The stockholder would also be able to turn around more easily. Markets would
be improved and new Issues facilitated. Subscriptions to defense bonds would
be Increased.

The present capital-risk tax is not a revenue producer. It Is a revenue reducer.
It is a fund-freezing order for American citizens. The rich do not take profits.
They do not pay the tax. The tax was designed to "soak the rich." It soaks the
little fellow.

II. WHAT ABE THE FACTS

Private enterprise has been retreating for about a generation.-The -long-term
trend of railroad stock prices is downward since 1906. The Index of utility shares
Is today below the low level of 1932. The reasons are well known. Industrial
shares have been In a down trend since 1929. Except for the period from March
1985 to March 198 there has not been any 2-year period from 1929 to 1941 which
shows a sustained rise. There have been intermediate fluctuations, lasting several
months. On these the Treasury collects little or no revenue.

The capital-gains tax would have been productive In an expanding private
economy. It is futile in the present contractingprivate economy. The market

value of all stocks listed in the New York Stock Exchange was at the high point
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of the year; about 66 billion dollars in 198, 90 billion dollars in 1929, 76 billion
dollars in 1980, 60 billion dollars in 1936, 47 billion dollars In 1941, and 86 billion
dollars January 31, 1942. Where are the long-term capital gains?

A group of million-dollar incomes published by the Joint Congressional Com-
mittee on Taxation, 1938, was traced for 20 years, 1917-36. If the 5 boom years,
1925-29, are eliminated, the remaining 15 years show a net capital loss. One
group (No. 3) showed for the entire period 1917--8 capital gains of $83,000,000 and
capital losses of $W,000,000, or a net loss of $34,000,000. The records of millionaire
returns refute the basic assumption that capital gains represent ability to pay.

The figures for the country as a whole afford even more striking proof that
capital gains do not represent ability to pay.

If the 5-year boom period 1925-29 is eliminated, the taxpayers of the United
States had no capital gains but huge capital losses amounting to over $8,000,000,000
in the 19-year period 1917-24 and 1930 to 1940. (Source: Treasury Department,
Division of Tax Research, February 9, 1942.)

SEvLs

A. The capital-risk tax does not reach the rich.-In every Government report the
facts are clear. Taxes on short-term capital gains were paid by the low-income-
tax group, not by the high Incomes. The richer the group, the less they paid
on short-term capital gains in proportion to their total income.

B. New ventures are checked.--Senator Connally pointed out this evil. A
report of the Senate Committee on Finance (1938) concedes this defect-

"The effect of the present system of taxing capital gains is to prevent any
individual with substantial capital from investing in new enterprises."

C. The tax is inequitable.-The Vinson report of the subcommittee of the com-
mittee on Ways and Means in the Seventy-fifth Congress, third session, on a
Proposed Revision of the Revenue Laws, stated:

"Your subcommittee * * * recognizes the existence of a widespread feeling
among taxpayers that it Is inequitable and arbitrary to include capital net gains
in the tax base for progressive Income taxation while at the same time refusing to
take account of capital net losses. * * * The existence of this feeling among
the body of taxpayers, whether or not entirely justified, is prejudicial to the main-
tenance of proper relations and necessary cooperatln between the Government and
its citizens in the administration of the revenue lawb."

D. Foreign experience is siontcant.-Mr. Andrd Istol, citizen of the French
Republic, formerly private banker in Paris and technical adviser to the French
Ministry of Finance, also a member of the faculty of the .'cole Libre des Hautes
:tudes, a French and Belgian university in New York stated to the House com-
mittee in March 1942:

"France never had a capital gains tax until after the Nazi invasion. The
original terms were 33 percent regardless of length of time of holding of securities.
In February 1942 the law was relaxed in order to accomplish its original purpose.
The rate was reduced to 10 percent. The time limit was reduced to 3 months.
No tax was payable on gains realized after the 3-month holding period. Capital
gains of less than 5 percent were free of tax. No tax is levied on stocks acquired
through subscription, nor on stocks acquired by inheritance. Most important of
all, at no time were capital gains on securities ever considered as income. There-
fore, they were never subject to the graduated income tax.

"As the matter now stands, the French tax on capital gains on securities has
in fact lost practically all significance. At no time since the law was first enacted
in France, did the capital gains tax apply to farm land, to real estate, urban or
rural, or to any other capital asset. * * * I consider that the established
principles of taxation are to disturb the economic life as little as possible, and I
consider the proposal of a heavy capital-gains tax would have a detrimental effect
on the economic situation, because it would have the effect of increasing the
economic swings both ways."

Mr. Albert Andriesse, a retired banker, citizen of the Netherlands and a former
partner of the banking house of Pierson & Co., Amsterdam, Holland, stated:

"In May 1941, under German occupation, a capital-gains tax was introduced, but
up to May 10, 1940, the date of the invasion, there never was such a tax in the
Netherlands on individual investors.

"According to the system of taxation in my county, capital gains are not con-
sidered as part of income. In defining income the Dutch legislator follows the
principle of taxing only the yields of the various sources of income, namely, of
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capital, labor, securities, real estate, and land. But the incidental gains that
result from a change of ownership of the sources themselves, are not considered
as income, nor are such incidental losses deductible from taxable Income.

"Apart from the theoretical considerations there are, no doubt, Important prac-
tical motives which kept the Netherlands Government from including capital
gains in taxable income.

"As is well known to you, most public utilities in Holland, including railroads,
telephones, telegraph, gas and electric services are owned and operated by the
state, the Provinces, or the cities, thus tending to show that the Government does
not hesitate to intervene in the economic life of the country whenever it believes
it to be necessary.

"But the Dutch Government is a convincd adherent to the capitalistic system
of production, In which individual risk and private initiative play a leading part
The Dutch Government has therefore always tried to hamper as little as possible
the free play of that fructifying process in every field not reserved for Government
operation. That liberal policy also involves a constructive and friendly attitude
of the Government toward public markets.

"In modern times the significance of stock markets has greatly increased.
The amounts of capital required for the development of new industries and
steamship lines in Holland, and for the opening of mines, oil fields, and planta-
tions In the Dutch colonies have risen far beyond any individual's financial
capacity and willingness to take the risks involved. In many cases it takes
several years before the capital invested can be expected to show a return.
Five to six years are required to bring to fruition a palm-oil plantation. Rubber
plantations take even longer. Tying up capital without yield for such long
period entails a strong element of speculation. Consequently, the necessary
means can be obtained from the capitalist only by the hope of commensurate
return from the capital invested and by the hope of capital gains.

"In view of the diversified system of rather heavy taxation it is evident that
It is not by oversight or neglect that the Dutch Government, although it has
often been in dire need of additional revenue, has never enacted a capital-gains
tax.

"Obviously, it is known that such a tax has the tendency of killing the goose
that lays the golden eggs. What golden eggs? The regular employment of tens
of thousands of people, at work In the new enterprises, meaning so many more
taxpayers, and fewer recipients of the dole. Besides, more taxes are reaped
from the new corporations. Further, it was no doubt realized by our authori-
ties that the introduction, even of a moderate capital-gains tax, not only would
have a harmful effect on new enterprise, but that it also would spoil the free
functioning of security markets, which they believe to be In the paramount inter-
ests of the country, as long as it works under the system of private enterprise
and individual Initiative."

Mr. D. M. Van Buuren, citizen of Belgium, formerly professor of the Ethics of
Finance at the University of Brussels and a private banker, stated:

"The following information concerning Belgian taxes refers primarily to the
situation before the invasion in 1940. There was no tax on capital gains in Bel-
gium for Individuals. The State took the position that fluctuations in prices
of securities or of real estate or of other capital assets were too uncertain to
be made a source of Government revenue."

IV. CAUSEs, PARADOXES, AND MRSORS

A. Capital gain is not dscome.-No competent accountant could define income
so as to include capital gains. Capital gain is not income. Capital gain may
turn to capital loss. But income cannot go below zero, unless the office boy
pays the boss. Income persists. Capital gains do not. When Individuals' in-
comes rise, the national income rises. But when individuals have capital gains,
realized or unrealized, the national income is unaffected.

B. Capital gains arise from inflation.-.Capital gains may indicate not an in-
crease in real value, but only a change in monetary value. Capital gains may arise
from change In the value of the dollar, and in other factors which have no
bearing on real value.

C. The tam on capital gain# is contingent, not absolute.-This Is the unique and
distinguishing characteristic of the capital.galns tax. It Is stated effectively in
the report of the Senate Committce on Finance:

"There is no tax under existing law if a taxpayer transfers his money from
one bank to another, but there may be a very heavy tax if he wishes to transfer
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his investment from a bond in one company to a bond in another company
* * * (Senate Finance Committee report, 1988, p. 9).
or if he exchanges two similar stocks like Westinghouse and General Electric
or If he exchanges any security into a United States Defense bond. In capital
gains, the taxpayer decides whether or not to realize the gain. That decision
is affected by the rate. The Treasury is not the boss. The taxpayer is.

D. Holding period is ant artificial distinction between speculation versus in-
vestmen.-There Is nothing in accounting, in economics, or in fiscal policy
which Justifies the distinction of speculation and investment on the basis of
time. There is no Justification for segregating short-term from long-term gains
and losses. They arise from the same motive. They are realized In the same
way. Common stocks, most preferred stocks, and many bonds are speculations.
The risk Is inherent. Time does not lessen risk. It increases risk. The buyer
can attempt to look 2 months ahead. Who can foresee 2 years ahead?
E. The law must defeat itself.-If the taxpayer sells his securities, he will

not repurchase because the new holding would be subject to income-tax rates
up to 82 percent during the 15-month holding period. Who would take risks
with the odds thus stacked against him? Again, if the taxpayer sells and
realizes a gain, he can and will offset this gain by selling securities which show
a paper loss. The market therefore Is limited to tha smallest holders in the
low income-tax brackets, and who can furnish but little tax revenue to the Treas.
ury. In addition, the small stockholders are neither wise nor courageous risli
takers. They follow, but they never lead.

Again, the capital-gains provisions are affected even though the rates are
not changed. When the income-tax rates are sharply graduated, short-term
capital gains rates thus automatically and correspondingly increase. It is for
this reason that the Treasury receipts showed sharply declining revenue from
capital gains from 1938 to 1940, even if capital gains tax rates stayed constant.

F. Court decisions cast doubt on legality of taw on capital gains.-Godfrey N.
Nelson, a noted tax authority, in an address at the Duke University Law
School, cited the following supporting opinions and decisions:

"The earliest income taxes enacted in the United States on which court deci-
sions are available were those of 1864 and 1867. In part the 1867 statute read
as follows.

" There shall be levied, collected, and paid annually upon the gains, profits, and
Income of every person, * * * whether derived from any kind of property,
rents, Interest, dividends, or salaries, or from any profession, trade, employ-
ment, or vocation, * * or from any other source whatever, * * * a
tax of 5 percent on the amount so derived over $1,000.' [Italics supplied.]

"This statute was before the United States Supreme Court in 1872 on the
question as to whether an Increment in value of personal property, occurring
during a period of years, constitutes gains, profit, or income of any particular
year. (Gray v. Darlington (15 Wallace 63)). The Court held that such Inc-e-
ment was not Income even though he entire amount of increase In value be at
any time converted Into money by a sale of the property. The majority opinion
(from which there were three dissents) reads as follows:

"'The mere fact that property has advanced In value between the date of its
acquisition and sale does not authorize the imposition of the tax on the amount
of the advance. Mere advance in value In no sense constitutes the gains, profits,
or Income specified by the statute. It constitutes and can be treated merely as
Increases of capital.' (Italics supplied.)

"The 1909 Federal Income tax also presented questions as to the taxability
of capital gains. The Commissioner of Internal Revenue ruled under the excise
tax that capital gains were taxable as Income. In a suit to recover a tax paid
under protest upon such gains a United States District Court. In 1915, gave Judg-
ment for the corporation (Mitchel Bros. Co. v. Doyle (225 Fed. 437 (W. D. Mich.
1915)) holding that capital gains are not taxable. Upon appeal by the Govern-
ment the district court's findings were sustained by the circuit court of appeals in
1916 (Doyle v. Mitchell Bros. Co. (285 Fed. 688 (C. C. A. 6th, 1916)).

"Again, the Government appealed, and in May 1918, during the World War I,
when the income tax had been In effect for 5 years under the sixteenth amendment,
the Supreme Court reversed the lower courts, holding the capital gain to be
taxable. In the war emergency the need of large revenues was being experienced;
high rates were being imposed and higher rates were in prospect.

"Because of pressure for revenue the court obviously refused to give considera-
tion to any meaning of the word 'income' other than that previously adopted in
respect to capital gains under the corporation excise tax law of 1909.
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"The taxation of capital gains has been given more special legislative treat-
ment, and litigation thereon has been of greater volume, than any other branch
of income-tax law. The numerous and ever-growing exceptions to the taxability
of capital gains, moreover, indicate its eventual elimination. Being wrong in
principle, the taxation of capital gains should be repealed at the close of the
present emergency."

V. REOMMENDATIONS FOR LEoISLATION

The defects of the present capital-gains tax have been exposed. The cost in
revenue to the Treasury has been shown. Certain obvious recommendations for
legislation follow. They were embodied in the Boland bill, H. R. 6258, which is
respectfully urged for adoption by your committee.

A. Se'gregate capital gains and losses from regular income.-The House com-
mittee actually considered "the complete segregation as a tax base of capital gains
from other sources of income." (Vinson report, 1938, p. 32.)

B. Restrict offsets of losses to segregated gain.-Under the principle of segre-
gation, capital lossw.s would never be applied against regular recurring income.
The whole tax procedure would be simplified.

C. Set a rate to produce maximum revenue.--Certainly a low fiat tax on capital
gains, regardless of the holding period or the time of realization, would produce
revenue.

D. Eliminate the holding period.-The holding period is arbitrary, as congres-
sional reports admit.

E. Carry Yosses forward during one whole business cycle.-The business cycle
runs generally about 33 months. It should be satisfactory to have a carry-forward
privilege of 2 years or at most of 3 years.

F. The recommendations are supported by, bankers, by real-estate interests, by
farmers' representatives, and by labor.-A supporting resolution was adopted by
the Georgia Bankers' Association fifty-first annual convention, 1942, at Atlanta,
Ga. :

"Whereas the present capital gains and loss provisions of the Internal Revenue
Act are detrimental to capital and the investment thereof; and

"Whereas H. R. 6358, a bill to correct these evils, has been introduced 'in the
House: Now therefore be it

"Resolved, That the Georgia Bankers' Association recommends the passage of
this bill as presented."

A supporting telegram of real-estate interests was sent to Hon. Robert L.
Doughton, chairman of the House Ways and Means Committee, on March 19,
1942:

Real estate men generally approve Boland bill

1. Because we believe more revenue will be obtained by Government through
this amendment.

2. More real-estate activity will result and less frozen situations.
3. Capital gains are from long view fictitious, as history of real estate shows

that losses eventually equal or exceed gains.
CL.RxE G. DA=.Y,

President, Alliane Realty Co., New York, and
Officer in Several Other Real Estate Companies and Associations.

The following resolution was passed unanimously by the National Association
of Commissioners, Secretaries and Directors of Agriculture at a meeting in Wash-
ington, D. C., March 31, 1942:

"Whereas it has been proved the capital-gains tax destroys incentive for capital
investment and thus handicaps business and production and results In less tax
returns to the Treasury;

"Whereas this has been harmful to industry, labor, and agriculture: Therefore
be It

"Resolved, That the National Association of Commissioners, Secretaries, and
Directors of Agriculture, meeting in Washington on the 31st day of March 1942,
urge the Congress to repeal the capital-gains tax, and that the secretary be
instructed to send a copy of this resolution to ali Members of the Congress, both
Houses."
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The report, dated March 20, 1942, of the tax committee of the executive council
of the American Federation of Iabor, consisting of Secretary-Treasurer George
Meany, Vice President Matthew Woll, and Vice President G. M. Bugniazet, reads
In part:

"One tax which has an important effect in slowing up investment in new
venture enterprises, is the present capital-gains tax. If this is not repealed
by the new 1942 Revenue Act, it should be sharply modified to tax capital gains
at lower rates, and to liberalize the provision for the deduction of capital losses.
Failure to take such action in earlier laws has led to a sharp reduction in capital
available for new venture enterprises, because of the heavy taxes involved if
the business venture is successful, and because of the denial of reasonable
credit against other profits If the new venture Is not successful."

VL MKNEflTS

The Treasury would get increased revenue. The defense program would be
aided. Government bond subscriptions would be increased. The whole system
of private enterprise would receive a new stimulus.

A. Revenue from capital gains would increaee.--The Treasury could make a
simple calculation to estimate the increase of revenue. Without any time
limit or holding period for capital gains the Treasury would receive probably
between $200,000,000 and $600,000,000 in tax receipts on capital gains on New
York Stock Exchange securities traded within the year. The actual amount
would depend on the fluctuations and the activity. To this would be added tax
receipts on securities held for longer periods. In addition to the $54,000,000,000
of stocks listed on the New York Stock Exchange there are $184,000,000,000 of
other assets on which there may be capital gains subject to tax.

At the end of 1940 the total value of all farm land and buildings was $34,000,-
000,000, and the total cost minus depreciation of all nonfarm dwellings in the
United States was $80,000,000,000. On this combined total of farm and nonfarm
land and dwellings, $114,000,000,000, capital gains would be taken and taxes
paid to the Treasury.

B. Other phases of national economy would benefit.--Capital now frozen would
become mobile. New enterprises, particularly small business, would revive.
New sources of income-tax revenue would be opened up Not least, the receipts
of the Federal and State Governments from stock-transfer tax would double,
and this would amount to about $18,O0,000 for the Federal transfer tax and
about $21,000,000 for New York State transfer tax.

0. The defense program strengthened.--Capital now locked up could go into
the development of mining defense minerals, now languishing for lack of risk
capital.

D. Real estate and home building would be stimulated.-The modification of
the capital-gains tax in the direction Indicated would have many beneficial
results in real estate. Obviously transactions would be increased so that there
would be a better market both for buyer and seller. What is more important,
however, is that much real estate Is now in financially weak hands who are
unable to improve It. A less restricted market, such as would result from a
modification of the capital-gains tax would enable such real estate to get into
financially stronger hands who would Improve the property, raise the standard
of dwelling, and furnish more and better housing in existing buildings.

Furthermore, it would stimulate new building. A great program of slum
clearance by private entqrprie has been proposed. A shortage of residential
dwellings must result from wartime priorities. The building anO real-estate
section of our economy could furnish an important stimulus to the post-war
transition, and the shackles of the present capital-gains restrictions should be
removed from it.

. The post-wear readjustment would be atded.-The end of the war will usher
In a host of problems. It will Involve change of values. Private enterprise will
have to take over the burden of liquidating the war.

The Reconstruction Finance Corporation portfolio has risen greatly as a result
of armament, defense, and war. After the war It will be desirable that this
portfolio be liquidated; that it be transferred from public to private hands.
Indeed, the risk to the Government is very great in holding such large blocks.
To transfer this risk to private enterprise will require better markets, facility
In buying and selling, and encouragement to the private risk taker. Modification
of the capital-gains tax could accomplish these purposes.
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Again, our plant capacity has been greatly increased. After the war it will
be necessary that many of these plants be sold and adapted for new purposes.
This will require freedom in buying and selling and a good market. The process
of post-war adjustment will be facilitated by the proposed amendment of the
capital-gains tax.

Furthermore, there will be great need for international reconstruction by the
United States. This will require a sound and workable financial machinery,
freed of futile or harmful features. Furthermore, the financial center of the
world Is passing to the United States. Whether it wilt succeed in staying here
depends upon broad vision and statesmanlike attitude toward the investor and
the stockholder, who will be asked to furnish the funds for such reconstruction.

If private enterprise is to assume any share of these burdens, it will have
to be unshackled from restrictions now inherent in the capital-gains tax. An in-
telligent revision of the capital-gains tax will enable private enterprise to resume
its historic function to the benefit of the community.

vH. ANALYSIS OF crrIcIs, OF PROPOSED PROVISIONS CONCEsNINo LOW RATES A"
ELIMINATION OF THE HOLDING PERIOD

A. It is argued "The Boland bill would abandon the principle of ability to pay
with respect to capital gains of individuals." But capital gain does not measure
ability to pay. It is an illusion to think so. This illusion Is refuted by all the
available official statistics on capital gains.

The best refutation of this illusion is a report of the Joint Committee on
Internal Taxation entitled "Million Dollar Incomes" (1938). Group 2 consists of
taxpayers who derived more than 50 percent of their income from net capital
gains in the years 1926 to 1929. For the period 1917 to 193 the capital of this
group decreased from $146,000,000 to $117,000,000 (p. 13). There was a capital
loss of $23,000,000 for 20 years. Group 3 showed for the entire 20-year period
capital gains of $3,000,000, capital losses of $97,000,000, and net capital losses
of $34,000,000. This congressional report confirms the conclusion from the
Treasury reports. Capital gains do not persist. They are not recurrent. They
do not represent capacity to pay. Neither in the scientific laboratory nor in the
field would such striking evidence be ignored. Shall we act like Bourbons,
learning nothing, forgetting nothing? Why does H. R. 7378 provide legislation on
an assumption that not only has never been supported by statistics but strikingly
contradicted? 'Why does the House bill legislate this theory when the facts cited
above are available in Government documents universally accessible and have
been presented at previous hearings on the cpital-gains tax? As Samuel John-
son said, "Experience becomes the great test of truth and is perpetually contra-
dicting the theories cf men." Experience dissipates error.

B. Another ctitidsm is "The Boland bill would eliminate the very real and
equitable distinction between short-term and long-term capital gafns."-Is there
any such real and equitable distinction? What Is the history of the holding
period? From 1913 to 1921 there was no distinction. From 1921 to 193 a 2-year
limit separated short-term from long-term gains. From 1934 to 1937 there were
five holding periods: Under 1 year, 1 to 2 years, 2 to 5 years, 5 to 10 years, and over
10 years. The law arbitrarily stated that capital gains or losses in these five
periods would be considered as income up to the following percentages, respec-
tively: 100 percent, 80 percent, 0 percent, 40 percent, and 30 percent.

In 1938 the Vinson subcommittee on taxation of the House Ways and Means
Committee admitted that the above 5 holding periods were arbitrary and therefore
recommended that the holding period be increased to 49 periods, making a gradual
step-down in rates, changing 2 percent each month from the thirteenth to the
fortieth month, and 1 percent each month from the forty-first to the sixtieth
month. This proved impractical. The brror of making a distinction between
short-term and long-term gains led to a subsequent error of proposing 49 classi-
fications. Instead the act of 1988 reduced the number of holding periods from 5,
in effect since 1934, to 3, namely, under IS months, 18 to 24 months, and over 24
months. These are now in effect. Apparently no one, thus far, knows what is
the difference between long-term and short-term gains.

The House bill H. R. 7378 recommended virtually that the difference between
long-term and short-term gains be eliminated. Specifically it provides that
long-term losses should be deductible from short-term gains and that short-
term losses from long-term gains, and also that long-term losses and short-term
losses should be treated alike; neither should be deductible from ordinary
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income. Apparently it intended to wipe out the difference. But critics object
to the Boland bill because "it would eliminate the very real and equitable
distinction between long-term and short-term capital gains." However, did
not the House bill do so? Does not this criticism seem inconsistent?

In fact, there is no difference between long-term and short-term gains.
Under the House bill brackets, taxpayers might pay 82 percent on short-term
gains taken in 14 months and 29 days, and then pay 80 percent on long-term
gains taken only 2 days later, in 15 months and 1 day. What logic would
justify such a proposal? Why not return to reason and experience? Abandon
the illusion that there is any difference between long-term and short-term gains.

C. It is said further "The Boland bill would place a premium on speculation
as a way of securing a livtng."-A speculator makes money only if he sells
securities when they are high and buys them when they are low. Unfortunately,
almost everybody does the reverse-buys at high prices and sells at low prices.
The theoretically ideal speculator really performs a public service. Unfortu-
nately there are all too few of him. Speculation as a way of life is notoriously
rare. Where are the great speculators of the 1920's---Cutten, Durant, Liver-
more, Danforth, etc.? They are either impoverished or they committed suicide.
In our contracting economy, with its consequent long-term bear market, specula-
tion has become more difficult than ever. Yet it Is In long-term periods of
pessimism and of periodic psychological hysteria that the ideal speculator
would be a public benefit. He prevents losses to the public which buys shares
at the peak and which sells shares at the bottom. The law should encourage,
instead of punish, such stabilization operations. On every major crisis, the
New York stock market fell more slrply than the markets of Europe, notably
in April 1939 and May 1940. The chief reason Is probably the restrictive effect
of the capital-gains tax, absent in the freer markets of Europe.

D. Another argument is "The Boland bill would favor a relatively small group
of high-income bracket taxpayers."-Why would it favor this group? Every
Treasury table published for over 20 years shows that taxpayers In the high
brackets take little or no short-term capital gains. The Treasury receives
little or nothing. In fact, the Treasury report, Statistics of Income for 1938,
shows a tax vacuum of over $250,000,000 in the upper income brackets on
short-term gains, taxed at high graduated rates against long-term gains taxed at
lower rates. A low rate wVl produce revenue. A 10-percent rate favors not
"a relatively small group of high-income bracket taxpayers." If getting people
to pay a tax is "favoring" them, let's do a lot of "favoring." The Government
needs revenue. In the 1938 Senate hearings on H. R. 982, S9 nator Connally
stated to Under Secretary Roswell Magill (p. 500): "I am coming around to
the view that as to capital gains and losses we should make it more attractive
to a man to sell Instead.'of offering him a premium to hold."

Is it socially useful or economically desirable that those best able to under-
take the risks of stabilizing markets should be prohibited from doing so-or
that those least able to do so should be encouraged to do so? Is It logical to
impose a capital-gains tax and then set rates so high as to prevent the Govern-
ment from obtaining revenues therefrom?

To raise the income-surtax rates to 82 percent and then to create the artificial
classification of short-term gains, so as to furnish an excuse to tax them at
that rate, is a sure way not of producing revenue but of preventing revenue,
not of punishing a small group of high-income bracket taxpayers, but of pun-
ishing the Treasury and punishing the other taxpayers who must take over the
burden of such fiscal errors.

E. The cities say "The Boland bill would open the road for tax avoidance"
by lowering rates of tax on capital gains.-But every table and chart based
on Treasury figures prove the opposite. High capital gains taxes check selling.
In the hearings before the Senate on H. R. 9682 (p. 702) Sevator Connally
stated in essence, "There is a difference between ordinary income and capital
gains. The taxpayer must pay on ordinary income. He has no choice. Bit
on capital gains he has a choice. He does not have to realize on his gains.
Unless he does, we shall not get revenue." This Is the kind of tax avoidance
that the House bill does not try to check. The Senate Finance Committee report,
1938 (p. 6), likewise stated substantially, "There is an essential difference
between income and capital gains. If income i earned, the tax must b'-' paid.
But on capital gains the tax is optional. The taxpayer need not pay any tax
unless he sells." The Treasury receives no revenues. Taxes are avoided.

The report of the House Committee on Ways and Means, 1938 (p. 7), likewise
pointed out the difference between ordinary income and capital gains. It
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showed that "No matter how high the rates, the taxpayer benefits from an
increase in Income. But on capital gains the appreciation does not have to be
taken. It is optional wilh t, , taxpayer. He can avoid the tax by refraining
from selling." The House bill does not face this kind of tax avoidance.

F. Again it is argued: "The Boland bill could provide an excesively low
rate of taation."-Is the 10-percent rate of the Boland bill excessively low?
Assume a stock earns $6 and sells for $100. Assume that the earnings increase
$3 to $9 and the stock rises to $150. If the stockholder sells, be takes a $50 cap-
ital gain. On a 10-percent tax, he pays $5 or 160 percent of the $3 increase
in earnings. Is that tax low? Or is it confiscatory?

Or let us regard the capital-gains tax as a sort of transfer tax. A 10-percent
rate on capital gains for the privilege of transferring from one security to
another Is a terrifically high rate when compared to the transfer tax now In effect.
This amounts to 0.25 percent to 0.33 percent of the market price. The transfer
tax yielded $12,000,000 in revenue to the Treasury. In 1940 the capital-gains
tax, including an 80-percent tax on short-term gains, brought likewise only
$12,000,000. If short-term losses were allowed in full, the $12,000,000 would
probably be zero or a minus quantity. Treasury statistics show capital-gains
tax averaged $31,200,000 in the decade 1931-40. The yield would have been even
less had not the Government limited deduction of capital losses. The stock-
transfer tax averaged annually about $23,200,000 for the same decade. But it
never showed a loss to the Treasury. It never befuddled markets. It was simple
to administer and to collect.

Critics of the Boland bill attempted to prove that high rates on capital-gains
tax are productive. They said that in the years 1926 to 1933 the net revenue from
capital-gains tax amounted to an average of $169,000,000, and for the years 1934
to 1937 the revenue averaged $01,000,000. It is interesting that this decline in
revenue occurred under higher rates of tax on capital gains.

For the 10-year period, 1931 to 1940, the capital-gains tax produced an average
of $30,000,000 a year. The recent yields have been particularly unproductive,
about $27,000,000 in 1939 and $12,000,000 in 1940. To quote Horace, "The moun-
tains were in labor and brought forth a mouse." But in 1931, 1932, and 1933 the
Government lost $184,000,000 In revenue through deduction of capital losses from
the incoe tax. But In the same 3 years the stock.transfer tax provided $76,000,000
of tax revenue to the Government. What more striking- evidence that capital-
gains tax is unproductive as well as complicated and pernicious, compared to
the stock-transfer tax?

Critics try to prove that low rates have little effect on the amount of revenue.
However, the report to the House committee, entitled "Million Dollar Incomes"
(1938), does not support this conclusion. In the depression, 1930 to 1932, under
low taxes, capital gains was a higher percentage of total income than during
the recovery period, 1932 to 1936, under high taxes. Conversely, losses deducted
were lower In the depression from 1930 to 1932 under low taxes than in the
recovery, 1933 to 1936, under high taxes.

The conclusion Is obvious. An analysis of the proposals for high tax rates
on capital gains shows that It Ignores official statistics. Figures are not adduced
to support this position. There are no such figures available In any Treasury
document. This stand Is based on an Illusion, an illusion as seemingly real yet
actually deceptive as the theory that the sun from morning to evening revolves
around the earth.

A book, War, Politics, and Emotion, by a physician, Geoffrey Bourne, published
last year by Liveright In New York, would be very helpful for the understanding
of many of our present-day problems. He says, "The great handicap to the solu-
tion of social and political questions Is that we rush to apply emotion as cures
without first attempting to understand the rational cause. No medical man
would attempt to treat any disease In this spirit."

Twenty-five years of experience with the capital gains Illusion shows that It
produces little or no revenue; that It prevents shifts from one security to another,
even into United States Defense bonds. Under this illusion the Treasury has
seen potential taxes come and disappear, like a farmer Watching a crop grow and
rot. This illusion has created unstable and hysterical markets. This illusion
locked up American stockholders in 1928 and in the spring of 1929, when all Euro-
pean raarkets, free of capital-gains illusions, were turning down, and when Euro-
peans were selling American shares in the London, Amsterdam, Paris markets
free of capital-gains taxes. This illusion is one of the most vicious fiscal con.
cepts that ever afflicted a nation. It brought no benefits. It wrought much evil.
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Troubled times face us after the war. American economic life must be rid of
this Illusion if the country is to face its problems realistically. Unless adequate
supporting data can be adduced, this illusion should be extirpated from American
fiscal thinking. The capital gains tax has no place in our fiscal system.

But the Government needs revenue in wartime. The Boland bill will save
the revenue-producing possibilities of the capital gains tax. It should be enacted
Into law for the duration of the war unless better support in facts and figures
in favor of high rates and in opposition to low rates than has been the case
thus far.

G. It has been argued that "The direct yield from capital gains and losses will
be less under H. R. 6358 than under the House bill H. R. 7378."-I have proven
conclusively from the Treasury's 0gures for the years 1938, 1934, and for the
period 1926 to 1933 that (1) high rates produce little revenue; (2) low rates
produce much revenue. The rates In H. R. 6368 are 10 percent. The rates In
the House bill H. R. 7378 are 25 percent. Can anyone find any official figures
for any year to disprove the above conclusions?

Representative Reed asked Mr. Paul in the hearings of March 30 how much
revenue would be lost if H. R. 6358 (the Boland bill) is enacted. Mr. Paul
promised the figures. They should be helpful and illuminating. They have not
been furnished after a lapse of 4 months. Representative Carlson then asked:
"What would be the loss or gain in revenue If the Treasury's proposal were
adopted?" Mr. Paul did not answer the question, and promised no computation
or estimate. He merely stated that he expected that there would be a gain.
These figures have not been furnished to date, August 7, 1942.

H. Direct yield front capital gains.-The rates were lowered for the year 1938
and Mr. Paul admitted: "The estimated total net capital gains * * * rose
from $661,000,000 in 1937 to $817,000,000 in 1938." Mind you, 1937 marked the
end of a long bull market which started in 1933. Not also that 1938 marked
the bottom of the sensational bear market (April 1) and the average stock price
level in 1938 was about equivalent to that of 1935. Yet the lower rates produced
more capital gains in the poor year 1938 than did high rates In the good year 1937.

Representative Carlson In the hearings of March 30 asked Mr. Paul if capital
losses did not wipe out capital gains over an extended period of time. Mr. Paul
replied that there was a substantial net gain !or the %,Lcole peilod. But the
Treasury figures released on March 18 and cited in my testimony on March 20
show that if the 5 extraordinary years 1925-29 are omitted thcre is n net capital
loss of over $8.3 billion, or an average net capital lose per annual of $447,000,000
for all the remaining 19 years, 1917-24 and 1930-40 (page 931).

Representative Carlson Inquired whether capital losses or deduwtlons from
income were taken into consideration. The Treasury's figures show tLh amazing
fact on exhibit 7 that the years 1938, 1939, and 1940 each had a net balance of long-
term losses, but exhibit 3 for the same 3 years shows net revenues from capital
gains. How can the Treasury get net revenues out of taxpayers' net losses?

Mr. Paul stated further: "The proponent of H. It 6538 (the Boland bill nouw
suggested to the Senate Finance Committee) who presented the most detailed
statistical evidence, Mr. Ellsha M. Friedman, estimated that * * the bill
would bring a permanent annual yield of between $200,C00,000 and $600,000,000, as
compared with an average yield of $30,000,000 a year during the decade 1931-40.
* * * Mr. Friedman's estimate that the 10-percent fiat rate * * * would
yield between $200,000,000 and $600,000,000 a year would require between
$2,000,000,000 and $6,000,000,000 of net capital gains * * *. In 1938 * * *
only about $657,000,000 of net long-term gains were reported." Mr. Paul has thus
presented the figures which support and confirm wy estimates. In moving from
the bottom of the year to the top of the year the market does not move In a straight
line. It travels over a long round-about range or "mileage." Over a period of
years this mileage is from 2 to 5 times the net advance. In 1938 this ratio hap-
pened to be 3.2 times. Now under the Boland bill urged for adoption there is no
difference between long and short gains. Therefore, the Treasury would have
collected taxes on all the intermediate movements, amounting to capital gains of
3.2 times the above $657,000,000, or $2.1 million. On this sum a 10-percent rate
of tax would thus furnish more than the minimum estimated yield of $200,000,000
in a year like 1938, which included the vicious end of a bear market that, in all,
cut the Dow-Jones average of industrial stock prices by 50 percent.

Furthermore, the Boland bill would make it possible to include short-term
gains from the brackets, not only of the low incomes but also the high incomes,
who now cannot realize them. Mr. Paul stated that the short-term gains in
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1938 were $160,000,060. However, In the low-income brackets where short-term
gains and long-term gains were taxed at the same flat rate in 1938, the short-
term gains were actually greater than the long-term gains. For example, on
incomes under $5,000 short-term gains were 150 percent of long-term gains.
Of course, as the income-tax rates rose, this percentage of short-term gains
faded away from 150 percent in the lowest income bracket to 0.30 percent in
the highest income bracket. If the rates of tax on capital gains were low and
flat, then all income brackets should show short-term gains equivalent to 150
percent of long-term gains. Mr. Paul stated that long-term gains in 1938 were
$657,000,000. Therefore, on the above calculation, short-term gains should be
150 percent, or $985,000,000. On this amount a 10-percent rate would, therefore,
add approximately another $100,000,000. On Mr. Paul's own figures, therefore,
the Boland bill would have shown for 1938 a net yield to the Treasury of more
than $300,000,000.

Mr. Paul calls these estimates "extravagant." They were indeed "extrava-
gant" in comparison to the $12,000,000 apparently collected in 1940. But any
reasonable calculation on the basis of the value of all shares listed on the New
York Stock Exchange would support the estimate of a minimum yield of $200,-
000,000 from the New York Stock Exchange alone. In addition to the approxi-
mate $40,000,000,000 of market value of stocks listed on the stock exchange, there
were in 1940 farm land and buildings of $34,000,000,000, and non-farm dwellings
of $80,000,000,000, or a total of $114,000,000,000. There are also about $70,000,-
000,000 of stocks unlisted and dealt in on other stock exchanges, making a grand
total of about $180,000,000,000. A realistically framed capital-gains tax law
should make these assets of farmers and real-estate owners become liquid and
should increase the above estimates based on New York Stock Exchange transac-
tions alone. The estimate of a maximum yield of $600,000,000 is based on active
years when the stock-exchange fluctuations wcre greater than in 1938 and when
the travel ratio or mileage was greater. Details are shown in my statement
before the Senate Finance Committee on H. R. 5418, August 13, 1941.

I. Indirect effects of capital gains and loss taxation on revenue from other
sources.--Officials stated: "The imposition of a low tax rate on capital gains
* * * would give * * * a strong incentive to convert other income Into
capitfil gain, * * A tock may be purchased ex-dividend, L e., Imedi-
ately after the payment of the dividend, and sold cum-dividend at a gain, imme-
diately prior to the payment of the next dividend. The dividend, which accounts
for part of the difference In price, is in effect realized as a capital gain." Let us
assume a stock pays $1 quarterly. Who would be so unwise as to buy a stock
paying a dollar quarterly for the purpose of getting a $1 rise or capital gain in
the price in 3 months to avoid paying income tax on the next dividend? What a
risk to take for 3 months. Such a buyer might find that the price of the stock
went down 20 points in the 3 months between dividends. This argument seems
to reveal unfamiliarity with the securities markets.

J. The effect on the volume of market activity.-To say, as do officials, that
the volume of activity from year to year depends on other factors besides the
capital gains tax is a truism. To compare yields of capital gains tax in various
years is gratuitous. The important fact is that in any one year and in every
year the volume of capital gains realized moves in very close correspondence with
the varying rate of tax on the several income brackets. The correlation is
astounding as shown in table IV, page 10, Statistics of Income for 1938. Let the
tax experts pick a single year in which this is not true. In any year all other
%undittons remain the same for all tax brackets and the sole variant is the gradu-

tl,in in tax rates on the several brackets of income within the year. To com-
pare several years or to introduce aliens factors is to confuse the issue. One
fact studs stark and bold. Rates of tax determine the volume of capital gains
for every comee bracket within every year from 1917 to 1940. Low rates pro-
duce large g.ns. High rates produce low gains.

K. Effects o' risk capital.-Officials stated: "The Treasury proposal (since
embodied in the Rouse bill H. R. 7378) * * * grants special relief to per.
sons deriving incouies from capital gains, providing a lower maximum rate on
long-term capital gaitl than on other income." Here again is a confusion of
thought between capital *;%Ins and income. Capital gains are not income. Until
this is admitted there can be no meeting of minds. It one argues that 2+2
equals 5, then, of course 4+4 might equaL 10. One can thus develop a whole
series of corollaries, all consistent with each other, but all of them utterly false.
Treasury testimony on March 12 shows that though Income persists and is
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fairly regular, capital gains fluctuate wildly and turn to losses. Wage or salary
never becomes a minus. There is no point of similarity between capital gains
and Income except that they are both expressed In dollars and a taxpayer receives
them. They are as similar as pigs and pig iron. A tax on capital gains is a
tax on capital.

L. Oonsideration of equity, or the taxation of gains at progressive rates.-The
Treasury states that "to tax capital gains at a fiat 10 percent at the time that
income would be taxed up to 90 percent is indefensible discrimination." There
was no discrimination from 1918 to 1921. Capital gains were considered as
Income. Capital losses were considered as deductions from income without
limit. As a result of such deductions the Treasury lost much tax revenue dur-
ing these years. After 1922 a discrimination was made. The laws on, capital
gains taxes and Income taxes were amended and modified independently of each
other, as shown In the Vlnson report (1938) which gives the history of legisla-
tion on capital gains. A striking recent case is the fact that In 1938 the income-
tax rates remained unchanged under the 1936 law but the capital-gains-tax
rates were drastically reduced. For example, for a taxpayer in the $500,000
bracket of income, holding securities for more than 2 years, the rate on capital
gains was cut from 42 percent in 1937 to 15 percent In 1938 though his income-
tax rate remained unchanged. But capital gains is not income. Why confuse the
two? Does the individual in the high-income bracket pay a higher rate on the
stock transfer tax than one In the lower income brackets? Does the person in
the high-income bracket pay a higher rate of excise tax on beer or on chewing
gum than one in the lower come brackets? What does an 88-percent Income tax
have to do with the rate of tax either on capital gains or on stock transfers, or
on beer or on chewing gum?\

M. The distinction between short-term and long-term gains.-Mr. Paul stated:
"Gains on assets held less than a year are as current as other types of income
earned during the same period." But are they as regular and as persistent?
In fact, Mr. Paul refuted himself on the same day, March 30. In answering
Representative Knutson at the hearings, Mr. Paul said: "Nobody can tell what
the market will do In the future. That is the very nature of the stock market.
It may go up or it may go down." Would Mr. Paul make an equally non-

ini iLtal rewark about a worker's wagcs or an employce's salnry9 A lawypr
or an employee may have about the same income 5 years In succession. Can
Mr. Paul find any stockholders that have capital gains 5 years in succession?
Mr. Paul admits, "There is, of course, no exact dividing line between long-
and short-term gains." He then states that gains on assets held for less than
1 year raise no accrual problem but gains on assets held for 2 years or more
do raise an accrual problem. Is this not reasoning in circles? Does this not
beg the question? Does the mere fact that an artificial accrual problem is
thus created justify a different rate of tax? Mr. Paul still does not answer the
practical problem. Why should a capital gain be subject to an 88-percent rate
as income tax on one date and only a 25-percent rate on capital gains tax
2 days later, that Is, 1 day before and 1 day after some imaginary dividing
line between long- and short-term gains, whether 12, 15, 18, or 24 months?

N. Concerning the rate on long-term gain&.-Mr. Paul states that the 15
percent rate on capital gains was enacted in 1938 when income surtaxes were
lower and therefore that the tax on capital gains should increase to 30 percent
to bring It In line with other income. This is merely an example of the con-
sistency in error. Why does Mr. Paul fall to state that in 1938 capital gains
tax rates were drastically reduced, while income-tax rates remained unchanged
and high-up to 75 percent? If capital gain is not income there is perfectly
good reason for not increasing the rate now. And capital gain is not Income,
as Mr. Paul indicated in his forecast above that "the market will either go up
or go down."

0. On the segregation of losses from other income.-Offlcials stated: "Both
H. R. 6358 (the Boland bill) and the Treasury recommendations (now in the
House bil H. R. 7878) would eliminate the deductibility of long-term losses
from income." However, there is this vital difference. The Boland bill, urged
now is consistent. Losses ar, not deductible, because gains are not taxable
under income-tax rates. But the House bill H. R. 7378 would tax capital gains
as income and disallow losses as deductions from Income. Shall the Treasury
eat its cake and have it too? Heads, the Treasury wins; tails, the taxpayer
loses.
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VII1. ANALYSIS OF HOVSE BIl, H. X 7378 WHICH RIPLALCED BoLAND BILL H. IL 6358
I1 UGHT OF 0WIC.AL FIGVRrB AND PAST 2EXPEBIMCE

A. The House bill would virtually abolish the distinction between long-term
and short-term gains.--The House bill provides that long-term losses may be
offset against short-term gains and that short-term losses may be offset against
long-term gains, and further that long-term losses should he regarded as short-
term losses in that they may henceforth not be deductible from Income. Thus,
the House bill, at one swoop, abolishes the distinction between long- and
short-term gains. After the many successive amendments to the act, since
1921, the House bill now provides for the first time that, though arbitrary,
and artificial, the several distinctions, between long-term and short-term hold-
ings be abolished.

Yet at the same time, the House bill makes the opposite provision that a 15
months' holding period distinguish long-term gains from short-term gains. Is
this not inconsistent and Illogical What Is the object? Is It to Increase
revenue? Treasury statistics for 20 years prove that the short-term gains were
taken only by taxpayers In the low brackets of income. The rich paid little
or nothing on short-term gains. Does the House bill therefore offer this pro-
vision in order to reduce revenue? For reduce revenue it will. As the income-
tax rates are now sharply to be raised, ,hort-term gains taxable as income
will be taken even more sparingly than In the past. The tax will not reach the
rich. Is this the Intent?

This is not theory. This Is fact. Should not this committee ask its experts
what figures support this new and self-contradictory proposal? Even when
the Vichy government introduced the capital-gains tax on France it made no
discrimination between short-term gains and long-term gains. The period was
reduced to 3 months and the rate to 10 percent. After 3 months there was no
tax.

B. The House bill provides that long-term losses should no longer be deductible
frotm income, but treated like short-term losses, not deductible from income.-
This Is not a new proposal. It was legislated in 1916 and repealed in 1917. It
was legislated in 1934 and repealed In 1938. Now it is being proposed a third
time. Why? Is past experience of no value?

Apparently, under the new provisions, the House bill no longer considers
long-term capital gains as Income. This theory Is correct. For Treasury sta-
tistics prove abundantly that capital gains are neither regular nor persistent.
And to support the theory that long-term capital gains are not income, it In
now provided in the House bill that long-term losses should not be deductible
from income. They are put Into a different category from Income. Therefore,
why does the House bill now provide to raise rates on long-term capital gains
just because it provides to raise rates on Income?

C. The House bill provides the reduction of the holding period from 24 month*
to 15 mOnths. This reduction is without value to the Treasurp. The 15-mofth
period is harmful to our war fleance.-In the current rapid movements of world
history, how few can take a commitment for 15 months? The Treasury says
it Is on a 24-hour basis. Is It fair to expect the investor to be on a 15-month
basis? Can the committee's experts prove that under the House bill the 1.5-
month period would produce more revenue under the 25-percent rate than did
the 24-month period under the 15-percent rate? The revenue-producing factor
Is not the shorter holding period, but the lower rate.

Property tied up by contrct Putomatically depreciates In value. The hold-
Ing period, whether 24 or 15 months, tends to depreciate market prices substan-
tially, whether of real estate, farms, or shares. Therefore, the Treasury today
collects le.s in Interitance or gift taxes than it might if there were no holding
period or if there were a free market for such assets.

Besides, we need planes, tanks, and guns now, not In 15 months from now.
We are talking about collecting Income taxes weekly. Why defer collecting
capittl-gains taxes by 15 months? The tax that the Treasury may collect in
15 months, if the market stays up, is of less value than the tax that the Treasury
will surely collect on short swings In the market, boday, tomorrow, every day, if
the holding period Is abolished.

D. The House bill provides a 5-year carr-over. Tis sould eompletety de-
stroy the Treasury receipts from capital galns.-From 1917 to 1(40, for the coun-
.try as a whole, there was only one 5-year perind-1925-29--which showed that
the Treasury reporte( total net capital gains for every year of the period. The

76093-42-vol. 1-7



1240 REVENUE ACT OF 1942

rate on long-term gains was then only 12% percent. Figures submitted by
the present witness to the Senate Finnnce Committee on HL. R. 9862 on March
18, 1938, show that, beginning with 1917 and ending with 1936, most of the
6-year periods showed net losses. The Treasury would therefore have received
no taxes. The period from 1925 to 1929 constituted the exceptions.

These results are confirmed by statistics of a sample of wealthy taxpayers.
The report, Million Dollar Incomes (Government Printing Office, 1938), pages
40-43, prepared for the Joint Congressional Committee on Taxation, shows that
for the 5 years of the boom period, 1925-29, there were for these particular tax-
payers net capital gains; but that In the remaining 15 years, namely, 1917-24
and 1930-36, there was a net capital loss. Furthermore, the report of Hon. Fred
M. Vinson, chairman, Subcommittee on Taxation, to Hon. Robert L. Doughton,
chairman of Committee on Ways and Means, January 14, 1938, shows for all
taxpayers the following tax receipts or deductions (p. 90) :

Tax deductions for capital losses, 1930-32 ---------- $184,000,000
Tax receipts from capital gains, 1933-35 ---------- 118, 000,000

Net tax loss for 6 years ------------------ 68,000, 090
E. A 25 percent rate hs proved unproductive in the past.-The reasons are

obvious. Assume that a stock earning $6 per year is selling at $100. The earn.
Ings rise by $3 to $9 and the price rises to $150. The owner sells and Invests the
proceeds in another stock earning $9. The capital gain would be $50, and at a
25 percent rate the tax would be $12.50, or over four times the $3 increase lu
earnings. Obviously, an income-tax rate of 400 percent for the mere privilege
of transferring to another security would be not a tax but a fine. It would be a
capital levy. It would put a penalty on good management and on growth of
business.

There Is evidence from official statistics to show that in the past a 80 percent
rate in certain income brackets, a rate close to the proposed 25 percent, produced
little revenue, certainly much less revenue than the lower rates In effect at the
time for other Income brackets.

In 1938, for example, a surtax rate of 80 percent applied to the $50,000 income
bracket. Short-te- . uinq wpre thprp ore taxed at that rate, but long-term
gains were taxed at the 15 percent rate. What does the official record show?

Percent
Income brket Short-term Longterm short-

gains taken gains taken term to
long-term

Under 8,00U .............................................. $45, No, 000 $30, 300 a, IsI$W,000 to $100,0(A .................. ........................ 6 Weo 000 2t, 8o90, 000 37

Pereew PerefPte
Ratio of hlgh-bracket to low-bracket gains .................. 14 9 ............

Source: Statistics of Income, U. S. Trasury, 1938, table 4, p. 10.

Here you have tangible evidence that long-term gains under the low rata, 1!
percent, were much greater than on the short-term gains under the high Income-
tax rates, 30 percent-three times as great. What evidence have the tax experts
to believe that the situation will be different in 19427

An even more sensational demonstration is available from another Government
document, the Vinson report, 1938, table 6. page 81. This shows the 1934 results
for capital gains classified by period of holding and by income rates. It was in
that year that the capital gains rates had five holding periods for each ncome-
tax bracket. The lowest holding period was under 1 year. The highest was over
10 years.

A rate near to the House bill's new 25-percent rate was the 33-percent rate
which, under the 1934 law, was applicable to capital gains taken during the period
2 to 5 years by persons with incomes over $100,000. In this holding period of 2
to 5 years, capital gains were considered as 60 percent of income, The licqme-
tax rates In that year ranged from 52 percent on incomes of $100,000 to 59 percent
for incomes over $1,000,000. Therefore, if capital gain is regarded as 60 percent of
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income, then the capital-gains rate payable would be 31 to 38 percent. What were
the results under the 1984 law? What were the capital gains by periods for
incomes of $100,000 and over?

Actual 1934 capital gains on incomes over $100,000 by periods of holding:

Capital gain Average rate Capital gains taken
Holding period regarded of tax onaa income capi Thousands Percent

up to- of dollars Of total

Petrtd Pamt -
Under l year ................................... 100 i ,772 13. 
I to years .................................... 8) 44 4,143 & 5
2 to 8 years ..................................... 60 33 138 .3
6 to 10 years .................................... 40 22 Z,077 4.2
Over o years .................................. 30 18 34,398 70.2
Not stated ................................................... -............. 1, 40 3.0

Total ................................................................ 4,006 100.0

Apparently the 33 percent tax rate produced only one two-hundred-and-fiftieth
as much Treasury revenue as the 16 percent tax rate. Most of the yield, 70 per-
cent, was derived from the 16 percent tax rate. let the House bill now proposes
a 25 percent rate. What tangible evidence can the tax experts adduce to prove
that in 1942 the 25 percent rate will not again be as unproductive?

The question may be regarded from another angle. Take again the anove table
o in the Vinson Report (1938) showing the 1934 returns and compare the yields
in the holding period of 2 to 5 years for the several classes of incomes. In the
period 2 to 5 years, 60 percent of the capital gains were considered as income.

I Capital gan taken-

11W gairs p.
rats tax rate I Thousands Percent of

of dollasa total

SD to -000 ..............-....................... 4 24 6,0G 31.0
$,000 to $2000 ............................... 4-17 6.0 9,397 47.0
21,000 to $5.000 ............................... 13, .& 0 3,203 16.5
55,00 to $sino00 ..............................-- 24.0 962 4.8
Over $100,000 ................... ...... -------- 3&0 138 .7

Total ..................................................... , 0----------10. 0

Here is a progressive decline in capital gains taken as the tax rates rise. At
the 33-percent rate the amount of capital gains taken was the lowest of any income
bracket. The 13-percent rate produced 24 times as much and the 6-percent rate
68 times as much. Let the committee's experts adduce any statistics to support
the provision of a 25-percent rate on the basis of the returns for 1934. The House
provision of a 25-percent rate would seem to have been unproductive and futile in
1934. Why not In 19427

Similar evidence may be adduced for the years 1926 to 1933 (Vinson report,
table 8, p. 88). This table shows that, for the classes of income of $1,000,000 and
over, short-term capital gains, taken under the graduated income-tax rates,
averaged around 12 percent of total gains and fell as low as 7 percent. The long,-
term capital gains taken at the lower flat rate of 12% percent averaged 88 percent
of total gains and were as high as 93 percent.

Now capital gains are taken at the option of the taxpayer. You catch flies with
honey, not with vinegar. The higher the rate the less are the gains taken. The
lower the rate the more are gains taken. If the capital-gains tax were regarded
as a sbrt of transfer tax and a low rate set accordingly, the yield should be very
great, probably In excess of the maximum ever collected under higher rates. The
automobile makers built up a vast business on the principle of lowering prices and
increasing volume and profits. Let the Senate Finance Committee note this
principle.

The present inactivity of the market and the low volume of transactions is an
illusion of peace and quiet. If one analyzes stock transactions in the light of the
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Treasury returns, it Is evident that most of the stock-exchang, transactions are
for the account of small people. To the big investors and stockholders the stock
market is virtually closed today. They cannot buy and sell under the existing
rates of tax on short-term gains. An analysis of the transactions of a few
stock-exchange firms will support this view. The same illusion applies to the big
holders of real estate or farm lands. These markets are artificial, narrow, and
confined to a class of small people who know little. Therefore, the market move-
ments are erratic, like that of dead frog muscle touched by an electric wire. But
If the fear of inflation becomes widespread the large holders of cash and bonds will
rush to buy shares, but few stockholders will sell shares. A buyers' panie should
ensue. Stock prices will skyrocket, This is exactly what happened in Vichy-
France, under the original capital-gains tax rate of 30 percent imposed in 1941
for the first time in the history of France.

F. Official statistics do 'ot support the House bilL.-Trhe statistics presented
above provide evidence that the terms of the House bill are refuted by experience
and past records. For these terms there seems to be no basis. The Treasury
is unable now to make any estimate of receipts from the tax on capital gains. In
fact the very method of publishing the returns from the capital-gains tax makes
it impossible for the Treasury to prepare any estimates. It was not until 1938
that capital gains were segregated Into short-term and long-term, but even then
capital losses were not so segregated. The Treasury's published data affords no
evidence that the present proposals would be useful, practical, or revenue
producing.

Capital gains are the folklore of Government finance, shrouded in mysticism.
Therefore the witness very respectfully recommends that the provisions of the
House bill for a capital-gains tax be replaced by the provisions of the Boland
bill which are supported by official statistical data and factual evidence.

G. What data must the Treasury furnish for Congress ?-Statistics of the
capital-gains receipts are merged in the record with the regular income tax.
Congress is therefore in a position of a surgeon, operating on the body politic
In the dark and without knowledge.

Since 1917 there have been a great number of variations in the capital-gains
i ax. We changed the Inlding period. We separated long- and short-term gains
and losses. We permitted, prohibited, and then Ilmitect aeductiuao u! lu,,es
gains, long term and short term. There is no clear record of what were the
results of the various procedures. Imagine a7 physician changing treatments
and not recording the results. We have changed the rate from 12% percent up
to the maximum income-tax rates and down again to 15 percent, but no one
has compared the effect of such variations in rate on the volume of tax receipts.
We have had carry-over losses for varying periods. The data in the Treasury
has not been studied or presented. There can be no intelligent legislation on
the capital-gains tax until the facts are presented.

The writer had the task of a fiscal Sherlock Holmes, piecing together evidence
which however has proved irrefutable. A full record of the facts would make
the argument unnecessary.

The Senate Committee on Finance should Insist on having for the entire period
of capital-gains-tax legislation, 1913-40, adequate statistics to show the effect
on the volume of revenue as several features of the law were changed. The
Treasury should furnish the following data:

(a) Revenue receipts and revenue losses to the Treasury, through deducting
capital losses from regular Income, 1917-40.

(b) Short-term capital gains, short-term capital losses, and net excess, 1917-40,
showing the features of the legislation then effective with respect to rate, holding
period, offsets, etc.

(c) Similar data on long-term capital gains and losses.
(d) Both the long-term and short-term gains and losses should be classified

by income groups. This would show the effect of rising tax rates upon the
volume of Treasury receipts from the various groups.

H. Where is the supporting data?-Where are the facts and figures that would
support the assumptions of the House bill, H. R. 7378, that-

1. Capital gains recur regularly like ordinary income.
2. So-called long- ond so-called short-term gains differ in origin, In nature, in

motive, and method of realization.
3. A 5-year holding period will end with a net gain for the stockholders and

the Treasury.
4. Higher rates produce more revenue and lower rates produce less revenue.
5. H. R. Ml.'58 (the Boland bill) will produce less revenue than either the present

law or the House bill, H. R. 737&
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6. The House bill, H. R. 7378, would produce more revenue than the present
law or than H. R. 6358 (the Boland bill). Such facts and figures cannot be
submitted because no such data exists.

I. The terms of the House bill violate basic tax principles-The proposals on
the capital-gains tax violate tested tenets of taxation, namely:

1. The tax should produce revenue. High rates of tax on capital gains never
did and never will.

2. The tax should do little harm. The proposed rates will again in the future,
as in the past, boom the market in real estate and in securities, and will again,
as in the past, lead to a violent collapse.

3. The tax yield should be certain. The yield from tuls tax is so uncertain that
the Treasury has never yet been able to approach any reasonable estimate.

4. The tax should not destroy its source or the source of other taxation. The
proposed rates would hamper individual risk taking and thus reduce future income-
tax receipts.

J. The House bill will, if enacted, probably cause a wild inflation in real estate,
farm land, and securities.--The proposed high rate of tax on long-term gains and
the prohibitive rate on short-term gains places a penalty on the seller but none
on the buyer. The Treasury will thus create a one-way market. If there Is a
free market, so that persons can sell without any penalty or with a slight penalty,
the market could be kept In equilibrium between sellers and buyers. But If the
market should consist mostly of buyers and of few or no sellers we shall repeat
on an aggravated scale the experience of 1929 and 1932.

The capital-gains tax deterred people from selling In the late twenties. The
main European stock markets, in London, Paris, Amsterdam, Brussels, etc., were
free of a capital-gains tax. All these markets turned down, beginning with the
spring of 1928 to the spring of 1929. The American markets, restrained by a
capital-gains tax, carried on the rise Into the summer of 1929, and at an excited,
hysterical speed. Then came the collapse, which ran for 3 years Into the summer
of 1932. The Dow-Jones industrial index of American shares declined to one-
tenth the peak levels, but European shares to one-half or one-third only. The
collapse brought In its train world-wide unemployment, social disturbances, the
rise of Naxtism. and thpn th war. Of nnrap, the oanital-a'nla tat wpi "at th!p
sole factor in this sequence of events, but it was an Important contributing factor.

It takes no prophet to predict that the coming boom In property and the coming
collapse under the proposed restrictive capital-gains tax will exceed by far that
of the period of 1929-32. The higher rates of tax on both long-term gains and
short-term gains will be even greater deterrents to selling on the rise. Now,
with the rapidly rising debt the threat of the depreciation of the dollar Is greater
than ever. Let the Senate Finance Committee consider carefully the terms of
the House bill on capital gains. Similar provisions have in the past proven to be
not merely economically futile but fiscally unproductive. The provisions will
threaten a wild inflation and a perilous collapse in our national Life. How grave
is your responsibility for wise action I

rX. CONCLUSIONS CONCERNINo THE HOUSE BILL

Twenty-five years' experience justifies the repeal of the capItal-gains tax. But
the Government needs revenue In wartime. There are revenue-producing possi.
bilit.les in a low rate of tax on capital gains--a sort of high transfer tax on switch-
ing securities. The Boland bill (H. R. 6358) exploits these revenue-producing
possibilities. It will simultaneously provide great additional benefits. The provi-
sions of the House bill would further reduce revenue and would have very serious
restrictive effects on the market for farm land, for real estate, and for securities.
They threaten dangerous inflation. The provisions of the Boland bill should be
included in the Senate tax bill and remain in effect for the period of the war.
The Treasury's own statistics support this conclusion.

In filing this brief to support the oral statement, may I say that it refutes the
major provisions of the House bill, H. R. 7378 This brief shows that the 15
months' holding period Is artificial and prevents realizing of gains at income-tax
rates. It shows the unsoundness of segregating short-term capital gains from
long-term capital gains. It proves that the House bill cannot produce any
revenue. It shows that the right to offset losses, either long or short, against
gains, long or short, must result In realizing losses, of which every portfolio has an
abundance, in order to offset gains. Finally, it presents evidence that a 5-year
carry-forward would, over the whole period since 1913, except for the period 1925
to 1929, have resulted in the wiping out of revenue from the capital risk tax.
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At the House hearings Representative Disney, of Oklahoma, stated:
"I should like to make this observation, Mr. Chairman. Mr. Robertson said

to me privately awhile ago that when the committee gets into the subject of
capital gains we get into a fog. It seems to me that it would not be a bad idea
for a subcommittee of two or three members to try to get to the bottom of his
subject for the benefit of the rest of the members of the committee."

The Committee on Finance may be convinced by the avalanche of statistics
supporting the terms of the Boland bill, H. R. 6358, and destroying the assumption
on capital gains in the House bill 7378. If the committee is not convinced, may
I respectfully suggest that perhaps your committee may find Representative
Disney's suggestion of value? Such a subcommittee of the Senate Committee of
Finance would realize on study that there are abundant statistics to support the
provisions urged above. The bill on taxing capital gains introduced by the late
Honorable Patrick J. Boland might well form a sound basis for a tax on capital
risks, which would be productive of revenue, would unfreeze the securities mark-
ets, and revive the spirit of enterprise now rapidly withering.

ELx8HA M. Fnmhuz.
Nszw Yovx, August 7, 1942.

ADDITIONAL STATEMENT OF ELISHA X. FRIED11M , OF NEW
YORK, N. Y.

TE MFZC OF IEOPOSF CORPORATIONN TAXES WITH SPECIAL REFERENCE TO
PUBIC-UTIITY COMPANIES

Mr. FRmMAN. If you will be kind enough to give me a few minutes
more, I should like equally rapidly to go through my public-utility
statement.

The CHAIRMAN. All right, sir.
Mr. FEMMAN. Perhaps a historical perspective wil enable us to

see more clearly both our problems and the proper political attitude
toward them.

About 100 years ago, and as a result of the Napoleonic Wars, the
world was in a state of instability, almost matching the present. It
was between the two revolutions of 1832 and 1848. In England, the
Chartist agitation resulted in riots in Birmingham and Newport. The
National Chartist Convention publicly urged the use of force. In
France, there were revolts in Paris and Lyons, and an attempt to
assassinate King Louis Philippe. In Spain, the Carlist War was on
and there were insurrections in Madrid, Aragon, Andalusia, and
Catalonia. In Portugal, uprisings were chronic. In Italy, the new
revolutionary society, Young Italy, made the country seethe. In
Germany andAustria, the Metternich system or reaction and repression
was in full force.

At that time-1838--the English poet William Wordsworth, in
sonnet IV, Dedicated to Liberty and Order, wrote:

Blest Statesman He * whose eye
Sees that, apart from magnanimity,
Wisdom exists not; nor the humbler skill
of Prudence, disentangling good and ill
With patient care. What tho' assaults run high,
They daunt not him who holds his ministry,
Resolute, at all hazards,- to fulfill
Its duties-prompt to move, but firm to wait---
Knowing, things rashly sought are rarely found;
That, for the functions of an ancient State-
Strong by her charters, free because imbound,
Servant of Providence, not slave of Fate-
Perilous is sweeping change, all chance unsound.
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With that as an introduction, I should like to go rapidly through the
utility brief.

Senator CONNALLY. He was a fine poet, but he never sat on the
Finance Committee.

Mr. FRI=MAN. I beg your pardon. What is that?
Senator CoALLYu. I was just carrying on a little soliloquy. Mr.

Wordsworth was a fine poet, but he never sat on the Finance Com-
mittee.

Mr. FPwmX AN. Undoubtedly, he would have considered it a high
privilege and would have fortified a poet's insight with knowledge.

Owing to lateness and the limitations of time, I shall summar e
a brief containing supporting tables of statistics and charts which I
hope you will permit me to file for study by the committee and its
experts.

I. INTRODUCTION

The House bill, H. R. 7378, despite exhaustive hearings, has left the
tax on utilities as a serious threat to the industry, to its usefulness
during the war, to its survival after the war, and to the whole concept
of private enterprise. Probably never before in its history has the
industry faced such a critical moment. This statement will present
the facts describe the conclusions, outline the causes, and take the
liberty of suggesting certain remedial provisions to avert the threat in
the tax bill as it now stands.

U1. FACTS

A. The Secretary of the Treasury enunciated a sound principle of
taxation.---"A tax which dips too deeply into the income of low-earning
corporations may seriously affect their debt-paying capacity, if not
their very existence."

This principle is the heart of the utility problem. Unfortunately,
H. R. 7378 ignored this sound principle enunciated by the Secretary.

B. The utility industry is unique for the high investment per dollar
of sa&-.-IUtilities require about eight times as much fixed capital per
dollar of annual gross earnings as the average industrial company. A
tax, therefore, may be fair to manufacturing companies and grossly
unfair to utility companies.

C. The utility industry has its rates flxed by Government authorities
and is allowed only a small net return.-Therefore sharp increases in
taxes have a unique effect not evident in industrial companies.

D. Utilities are unique also because their volume of sales has not
expanded greatly through war demands.-Indeed, the war has dis-
organized the profitable part of their business-residential and com-
mercial load-through dim-outs, curtailment of nonwar production,
and discontinuance of important lines. such as sales of automobiles,
home appliances, and so forth.

E. Utility rates have been declining since August 1939, while other
comon,odity prices have been rising.-The 0. P. A. put ceilings on in-
dustrial commodities. The utility industry has had ceilings for a
long time.

. Utility taes have increased markedly.-In the last decade the
percentage of gross revenues paid in taxes has doubled and the balance
available for return has correspondingly declined. Utilities are
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unique also in that they are subject to special taxes not paid by indus-
trial corporations, such as energy tax.

0. Utility costs have risen but utility selling prices have fallen.-
Taking 1939 as 100, taxes have risen 45 percent; equipment and con-
struction material 12 percent; labor costs also have risen. At the same
time rats per kilowatt-hour have actually fallen about 3 percent.

H. Utility net earnings have been declining while industrial net
earnings have been rising.-The industrial companies experience sharp
rises in selling prices and likewise sharp increases in volume.

Not so the utilities. During the past 6 years net income before
taxes has risen 1.5 times; Federal income and excess-profits taxes have
risen 6.0 times; and net income after taxes has actually fallen to 0.66.
Under the taxes on corporate income and excess profits a representa-
tive group of operating electric utility companies, like Consolidated
Edison (N. Y.), Consolidated Gas (Baltimore), Pacific Gas & Elec-
tric, and so forth, would, if applied to the 1941 earnings, have shown
a decline of 33 to 53 percent from such actual reported net earnings
after taxes of 1941. Such earnings after taxes under H. R. 7378 would
be below reported net earnings after taxes during the base period of
1936-39 by about 33 percent.

I. Utilities have shown long trend of falling rates, falling earnings,
and rising taxes.-They virtually have been a tax-collecting agency
for the Government. Should not they be kept alive if only for this
purpose, to say nothing of their peculiar significance in the indis-
pensable contribution to war production?

J. Ulitly twv Wac;Thdn".tc against privately owned utilities and
avor publicly owned utilities.-The customers of the latter are not

Daring their share of the war burden.

M. WHAT ARE THE CONSEQUENCES OF THE FEDERAL TAXATION ON UTILITIES?

A. The utilities uniquely have been hurt by the war and not bene-
flted.-Increased sales due to the war are almost entirely in the low-
priced services supplied to industries. The increased demand re-
quired expansion of plant and equipment without a corresponding
increase in gross earnings.

B. Utility earnings are les than the reasonable return allowed
them by the courts and commissons.-The tax provided in H. R.
7378 sets a limit of 5 percent earnings on capital exceeding $200,000,-
000. A 45-percent corporation tax then leaves a return of only 2.75
percent. This is not a reasonable return as defined by courts and
commissions. Such a return will not attract additional capital. How
can even a preferred dividend of 5 or 6 percent be paid?

C. The taxes in H. R. 7378 would further reduce earnings and
dividends.-Important operating companies like Consolidated Gas
Public Service of New Jersey, and Pacific Gas & Electric would
under this bill show net earnings after taxes in 1941 lower than in
the base years 1936 to 1939 by 33 percent or more. For example,
for the Public Service Co. of New Jersey, Federal income taxes took
about 25 percent of the net income in 1989. Under H. R. 7378 this
percentage will rise to about 75, and if local taxes are included--84
percent. In 1941 the company earned $2.04 per Rhare and paid $1.95
in dividends. Unless the provisions of H. R. 7878 are modified there
will be little or nothing left for its common stockholders.
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For the industry as a whole net income will decline 30 percent be-
low 1941. Dividends will have to be cut. There will be less left to
the stockholder for the Government to tax. We tax the same value
twice--once as corporation earnings and again as dividends to the
stockholders. Was it not Chief Justice Marshall who said "The
power to tax is the power to destroy"?

D. The tax on corporation income is regressive.-A tax of 45 p&r-
cent on the earnings of a corporation is virtually 100 percent tax upon
the smallest stockholder on the first 45 percent of the potential divi-
dend. When that dividend is reduced or passed it is 100 percent
taxation on the whole dividend. Would any government dare to
propose such a plan of taxation to the small shareholders directly?
If such rates would be unjust and intolerable, if levied directly and
openly, are they any less unjust and intolerable if levied covertly and
by indirection ?

The income of a large utility is held by small people. For example,
of the 634,000 stockholders of American Telephone & Telegraph Co.
at the end of 1941, 79 percent owned less than 25 shares each, now
worth $3,000 and now paying $225 per year. The rate will have to
be reduced from $9 to $6. This is a 33 percent cut, or the equivalent
of a 33-percent prior tax but under the individual income tax the
33-percent tax is applicable only on incomes at $20,000. Are the
holders of 25 shares of American Telephone to be taxed at this rate?

A large corporation has many small stockholders. The ability
to pay is not in the corporation, it is in the stockholders. Discrimina-
tirm viA. Porporrations is unrealistic. According to the T. N. E. 0.
report there" are about 9,000,000 stockholders. Over 90 percent of
these, representing say 18,000,000 voters, had less than $5,000 of
dividends in 1937. Merely because they are not organized, like
farmers and trade unions, shall their rights be ignored? If they
are ignored, what a powerful incentive for prompt organization as
a political pressure group to enforce their rights and to resist those
who are kicking them about like a houn' dog.

Senator TArr. Would that they did organize.
Mr. FIWDMA..It is these small people whose earnings will be cut

by 33 percent, 50 percent, or more, if the provisions of H. R. 7378 go
into effect, and tax a corporation 45 percent on income and 90 percent
on excess profits. Every university, hospital, and charitable foundt-
tion, now tax-exempt, will become taxable through the corporation
tax. Who will suffer? The sick poor in the privately owned hospitals
and the free, poor students of privately endowed colleges.

E. The rise in the rate of corporation taxes has caused switching
out of the corporation form into the partnership form.-This is pos-
sible in a small business. but can the great utility companies become
partnerships in order to avoid unjust taxes?

F. The tax on corporation income favors debt against stock, un-
soundly financed companies against soundly flnanced.-Earnings
available for bond interest are taxable only when in the hands of
the bondholder. It is not taxed with the corporation. But earnings
available for preferred-stock dividends are taxed twice-once through
the corporation and then through the stockholder. The S. E. C.
and other Government departments have been urging corporations
to replace bonds with stocks. Now the tax authorities proceed to
punish those who have conformed to the Government's wishes.
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G. The proposed tawes will prevent expansion of facilities necessary
to meet war demand.-When dividends are cut, how can corporations
sell new stock? "

H. Even bond financing becomes diflicult.-S. E. C. announced
strict standards under section 7 of the Public Utility Holding Co.
Act of 1935. The proposed tax will prevent a utility company from
meeting these standards and borrowing.

I. The tax is a threat to the war effort of the utility companies
which are supplying power and light to the war induwtries.

J. The utility companies will be weakened.-(1) Not only are com-
mon stocks reduced in earnings but the margin for the senior securi-
ties shrinks. Is there no way of raising an equivalent amount of
revenue without weakening the economic structure of society?

(2) Corporate margins and reserves will be reduced or wiped out.
These reserves are necessary for adjustment during the post-war
period. Where will the utility corporations find a margin of safety
or flexibility for readjustment to peace conditions?

(3) The liquid position of corporations will become impaired. As
prices rise inventories cost more. Balance sheets show a weaker net
current psition because cash declined and borrowings rose.

K. The tax proposals will force a trend to public ownershp.-If
the companies cannot finance they must borrow from the Government.
Thus the Government may have to take them over. Publicly owned
utilities pay no taxes and the rest of the community must take over
the burden.

L, The 1narale of the 1"',roe 4v,ntor ,?Vl lo, hake.-Whon the
tax bill began to assume shape the investment advisory services
warned their clients about the risk in utility securities and advised
their sale.

(1) What are the effects on market value? One month after the
Treasury proposals were submitted to the Ways and Means Committee
the New York Stock Market declined over $2,000,000. The best
stocks, like American Telephone, broke badly. Speculative bonds
rose to new highs. The tax was discriminatory against the utilities
and in a free mobile market which responds readily to political and
economic forces, the results were obvious. The utilities were hurt
even worse than the average. In the year ending July 1, 1942, indus-
trial common stocks declined 15 percent, but the operating utility
common stocks declined 28 percent. Similarly, industrial preferred
stocks declined 7 percent, but operating utilities preferred stocks de-
clined 23 percent. The market was intelligent and sensitive. It
moved as the tax forces dictated. Such shrinkage in value confirms
the specific unique, and discriminatory tax effect on utilities of the
tax bill, H. R. 7378.

(2) The Treasury will therefore lose money on inheritance taxes
which used to average about $300,000,000 a year. The tax rates may
be increased to make up the shrinkage but that merely results in more
rapid confiscation.

(3) The decline in market prices resulting from the proposals on
corporation taxes has virtually been a capital levy on the country.
But the capital levy did not bring any receipts to the Treasury. The
values just evaporated. , I

If the percentage of shrinkage on the New 'York Stock Exchange
were applicable to all other income-producing properties, such as real
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estate, and so forth, the loss to the peo" q the United States would
be over $10,000,000,000 in market value Strikingly enough Great
Britain, with a burden of taxation far heavier than in the United
States, has followed a more rational system of taxes on corporations,
has shown no such results. The London Stock Market today is some-
what higher than in August 1939. The New York Stock Market is 39
percent lower.

(4) What are the effects on United States Government bond sub-
scriptions? When a tax bill strikes $10.000,000.000 from the market
value of the assets of the people of the United States must not Gov-
ernment bond subscriptions suffer? When the substantial part of a
lifetime accumulation is whittled away in 1 month by a thoughtless
tax bill, do you increase or decrease Government bond subscriptions?

M. The tax bill will not cheek inflation.-Not all taxes are deflation-
ary, nor are all loans inflationary. To check inflation the purchasing
power of the population must be limited, and this has been accom-
plished abroad directly by rationing, by control of prices and wages,
by compulsory savings, and by sales tax reducing the excess purchasing
power. Practically every country in the world has a sales tax. e
can do likewise, if we but will. The taxes on corporations will not
reduce consumption. They will reduce production. The tax bill does
not deflate commodity prices and the nonwar economy. It deflates
only stock prices, and thus produces an illusion of deflation.

V. WHAT AE THE CAUSES ?

A. The theory ot the tax is unmound.-In Great Britain the corpo-
rations pay a tax equivalent to the normal individual income tax, only
because this tax is deducted at the source. The stockholder does not
pay his normal tax a second time. He pays only the supertax. We
used to follow this British practice until 1936. We taxed corpora-
tions on income and therefore did not levy a normal tax on dividends.
True, the tax on corporate income was higher than the normal tax on
individual income.

In 1936 we began to tax both the corporate income and the stock-
holders' normal dividends. The pickings looked easy. We then
raised the corporation income tax. Then when we raised it as high
as we could, we invented the idea of a surtax on corporations. Even
the majority report of the House Ways and Means Committee (1936)
dissented: 'This is a new principle which has never been used in this
country, and therefore your committee is recommending only a very
moderate graduation." It was 1 percent. You remember the story
of the camel and the Arab's tent.

Now the tax is 45 percent, showing the error of compromising on a
principle. The minority report of the House committee criticized
the measure because "it failed to look beyond the corporate entity to
the millionsof stockholders, most of them of small means, who actu-
ally make up the larger corporations." The minority report of the
Senate Finance Committee likewise commented, "it discriminates
against the small investor in the large corporation and in favor of
the large investor in the small corporation.

The error of taxing the same income twice had little serious effect
when the rates were low, but when, as in H. R. 7878, the tax on cor-
poration incomes is raised 45 percent this error in practice principally
produces a grave effect on the whole economy.
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No country in the world has the rate of taxation on corporation
incomes so higi. except for the 50 percent rate in Germany, which has
no excess-profits tax;. In no country in the world is there a surtax
on corporations except in Canada. Apparently they copied our bad
example. We di4 rot, however, copy the good tax practice of the
Canadians. They 1 ave a lower base for the individual income tax
and a higher normal rate. They withhold the tax at the source and
have a compulsory savings plan, payable as a proportion of the income
tax, and collected at the same time. They have a sales tax. They
have no capital-gains tax. The tax laws in Canada make special
provisions for special situations in various industries-as, for exam-
ple, lumbering. Its Department of Finance has wide latitude in
easing hardships for individual corporations.

B. The corporation is a faction as a taxpayer.-The individual is
the real taxpayer. The corporation is a fiction as a taxpayer and in
general. Even the Government thinks so. In prosecutions under the
antitrust law the Government goes behind the corporation and seeks
out the directors and officers for fine and punishment. Again, the
corporation is engaged in production. Production should abe en-
couraged and not checked. The individual is a consumer. And it is
consumption which should be checked, not encouraged. Taxes on
the income of the corporation should really be levied, as in England,
on the individual stockholder.

C. The utility industry is unique.-In the years 1936-39 the average
revenue per kilowatt-hour was 2.20 cents as against 1.90 cents in 1941.
Again, it is subject to unique taxes. For example, the Consolidated
Faison of New York pays a public-utility excise, or local tax; a con-
duit-company excise, or local tax; a public-utility gross-income tax, a
special State tax; and an electrical energy tax, a special Federal
tax.

These four special taxes not applicable to industrial companies
amounted to 20 percent of all the taxes. What other industry is sub-
ject to corresponding specific discriminatory taxes?

D. The uniform system of accounts prescribed by commissions per-
mitted deduction of incorae tax and other taxes from operating reve-
.ue.-When rates on corporate income were low and no excess-profits
tax was in effect, a rise in taxes could be passed on to the consumer.
Under H. R. 7378 this is not possible.

V. WHY THE UTILITIES NEED RELIEF

A. Utilities are vital to the prosecution of the war.-There can be
no production of steel, tanks, and airplanes without adequate electric
power.

B. Utilities 7nust raise new money.-Companies serving war in-
dustries and military camps have priorityy and must expand. If
the tax on utilities inpairs their financial position how can they raise
any money for expansion?

C. Public utilities are vital in the transition period.-When the
soldiers return, many will be unemployed. The utilities could make
up deferred maintenance. Those which had not expanded during
the war, because of lack of priorities, could catch up and even antici-
pate further needs. That is, they can, if they are financially sound.
They cannot if indiscriminate taxes impair their soundness, strip the
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companies of cash, weaken their credit, and prevent them from buying
electrical machinery, copper and cement, which could reemploy many
hundreds of thousands of retraining soldiers.

D. The utility industry i8 vital to the country's economic life.-
The economic history of the United States can be spelled out in
terms of the utility industry expansion. There is a close correla-
tion between the kilowatt per worker, the number of employees in
American industry, the national income, the productivity per man,
and the standard of living. The report of the President's 1939
Committee on Labor Abroad showed that the number of days' work
to provide the same minimum necessities to live was lowest in the
United States. The utility industry was an important cause of such a
condition.

E. The Canadian Government has a successful ta pol. .- The
Commissioner of Taxes at Ottawa the Hon. C. Frazer Elliott, in
a public address in New York on "T'he Nature and Growth of War
Taxes in Canada," stated the principles they followed:

(1) "There should be a tax sufficiently heavy to recover to the
taxing authority as much of the excess-profits and excess-spending
power as possible, but leaving business always with a profit incen-
tive.

(2) "The deadline for excess profits in the form of 100 percent
tax in a capitalistic system is a frustration of its basic principles
and a destroyer of hope, and without hope industry wanes. (The
utility industry will not only lose 100 percent of its excess profits
from 1936-39 but will even earn about one-third less than in that
period.)

(3) "All business and the people of the Nation should be made to
feel that there is a genuine bond of sympathy and understanding be-
tween the Government and them in relation to their numerous prob-
lems and that multitudinous though the affairs of the Government
are, the problems of each industry may receive substantially individual
consideration."

VI. WHAT ARE THE POSSIBLE REMEDIES?

A. It should be possible to find a tam whch is fair to the utilities.-
It should not be discriminatory. It should remove hardships result-
ing from applying to the utility-industry taxes suitable to and de-
signed for industrial corporations. It should give them special relief
to meet a special situation.

There are precedents. The American railroads are authorized to
buy in their own bonds at a discount without paying capital-gains tax
thereon in order to reduce their debt. In natural-resource industries,
like petroleum and mines, depletion allowances are permitted which
are unique to the industry. Why should not the utility industry have
similar special recognition ? Not as a favor, but as a right.

B. Rate increases are impracticable.-In many States utility rate
contracts are with individual communities. Such a lar number of
rate contracts cannot be negotiated. Even where the State cominis-
sion has authority to grint a blanket increase, lengthy hearings are
required.

Furthermore, under hi h taxes on corporate income the shrinkage
in earnings cannot be ofset under the proposed 90-percent excess-
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profits tax. To recover a $1 shrinkage in net income through the 45-
percent corporate income tax would require a $10 increase in rates,
of which the Government would get $9. The consumer cannot be thus
burdened. He won't tolerate it.

C. Pseudo remedies, like subsidies, are suggested.-The 0. P. A. ob-
jects to rate increases and suggests subsidies. The utility industry asks
for no subsidy; it asks only for fair treatment, based on its unique
character. It holds out no tin cup.

D. Some technical proposals applicable to all corporations have
been suggeted.-(1) Deduct income tax before the excess-profits tax
is figured.

(2) Permit the credit base to be not 5 percent, as in H. R. 7378, but
whatever the State utility commission now permits.

(8) In computing surtax and excess-profits tax, permit a credit
against net income-

(a) Equal to preferred dividends;
(b) Equal to part of the common dividends;
(i) In order to permit meeting contractual obligations, to pay

installments, and to reduce debt by sinking funds or serial retire-
ments.

(4) Tax publicly owned utilities.-Federal revenue would thus in-
crease. Unjust discrimination against privately owned utilities would
be eliminated. Consumers of the publicly owned utilities would no
longer be subsidized out of Federal funds.

E. The facts jstify a straightforward demand for unique treat-
nent for a united industry.-(1) Utility companies should not be

taxable until they have earned the fair return allowed by the courts
and commissions. Such fair return is obviously net to the investor.
Otherwise a tax by Congress could reduce this 6 percent fair return
to 3 percent or 2/ percent. In this event the decisions of the
Supreme Court woulc become just so much verbiage. The public
utility commissioners would then become without power or respon-
sibility or even without significance.

<2) .Rate reductions, both voluntary and by commission order,
mean that excess earnings are not permitted. Rate reductions are
virtually a 100-percent tax on excess profits. That is, cxccs profits
are eliminated not by tax but by rate reductions. Therefore, the
utilities should be justified in requesting different tax treatment.

(8) If the Congress insists on taxing utility companies, and if
the court decisions giving the right to earn a fair rate is to be
respected, that portion of the taxes on utilities which reduce earn-
ings below such fair return should be passed on to the consumer
either as a surcharge on the bill or as a surcharge on the rate. Th~e
Government will get the same amount of money as if it were paid by
the corporation, that is, the stockholders, mostly small. The utility
companies will merely act as a revenue collecting agent. The at-
tached brief in support of this statement cites numerous decisions
of the United States Supreme Court upholding the doctrine that
tuxes may be passed on to the public and that Federal income taxes
are properly chargeable to operating expenses.

(4) Reduce or abolish the corporation tax for utilities and in-
crease the tax on their dividends on a graduated basis, depending
on the size of the dividend.

F. The corporation t and eweese-propte tax on poUli utilities
may be unconstitutional.-If the Supreme Court allows a reasonable
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return of, say, 6 percent, is it not unreasonable, illogical, and in-
consistent for Congress to levy a tax which will reduce such fair
return to 3 percent or less? Perhaps the provisions of H. R. 7378
reducing such return might be considered confiscatory and a viola-
tion of the fifth amendment to the Federal Constitution. A brief
in support of this statement cites numerous decisions allowing a
return of 6 percent plus or minus 1 percent. Other decisions also
state that returns are confiscatory when they are less than 4.59 per-
cent.

Another important question involved is if the Supreme Court
can overrule Congress, has Congress the right to overrule the
Supreme Court?

G.6Congrema itself could limit its tax powers for a temporary
period and for hardship t rttI possble to limit the
Federal tax on the cor e creatures of the , e whose rates are
fixed and which co e with publicly owned propl'Cs which pay
no Federal taxes. r*-i

Senator TArr, e Utah Power Cc .fthaere this morn . What
is the main thi that makes tkWax h'avy on i4ilities?

Mr. FPat fx. The utiit comissi Ins at urts have d, red in
various opi -s that e- or 6-ercent drn is f m and rea nable.
There are ajo other dN as that dclre a 4Y/2- reent
return con tory, also 3 per ,'pd s%,on dovn ihe line. hen
you levy 45-percent cor --on tax ailw s-rtaxion a co any
whose ret ns are lizIted to 5 ."an ou inrrmliatelfut them wn
to the co scatory Jevf,:, T a ja w .w-r, inJ4'* tshell. ce
profits do ot. wo hem." .

Senator az'r. T io Utah anpany lad ec profits.
Sehatorr NNALLY. Th &:ur%, ba thit tet*o-n norrdi-anti-

tions; that , peaceti' gular . .'t you ~ink th com-
panies, in an emergency, in time o oug to inJe some tribu-
tion even tho it does not . em nori re n V

ir. FnBmW Yes; unl he retu. t ies
ut a " n rates an e peace ue an uld there-

fore put a "floor' der earnings in wartime. That a funds-
mental question. I if we should follow the rn of Great
Britain, Belgum, and countries who ta corporations but
the investors we could get e utility stockholder
without wiping out the utility companies. The tax at this rate, as
Mr. Langley showed the House Ways and Means Committee, will pre-
vent 40 percent of a sample group of operating utility companies
from paying dividends on their preferred stock.

Senator Tu-r. Mr. Friedman, it seems to me it is not much a company
question. Take the common stockholders who have had a steady income
and who are going to have to pay a very heavy tax, it seems to me the
effect of this 45-percent rate will cut their income dowr to the point
where they cannot pay any dividends. The company would be all right,
but it would be just taking it out of the stockholders.

Mr. FRIEDMXA. Let us see. Here is the Public Service of New Jersey.
in a thickly populated area around Newark engaged in war industry-it
has got to'expand. That company's earnings will drop under the 1941
rate of $2.04 per common share down to zero, or close on to zero, and the
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dividends will be passed. But the company says, "We have got to
ex pand. Where are we going to get the money?"

You cannot get new money from sale of common stock with the divi-
dends passed. You cannot get it from preferred stock because the
preferred stock will be covered just about once. Then it will drop in
price below the reasonable issue price for new preferred stock. Then
what can the company do ? It has to get it through bonds.

But the S. E. C. says, "Don't finance through bonds so heavily." Or
it might be that a 45-percent tax will cut the margin of earning power
over the interest charges so greatly that nobody will want to buy even
bonds.

Then, besides that, after you have ruined the industry, where will
you get the taxes from in the future? My suggestion is, in answer to
Senator Connally, you can)get the same amount of money not by taxing
the utility corporation. You can get it in two ways: Either pass part
of the corporation tax on to the stockholder oi a graduated income basis
and exempt all companies like utilities with fixed and rigid limits of
earnings from certain aspects of the corporation tax and put a special
graduated dividend tax on the stockholder, or the simpler thing to do
would be to pass the corporation tax on to the utility consumer as you
do on telephone and telegraph messages. You could add the equivalent
of the corporation tax on utilities as a surcharge on the monthly bill
or as a surcharge per kilowatt-hour.

The CHAIRMAN. All right, Mr. Friedman, thank you very much.
Mr. FRIM AN. May I thank you greatly for listening to the last of

18 statements and running so long beyond the adjournment hour.
(On subject of public-utility companies Mr. Friedman submitted the

following memorandum:)

M MEMORANDUM ON THE EFTcr or PsoPoSwn CoaRolAToN TAXES WITH SPECIAL
Rfr EN -E TO Puw.IC UT'ivTr COMPANIES, SuuMIrr y ELISHA M. FRIEDMAN.
NEw YoRK, N. Y.

I. INT ODUCTION

The tax bill now before the Senate Finance Committee, despite exhaustive
hearings by the House Committee on Ways and Means, has left the resulting
utility tax as a serious threat to the industry, to its usefulness during the war,
to its survival after the war, and to the whole concept of private enterprise.
Probably never before in its history has the industry faced such a critical moment.
It is not too late to take positive action.

This brief will present the facts, show the consequences, outline the causes,
and propose remedies to avert the threat inherent In the tax bill as it now stands

H. FACe
A. The Secretary of the Treasttry ennclated a soundly principle of taratien.-

The Secretary of thi. Treasury stated to the House Committee on Ways and
Means: "A substantial share of the increased corporalfon tnx should fall on
excess profits * * 0. A tax which absorbs excess proft's still leaves the cor-
porate taxpayer with sufficlent margin of income for dividends and safety. On
the other hand, a tax which dips too deeply Into the income of low-earning
corporations may seriously affect their debt-paying capacity, if not their very
existence."

This principle is the heart of the uitlitv nrobloen. A tax tay seriously affect
their very existence. Unfortunately, the bill presented by the committee Ignored
this principle.

B. The utility industry is unique for high investment per dollar of sales.-
Utilities require about eight times as much fixed capital per dollar of annual
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gross earnings as the average industrial company; because of stable earnings
they could finance cheaply with bonds, thus keeping low both costs and rates;
bonds constitute a larger percentage of total capitalization In utility than in
industrial companies; bonds must have Junior securities back of them; a heavy
tax on corporate income reduces the earnings on preferred and cinuuon stock
more sharply in case of heavy sinking funds; in fact, may endanger the safety of
interest on the bonds; therefore a tax bill may be fair to manufacturing com-
panies and be grossly unfair to the utility industry companies.

C. The utility industry is agai-n unique in that it, rates and net return are
fixed by authorities,-The rates of return allowed for 358 public utilities-
telephone, electric, gas, water, and street railway-averaged a relatively small
amount over the 10 years to 1937, and declined from'7 to 5.93 percent.

Combined rate
Year: of return

1928 ------------------------------------------------------- 7.00
1932 ------------------------------------------------------------- 6.81
1933 ------------------------------------------------------------- 6.2
1937 ------------------------------------------------------------ 5.93

A 50 percent corporation income tax would reduce the return to confiscatory
levels. Industrial companies are not limited by law in selling prices and in net
return and taxes therefore do not have as serious an effect, Furthermore, the
utility industry Is unique in that it Is subject to special taxes, noted below, which
are not paid by industrial corporations. An exception is made of them. They
are different. Why should they be treated like industrial corporations In re-
gard to the corporation income tax or excess-profits tax,

D. Utilities are unique in that their volume of sale does not fluctuate greatly
and that the scar has disorganized some parts of their busines.-Residential
and commercial loads declined for many and obvious reasons. The rise of the
Industrial load, paying low increment rates, does not compensate for Increase
In taxes. Such shift of loads requires new facilities for industrial business but
still requires maintaining retail circuits and all their costs. The war has In-
creased the taxpaying capacity of utilities but slightly. Yet, as noted, the
demand for additions to plant and equipment In time of war is even more
Inoperative than in times of peace.

E. Utility rates have been declining white other commodity priceo have been
rising.-The utilities alone have been unable to increase the selling price of
their service to offset higher tax and operating expenses. Obviously they are
more limited in realizing excess profits than unregulated industrial corpora-
tions. Table 1, following, shows that prior to the order of the Office of
Price Administration freezing prices at the levels of March 1942, prices in
other than the utility field had Increased substantially above the levels of
August 1939. To offset rising costs, where prices were frozen or at ceilings,
the Office of Price Administration proposed Government subsidies. The utility
Industry has experienced rising costs and has actually lowered Its rates, gets
no subsidy and seeks none, and is nevertheless being subjected to a type of
taxation designed for a free-price and unregulated industry.

TASLE I.-Price of electricity declined compared to other prices as of March 1942

(August 1939-100 pcrcentl

March 1942 price of electricity
Industrial --------------------------------------------------------- 9
Residential --------------------------------------------------------- 97
Commercial ------------------------------------------------------- 95

Other prices:
Railroad (passenger) ----------------------------------------- 1
Ralh'oad (freight) ------------------------------------------------- 110
Cost of living ------------------------------------------------------ 114
Wholesale ---------------------------- .. .......................... 130
28 basic commmsties . ..------------------------------------------ 166
Prices received by farmers ------------------------------------------ 166

7 6
09

3
-42-vol. 1-80
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CHART I

Electric Power Rates Lag
MARCH 1942

ELECTRIC power rates am sew lower than at the start of the war, while

other ssvits&, such as railroad freight rates and patssengeor far**, aeo sub.
stantially higher. The difference in trend is Iarticmlarly marked in compari-

sea with commoditymre and conto livinl indit@$._IN [h8O O CME
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CHART II

Decline in Power Rates Continues
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F. Yet, utility taxes have increased markedly.-The utility Industry is not
exempt from taxes on industrial corporations such as corporation franchise tax,
property tax, sales tax, and other similar levies. However, utilities are subject
to a series of taxes from which industrial corporations are exempt, such as tax
on gross receipts, franchise tax, license tax, tax on production of electricity or
distribution of natural gas, and other miscellaneous taxes unique to utilities. Of
the 48 States, 41 impose 1 or more of these specific taxes on utilities. Some have
a special tax on utility property. Some States tax intrastate utilities on their
property and interstate utilities on gross earnings. In addition, even the Federal
Government has specific and unique taxes on utilities net earnings. It discrimi-
nates against them, and therefore is under some obligation to give them relief
from taxes on corporations not so specifically selected for taxing when such general
taxes prove destructive or threaten destruction. The rise in such specific taxes
in the last 7 years is shown herewith.

Specific utility tases

[All figures in millions of dollars)

Federal taxes
state Other State TotalState Total

property t ye Elcria utility
tae axes t axs Eecrica 'ja taxesEnergy trans- ae

mission

195 ........................... $45 $49 $94 $33 $29 $198
1941 ........................... 39 102 145 47 40 232

For the utility industry as a whole the percent of gross revenue spent for taxes

has doubled in the past decade.

Growth of electric-stilitytam burden

(Percent of gross revenue]

Spent for opera. Balance avail-
ating, mainte- Spent for able for return
nance, and de- taxes on investment

precdation and expansion

Year:
30 ....................................................... 46 10 44

1935 .................................................... 48 14 39
1940 .................................................... is 33
1941 ...... : ................................................ 20

G. Utility statistics show long trend of falling rates and rising tames#-Taxes
rose In dollars faster than the gross income.

Edison Electric Institute data-private industry only

Average
Plant Rela Plant output Rei. domestic Rela- Rela- centYeaa rate tire Total taxes tire ant

tesr kilowatt tlve (cents per fig le sfire tax to
(kilowatts) figure figure kilowatt- figure gros

hour)

2 .... 21, 1SI, 000 ]DO CZ, 40, 000, 000 100 1,00 100 $133,000,000 100 9.4
41..... 35,994,000 165 114,205,000,000 220 3.73 53 511,000,000 380 20.

During these 15 years the utility industry was chiefly a tax-collecting agency.
At the ramo time it reduced its rates. Despite many obstacles, the industry in.
creased its generating capacity and Is making an Important contribution to war
production.
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CHART III

MN XORK JOUIAL OF COMMLERCE
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CHART IV

The Erosion of Utility Earnbags

State & Local Taxes

Federal Taxes

1940 1941

Y. .Jew Of couw..

DEFECTIVE ORIGINAL COPY

THE INCREASE in the utility tax)burdeu in recent years has been due almo
entirely to Ow tblfiang in Federal taxation since 1937. The above brmhkdowi
for IN* sad 1941 U based *a Edison Eleetric Isintt estimates for about
To pe antof indstry. The I uf

so wat=O W"MkX''C1MRC3,
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H. Utility costs have risen but utility selling prices have fallen.-

I19 .319 1942 1939 1942
tem index index Item Index index

Taxes ........................... 10 145 Equipment and cnstructiou-Con.
Labor .......................... 100 109 Cable ................... 1 00 127
Fuel: Oil ...................... 100 107 Transformers ................. 100 11o
Equipment and construction ..... 100 112 Electricity prices:

Poles .. ................... 11 124 Residential ............... .. 100 9
Conductors--- .------------- 100 11r Commercial ....... ......... 100 97

Industrial ------------------ 1 00

Recent monthly figures show the trend strikingly.

Wholesale selling prices and items in cost of production

Item August March May lUty
.tem 1939 1942 1942 1942

Elecricity rates ............................................. 100 86 84 (1)
Fuel oil, Pennsylvania grade .. ....................... 10o 129 135 138
Bituminous coal, average of grades ............................. 0 113 113 114

I Not available.

Source: Wholesale Price Division, U. S. Bureau of Labor Statistics.

I. Utility net earnings have been declining, 1939-41, while industrial net
earnings have been ristg.-For unregulated industries, price rises and sharp
Increases In volume have resulted in a substantial increase in annual Income, but
for the utility Industry the net income before Interest and dividend is decreasing
with declining rates and rising costs and rising taxes.
TABLE Il.-1941 net income after all charges and taxes of electric utility industry

compared with other industries

[1939- 100 percent)

1941 income of electric utilities -------------------------------------- 97
Food, tobacco -------------------------------------------------------- 109
Industrial chemicals -------------------------------------------------- 111
Nonferrous metals --------------------------------------------------- 129
Oil ------------------------------------------------------------------- 184
Iron and steel ------------------------------------------------------- 223

The above table, based on the Federal Reserve bank monthly bulletin of July
1942, shows that net utility income after taxes has declined in 1941 from the 1939
level, whereas other industries have shown Increases up to very substantial
amounts. Here is a realistic presentation showing the need for a sound and fair
tax program which recognizes the economic difference between the utilities and
the other industries. Yet the Treasury collected "excess" profits from the utility
companies. The ultimate result is confiscation, failure of vital services, and ruin
of a fine source of taxes.

The following is an analysis of representative utilities having about 50 percent
of the private utilities gross revenues, prepared by Lionel D. Edle & Co., based
on a continuing study of a group of companies which had been previously selected
by them for use for general statistical purposes:

Net Income, including Federal income and ex- Net income less taxes
taxes cesa profits tax

Relative Relative Relative
Amount figure Amount fig tre Amount figure

(percent) (percent) (peeent)

193 ........................ 1 21Z"2, 000 100 $3Z,117, 000 100 M 1M .000 100
1942 (eimated)0 ------ .. . 000,000 142 1 19D, 00,000 M5 i ,000, 100 6

'$31,,00.000'exceasprofits tax: $148,500,000 normal and surtax.
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CHART V

How Taxes Eat into the Profit Margin

in Percet

Total Net After Al Tax"

0YAW9 A Opwrsing Txpaxe
JKOl:Mee; TaxeS

N0. W8.

37 1940

TAXES will take almost 25 per cent of total operating revenue of electric
utilities ira 1942, according to preliminary estimates. As a result, net income

6fter lazes is epeeted to be a me e 11 per cent of gross revenues
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CHART VI

ChartX : Net Income Related to Taxes

DEFECTIVE ORIGINAL COPY

NOTE: All charts in this article are based on aggregate figures on companies
making up over 75 per cent of industry.

NEW YORK JOURNAL OF COMMERCE
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CHART VII
Gross Revenues Related to Taxes
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CHART VI1

Return on Property Book Value
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Utilities' Return on Net Worth Low

VHILE the net !a"Me o the groat majoty of manufacturing seterpriss has.
increased during the past few years, public utilities, a. a group, have aied
to maintain their 1939 earnings level. The "hart shows the divergent trend
in the rates of return realized on net worth of several groups of euterprse,.
as compild sad published by The Natoael City Bank of New York.
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'The burden of Federal taxes on utility companies is strikingly revealed In the

recent reports of two companies, one privately owned and the other publicly
owned, during the first 5 mnihr of 1D-12 comlared wit!] 1941, The privately owned
Virginia Electric & Power Co. reported m increase in gross earnings of 20 per(,ent,
but its neL Income declined 85 percent because Federal taxes were 85 ircent
higher.

Contrast this with the earnings of the publicly owned Seattle Municipal Llit &
Power System. Duriuig the coniparnhie 5 months' period its grcse earnings in-
creased 26 percent, and its not incOmne Increased by more than 400 percent be-
cause it pain riot one( ceni hi Federal Income ttxes.

Why should ihe Federal taxpayers In th lowI ricanie brackets living outside of
Seattle surshidize the rich Consmners ef electricity living in Seattle'

J. 'Taecs discriminate agrinrst prilrtely ow :i'd atilith.ic.- -The parbliely owned
utilities are free of taxes onl Inrorme, exic, and oins property. Their customers ire
thus not bearing their shAire of the war obligations. Of course, if utility taxes
were pwssrd oio to the consrrrmr ev-rn the publicly owned utililles would make It
perulble for the consurriers to bear tihrir fair share of the war costs.

i1. WIAT Ar F ts'cn CONSETT'ENr or' 'ri t FE,:ERAL TAX VPION ON I'flTTrTI4 ?

Some industries, like utilities, sell their services irt prices controlled by Govern-
miont. They rad price control long before tie 01iler of Price Adirinistraion
and Mr. Hernderson aipiarIi on the scene. Their retin i is Ilrt tod by conirt de-
cisions to 6 or 7 percent. The proposed rirrnori rr rid surtax totaling 45 percent,
its against 15 ierent in 1935, will cut this legal percentage (liaslitally to levels
far less than the court allowed and far less than Is needed to attract prlvaite
capital. Their excess profits above pre-war years are insignificant, especially ira
view of huge additional Investment on which they are entitled to a fair return.
In fact, they iust conteid with rising costs of material and with fixed selling
prices. Profits are squeezed. Stocks become urattractive, As it result, sueh
companies tre compeled to finance by means of bands. The Government thus
encourages the developnr,ent of a top-heavy capital structure while the Securtiles
and Exchange Commission and the administration are urging reduction of private

debts.
A. The utilities uniquely liave been hurt by the war and not bencflted,-In-

creased sales of gas and electricity, because of the war effort, are ocurirrng
almost entirely in the rower priced or wholesale services supplied to war Indus-
tries. Coupled with this is reduction in sales to nonwar industries; reduction in
home uses, due to dim-outs, official curtailment of appliance sales, bam on sales
,of gas for house heating, and decline In commercial use In nonwar fields. Thus,
large increases in demand for service in kilowatt-hours or cubic feet of gas,
necessitating expansion of plant and equipment, do not reflect themselves in
corresponding increases in gross earnings.

The corporation tax works in reverse. The utilities have relatively stable
income, Industrials have sharply rising income; therefore, the burden Is heavy
on utilities and light on industrials. Utilities, unlike industrlrrs, may be unable
to meet dividends, or eveii Investment rucirireents. The tax is discriminatory.

What other Industry is thus affected? What other industry Is subject to gov-
ernmental regulation of selling prices in peacetime? What other industry serv-
tag so important a war pmiose shows such a small increase in gross earnings?
In what other industry is the ability to raise capital for expansion so impaired'
by hee(rless taxes? What other indrrstry is pushed Into Governinent ownership
by excessive taxes? Is not this policy of the Government sirilar to the methods
used by the finncirl pirates of the 1890's who would cut a dividend to dee-ress
the stock and fien buy up stock sold in distress and then resumire dividends, or
who rised to cause defralt inte 'est, r-hent the tsondholders, get control of the
property, and run it for tie selfish interest of insiders? When the (overnm nt
iy taxailon forces a utility into Government ownership, are not the methods

slinilar? That the Covernment resort to sitch practices, makes them no less
unethical,

I. Utility, carrinqs are less than veasonrablc return oliet tiuon.-Rarely do
oiariprises earn the niarxrimni lloriwed by tire authorities necessary to keen In

sound condillion and to attract capital for expansion. Mince the tax bill allows
a limitation of 5 percent on capital in excess of $200,000,Ot, and then imposes
a 45 percent corporation tax, there Is roslly left only 2.75 percent. Thts Is not
a reasonable return. It will not attract additional capital. The utllity enmn-
panies would be glad in wartime to give up all the actual excess income above
the base years, allowing for Investments to serve war needs, plus a return on
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expanded plant, but It is ruinous to expect them to have their return curtailedto.
substantially less than the base years allowed to industrial companies. How
can such companies continue to function when the charge on their preferred
tlividends ranges from 5 to 7 percent?

C, The percentage of taxation to nct earnings has been rting-For example,
nine compa les in Ohio serving atbot 85 -reeient of the population showed, for
1941, in c',11parlson with the 1930-39 average, ' decline of 15,7 iercent of net
Income tpaler the rates In effect in May V9-2, and would show a decline of 50.5,
percent 1 the Treasury proposeals had been in effect in J941. Their average rate
of return, of course, wits less than 5 percent on the invotmenit, The utilities
are not being taxed for their war profits. They are blig deprived of their
pre-war earnings allowed us it naximunt by the courts, rarely realized in fact,
while doing a maximuca war Job.

1), Proposed ieew taxes coidf further reduce carnIgs and dividend.-Tbe
effect of the provisions of the House bill on a few ope'rating companls is shown
herewith.

Utility coa ,oan-stokh carn wings

Percent de-1041 Actual cline of 1Q41e'rloit , tercet tie- 1936-39 t'ticcitqcl re-
A11ctaf reco t slid elci from earnilns calculated

1nuitos 
t
r
t

d per- 1041 actual after them under House
cent (d earnings prevailin bill fromitms bl taxes aeil"ll11936-39

earnings

Consolldated FiIson oft New York $2.00 $1.40 -,0 $2,10 -33
Consolid .tei (as of Baltimore ........... 4.04 3,05 -34 4.47 -32Detrolt idtison .-.....------------------ I. 1.30 -30 1. ho -9
Nitaara tudson ... -.........---------.. . M ,47 -29 .67 -30'Pacific Otis & Electric- -- ------ ....... 2. 31 1, 42 -38 2.60 -45Pulic Service of New Jersey. -..-...... .... 2.04 1.25 -39 2.65 -53Southern California Edison- ...-... ...... 2.8 1. 00 -33 2.28 -30

The above calcolatflons have been prepared from company reports tby the Value lUne Investment Survey
of New York.

A table of earnings under the new tax proposals would show an excess profits
rate not of 75 percent as itt Canada, or 80 percent its in England, but of 200, 500,
or even 1,000 percent. The (fl'ect of the proposed rates on typical companies fol-
lows: The Cincinnati Gas & Electric Co. would show under the present Federal
tax laws a net income of 23 percent below the base Ierlod, Under the rates
proposed by the Treasury the net income in 1941 would have been 68 percent
below. For the Public Service Corporation of New Jersey the Federal income tax
In 1939 took about 23 percent o.f the net income, and under the Treasury prolmsals
about 75 percent, or If local taxes are Included, 84 percent, In 1941 the company
earned $2.04 per share, and paid $1.95 In dividends. If the Treasury-recom-
mended proposals are adopted I here would be little or nothing left for the common
stockholders. The increase In Federal taxes for 1941 over 1940 for the Consoll-do4,ted Erd!,o Cro. o New York Wof cihoirt q 4R.fl"), which was paid out of a
decrease of $4,600,009 in annual dividends. In other wocds, the stockholder paid
100 percent tcx ofi part cof the dividends regardless of how small his holdings,
Fr the Industry as n whole, it was c'timated that the Ilouse bill 7378 would
cacte a decline in hot Income of 30 lptercent below 1941. It is destroying taxpayers
at a time when the Nation never needed tf ei more greatly.

What are tie(, effects oi dividend? Dividends musl le cut. There will then
be less lift In the hands cf the icitvidual for the (Government to tax. And hero
It Is important to dtstinguisoh between ti Aniricn and British lro'edure. Tie
Britisl. ulriat tax otl Inceme, avail'dile dividends is levied once only, at the
sourc, or on tice corporation. The British do 111t levy thcc nornil lax a second
I iii, whol lhi dlvIdecllt is paid to te stockholder. We tax tie earningss twice.

Was, it not Chief Justice Marshall who said : "The power to tax is the power to
destroy"? Up to the Treasury proposals of March 3, 1942, this was a forceful
phrtase. Now It threatens to become an actuality.

FL The corporation tax is regressi'-c.-A tix of 45 percent on the earnings of ti
corporation is virtually a 100 percent tax upotn the smallest Investor on that part
oif tit(, lpotentl dividend which lie do's not get. Similarly, a reduction of dividend
constitutes a 100 percent tax on the earnings withheld from the stockholder.
With a corporation tax of 45 percent and excess-profits tax of D0 percent our rates
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on Individual Income is much more burdensome to the stockholder than even the
severe British rates. For the top brackets there would be a little difference. But
our small stockholder Is most unjustly aid ruthlessly taxed.

When as a result of greatly reduced earulngs, these conpailes cut their divi-
dends, it will hurt not the large stockholders. Their net income after taxes would
be cut anyway almost as greatly under the proposed steeply graduated individual
Income taxes. The house bill will hurt more severely the little fellow in the
lower brackets. For example, If as a result of the Treasury proposals the
American Telephone must cut its dividend from $9 to $8, this wouid be equivalent
to it 33 percent tax on stockholders, or 100 percent on the first Mii percent of Iten-
tial divid(,ud. This would be regressive taxation. Ti aproxintate classitcatit
of the 634,150 stockholders of the Anwrici Telephone Co. it the end of 1941 was
as follows:

Average number of shares held N euNber of Permct of
stockholders total

Ito 10 . .............-............ .............. ........... 343,000 6t.0
11 to 2A ........ -....... -.......... .-------..... ................ ...... 145,100 23.0
26t to go ...........-............. ...................... ............. lO, 51 17.4
l to OW _ _ ------.................................... ......... 34,700 5.5
1,000 or more ...........-.......-............. . ........ ........... - )

Total... ........... ........-............... ... .... ... 634,150 100. 0

Under the proposed lldividual incense tax a 13 percent rate on the entire
Itncone applies at ahout $20,000 probably exceeding tVi Income of holders of 25

shares of telephone stock. Is it falr that 70 percent of tite stockholders holding
less than 25 shares should be taxed, through the coi'poratlon, tit a rate so much
above the level of rates set by the income tax. if the tax on dividends were paid
by the stockholder? For these people, mostly small stockholders, the "prior tax"
of 33 percent deducted at the source before their dividend Is paid is a very
heavy tax exceedlng greatly their normal tax and surtax, which Is payable ill
addition. Similarly, In the Consolidated Edison Co. of New York, of the 104,000
stockholders (common) over 30,000 owned 10 shares or less, and,1 55,000 owned
25 shares or less.

A large corporation tas many stall stockholders. In fact, the small privately
owned corporation probably itis stockholders with a higher average income than
the lower 75 percent of the stockholdersof the larger listed corporations. It Is
the stockholders, and not the corporation, that should be taxed on the ability
to pay. Therefore, the proposed llserimination lp favor of small corporations
seems unsound and unrealistic.

According to tie Temporary National Economic Committee, (Monograph No. 29,
). 10) there were between 8 and 9 million corporate stockholders in the country.

Over 90 percent of these representing stiy 10 to 24 mnilllon voters, hittd less than
$5,000 of dividend income in 1937. It Is these whose earnings will be cut by
33 percent, 50 percent or more, through the Treasury proposals to tax the cor-
poration 45 percent for the normal and surlax rates.
111very university, hospital, athl charItable fesndatlon ownng check will suffer.

These tax-exempt Institutions become taxable through the corporation. It Is
the sick poor In the privately edowcd hospitals and the free poor students of
privally endowed colleges who will have to bear the hurden of the Hoitee bill's
provisions for Ifaxing corporstions. Tin' low Incomes now lightly ttixed liecone
hltvitv taxed as the law diti not intend. The House bill's provision for corpora-
tion taxsotion constitutes regresslve taximtlon oit th stockholders. Is this he
sieutiton of the House? If it is not, should not the error be corrected in the

F. The to- diosriminateo sgab st the big enompny.-The gradtsated scale of
ptrmlitted oarings ont invested capital is clearly y discriminatory. The grtduattiln
inI yu,- of fhe ,lls llltllsllltaly has ito beasts in e'onomss ics or logic. The liirge

corporatioli Is of as great 118e to th eollnltnIty and s t hearing the brunt of war
proeutetion and miy have sinalt'r stockholders.

G. The rise in the rate of corporation taxes ha. caused s!vitchittg bark/ to the
par.'ncrship firm.---Thts Is possible it small business bust it Is not possible In it
irge sorpnrstlios. However the evil effect of thi Wsx Is reviving this tenn( y

even though only tlse sinill-slzo compatilts (,io resotnd to t' jtessisre. It is A
syllptltl of tLit tdestructive forces threatening our corporate strluoture, which Is
essential In war prtductlhn, In war taxation, and in post-war employment.
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IT. The corporation ta-r teVOecs debt agant stock, elcesccrlYj flecnc'cd cain-
puenke's accc-st eeeoundly fitece'd.-Nl'nrniteg. v'atlahble' for bondl elnterest are' taxed
onc(' eily, Ie the leals crf the holder, Ece'anitgs ecvniibtlll for prefl'd. rind
c'clllc ,4i- tctivdoilicts ar' 1cmxod twice- -clive ihrot he s lockhldet ll o11(0
le'ore ihrogh theI cor'oraIiOln Nv]ich 11'5 its ivtorit ttlx eelct slertlax, T'1o
Goornletd policy ini the pet 10 ye'asl's lcrct hecn to urge redulciig debt of 'orpo-

red ils itl Indilluls, to replace londs with stock.
lgnoring su'h policy of t15 olho' deplirticcts, tile tax eulhoritlCs 11ow pro-

cocde to punisih tthose who contfornmed to lite (overn''eeleie's wishes.
To I y I t 'r ' t ' c' 'l l o c f opl]ccc ll c ie li eu f ' r(le' .j toe cl ( 'll h lt 3 pe r-

c el , lut t tco /i i et ec l -e 'r (' ci{ d i 'die il flh c'e)IcIcIjc y le1cc1!l , i'll sc'vc-''1c i llllc e :1.
Illlelh tco'l'eo (I isc, IV , zeccinlktg SI ecele s ]es' elc''i rfe talcet ste' "' fl InrIvi'e Ile '
diffleeulI, the tax policy wvill Ieli to iceec' ie fi -leinfg by eilecll e cf loitls, CclVinig
a we 'c ee' (,'cpitele iz i oc to woctho ti , l ie lcl t-well' tel e'h . 'li i lt e.lgs of Iclecic-
rueclc'ic's lics in til' helltns cf I tix cc omeeeil lt''- f Io 'eigrc'ss. At Ilce scelee tfce
thee S'c'ritpm f ee Exli go {Cclciceisslci( is pte'i'el e| ' f iiilcllodileo (llece[-
l'e'eeegae etitnl',ee et Of c olllctc'lc'iy s.elrect e'cceeo nlc for tl ' nit le plrpoe se o l eilec-
Ing theli r lebt c' 'il ic's. ''h tc'',lef (f m t p'e i 1'rce du'c'e re w ill b le t to cake
il' cdlflially sfrlc,'c'e- l t to itec'-'(e.ese' its Ilox hcee'Ictei e ecll t lec''lUiceye lc'c lee Its
es, Icl('lioll is i f;i icxl yiecg )n I[ct'o enterpreI-sce.

I. 'c' pr posed t'cla'n cilt peTreel e' crio.-.-New falitie's tee lcctc'c' the wir
dciL'ehercs ca li test hl tt iccel tgi (-(celll olc am!d irfc'rc''ed sticics. Ioiwevc'r,
if lce ; leu,lIc ze Corolrtliosl s fer ic ' ilice Steck e oc' if lhe c' Ierpi ratl cn follows i
iredi't thllcc'ial Illcy, it will fited itself Ice a (ilclfteie'y.

lPulblic f sle i''fc'eerr'et slck wceolel lce'eiecc' ditIIc-tlf for moest eiltly corpora-
tiems. As clmwn tn tic hitc' sceicAMP ted tey IV. C. L'Mgl'y to the, IWccse com it-
tee, 20 tcp'(',nt of tic' dividends weeld hatve to Ice )assod and 45 pc'reent would
ie Ilerceitelneti. As for Coliniie stocks, t ptebli' I ms{e, e'eel'e e'lltlgh Ici the recelit
llst, Will beceoteec ilIIIOe Sible. Not oly would ill, 'leill.N elilfloe |1c )lleoeusi bill
prevent It, liel- Ill ,IsoIet l eesc,', in which co mIlil lon stcc'k issl'es No ld stIlt be
ieoessiblc under tie Houtse bill, Issete's 'ol not hi letde beccuese of tile fear of
,!tin less Wsi taxation it Ilte ftlfute

J. onIl d fleaeItciq b'cco'c, clifflle'll.-W'hithe aIcse bill redefines, "c'xc'i,,
lrolt a" as all above 5 lco''e'c t-cIiil| then cekos 91 tp'rc''nt of the oxecss, the mar-
gin ctf safety for interest ehrges is lee'ly eetaei1led, TIhices, Ifcc borrowing
capacityy of I he utllitic,'s Is reecd e i ling it save cite'e'st is chcWek'I. New
catlittl ctcli te raised only with eiifficelty.

B 'foe the tax raes ol i cilitie's in iie', Hoese hill were put into effect, aed at
it tlicle Whiell ( Wlt iete eelc'eiitlto (hill seclh r('s woeuile i tc,' euet i irec 'ff'ect, col-
tr's c'et(wee nade With bodlolders providing fer sinking fund , or repaymecint
(-n inestlilmelts. Sulch pclyilellt5 tire eihler tll'ceit'lecei or ae'e now lInpossible.

'This tinx l licy files directly in tic fLce of the c Iy cfit llcotier (lvernment
departnc'lit. Tlhe Reriticis find Exchalnge Cminssion In tteecpting to carry
(cit section 7 of tle Public Utit It' IHling ('Corcaey Act ins attempted to reduce

=ett ees a perceelege' of total ccc ltcIictlcetc The C'oemfssion stated: "* *
ael t'teqate pipcirtion of eqel y filenelig Is iclpeIplt e both for recing 0x-
'ess (10t and for raising nw capital, whenever and to ihe extent that the security
!jPlrkoNf po+rmit "

Unler t lie Ho1se bill this ioliy of ile Seccirities ald Exchange Conmission
(Canncot bp ci rried oit,

Vleni the ntl]1ty 'Olecptiritp's c Wc Itssc' preerred or tcllmcO stccs eesf 1' tly Hey
cci cc lenee issle' bond., ast eirtoy hew rc's... M'is io ci mlestnclil cWI'fl to ile
,oc'stlillo, because' tie peant il'estllct Ille u te' lty Ileulry Is aicllt elght

lice's 1lle leilli] siles. Whe 'a tax pohe'y l/'rc it iitiecilt tild iiesslhich to
sell scock, higher rit' eeL ie're'st lccrst Ie paid on hlee(eci. ile' loeerg-npler trend
tow'r rat e'", c't]llc rc tee co sll-lc(''s Is t lhucs rltared.
The Sc urilIs 'ld ExIelclege ('c euiscoc sets strict siandards for ond fianc-

eg e I c(l(r tile 1'Ulie Utility Ticcding Compiny Act of 11)35. Pilnny operating
'liIi les fiellllit Iee\ nieot IlcsP stltcdcrcccs. Tle prctsec'd tnx schedulles will

(ompel sOleo .compaite'ps to ollec'e eclc c lmp'ev;et theiiec leon ding seo.
K The tuax prof/ir t .is is lhrIt to iIt, i cffort.---Thl cr13 clmplnies tre

scjtl]]yileg i)owel' and lWC't te the war Ili]tistrIes. Shulict tle'se ciecicrtes he-
('ime weakened ft iig), hcnir the peroccitlco tl'ogl'clcei.

L. Utility 'ompaies be crc'akt'ned.-( 1) Tho corporcltion it.eif Is adverse'y
effeetfe. The Ge vrnl(enet, by overlcxlcg, hnpctlrq the 'eqity lease tlcderlylng
1c hKocif, As a result of the tax proposals, rot ely are common stocks reduced
il earvllgs butl the margIn for the senior securltles shrinks. Preferred stocks
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.1iid bonds htove less In market value of Junior money held them. What will
happen to tlce senior securities, owned by insurance coaipatnie? Is there no
way of raising iti equivalnt amount of rev nue without wviikenlng the economic
structure of the utility corporation? Besides, by taxing tile corporation the
governmentt is inconsistent. In other cases it ies held that the corporation
is a "hogaI fiction." Therefore, In antitrust suits the Government seeks to fine
ind lptlb officers Fnd directors. It also breaks lip personal-holdig corpora.
lions to get at the real owners. But in taxation the Government says that the
corporation Is not a fletion but a real person and sIout be tixe~d in adlltion
to the stockholders who 'ire tite renil owners of the corporation. The BrIthih
'Treasu ry, by contrast, ttxes its' atockiolders very heavily but virtually Ignores
the l'orlioratllolts' base-year inconles except for undtistributed profits, and It
levis an excess-profits tax, designed to keep diividends from Increasing.

(2) Furthermore, even corpovat margins and reserves wouhl in sone cases
b)e reduced or wipedl out. Difficult this atre ahead of us ater the war. Cor-

oralitions will need reserves for adjtstment t ring the period of transition and
of reconstructin. If cotianodity prices will fall, us they have after all wars,
if unemployment wilt be extensive, where will the corporations filld the margin
of safety, or flexibility for readjustment to peace conditions?

In military strategy the worst blnder Is to shoot one's own troops. In fiscal
strategy this is eqttit Ily true. The IHouse bill Is shooting at the source of Its
hond subscriptions, of Its war taxes, and post-war revenues. This Is not milking
the cow bit bleeding lier to death,

(,i) The liquid position of corporations will become impaired, With prices
rising Inventories cost more. Already the rise in prices and the increase In taxes
in 1941 have left their mark on corporate bullance sheets.

According to National City Bank h3ulletin, March 1942, the composite balance
sheets for 110 corporations at the end of 1940 and 1941 show a decline In cash
of $1T3,000,000. Current liabilities, chiefly reserves for taxes, rose Mharply.
The ratio of current assets to current liabilities declined from 3.40 to 2.49.

Obviously, owing to rising prices the 'orporations are in a loss favorable
position witil respect to cash and with respect to liabilities. Therefore, corpora-
tions which will be stripped of cash by the drastic tax proposal will have to turn
to batiks. Interest rates may rise. Government bond prices mafy fall. On a
$100,000,000,000 debt a 5-percent decline in bond prices Is $5,000,000,000, enough
to offset the total revenue antielpated from this tax. The revenue anticipated
may not be actually collected.

The Secretary of the Treasury said, "A tax which dips too deeply Into the income
of low-earning corporations may seriously affect their deit-paying capacity, if
not their very existence." That Is precisely what Is happening. Utility corn-
panies are a low-earning group. Unless some provision Is made which recognizes
their unique character many will find themselves in difficulty and be a current
confirmation of the aphorism of Chief Justice Marshall. "The power to tax is
the power to destroy."

M. The ta proposals ivill force a trend of pirblio otwnership, ittch vwill
facilitate toe avoidance by utility consruters,.-Tie proposed tax rates will reduce
the cash available for expansion. It will also reduce the dividends oil stocks.
Iho, will they be ablec to fdtincc? What othc -way out will there be oilier tilan
Government ownership? Then such utilities would pay no taxes to the Federal
Government, and the rest of the community would have to take over the burden.
The high brackets of income cam be taxed no higher. The low Incomes will
have to shoulder the burden. As Federal tax rates rise it hiceomes more attractive
for a local community to take over privately owned utilities. Tile Treasury Is
tice chief loser.

In 1941 the utilities paid as follows:
Federal taxes --------------------.----------------------------- $294, 000, 000
State and local taxes- ---------- ------------------------- 217,000,000

Total taxes ---------------------------------------------- 511,000,000
Of the total gross revenues or collections from customers, taxes took over 20
percent. Int other words, municipally owned properties call cut rates 20 percent
and still compete with privately owned utilities, on the basis of exemption from
Federal taxes and assuming suspension of local taxes.

For example the privately owned subways were recently taken over by New York
City. In 1939 these paid over $10,000,000 in taxes. But the mayor, on August
3, 1942, comes before the Senate Finance Committee and pleads for continued

7(0 93-12--vol. I-- 81
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exemption of city bonds from Federal taxation. He states that unless Congress
demonstrated an understanding of wartime problems of local government, "the
whole system may blow up."

As taxes on utilities rise, as borrowing capacity is impaired, the privately owned
utility company must borrow froim the Fereral Government, Where is the end
of this course? It is a typical case of fiscal "rakes' progress." I)nes It not semt
:nconsistent for a municipal administration to cause default to the Insestor by
refusIng to raise subway fares, forcing the transporiaiion system Into bankruptcy,
taking It over at bargain prices, losing tax revenue, and then going 1o the Fed-
eral Government and asking for tax exemption-tn other words, asking the rest
of the country to take over the local burdens? Such a chain of thinking lnake,
Alice in Wonderland look like reality,

As extremely high taxes niderraine utility credit, there will necessarily he a
tendency for these companies to I urn to Federal agencies for new capital. Should
the utility industry become dependent to any large extent upon the Qovernment
for sou-ces of capital, there will be one more argument for State and municipal,
If not Federal, ownership of public utilities.

One of the important utility cosapanies is trying to sell one of Its isolated prop-
erties to a neighboring company. Ilowever, this private purchaser cannot bid ne
high a price as the milcipIlity itself, which Is exeist frot Federal taxes and
which, therefore, can capitalize this tax exemption and pay more.

Bankruptcy, by Government tax policy, of privately owned utilities, will result
In Goverrnient-owneit utilities. These pay no Federal income taxes. Their co-
sumers sire thus subsidized by the rest of the country. tow hug cas we shrine .
the number of tax-paying utilities? How far can we reduce the sources of tasxr.-
tion? blow long can we permit such legalized dodging of Federal taxes? Ho,
long can we subsidize consumers well able to pay? No wonder that public senti-
mest generally opposes the trend to Government ownership.

N. The morale of the private investor will be shaken.--As the tax bill began
to assume shape the Investment advisory services like Standard Statistics an
Poor's and Moody warned their clients about the risk in utility senior securities
and advised their sale.

(1) What are the effects on market values? The Treasury proposals were sub-
mittedl to the Ways and Means Committee on March 3. In 1 month the New York
stock market suffered a decline in market value of over $2,000,0,10,000. The price
movements were paradoxical. The best stocks broke pretty badly. Speculative
bonds actually rose to new highs for several years. Striking examples are
numerous. Whole groups of industries, whose earnings either were not materially
Increased or actually decreased by the war actually would have to bear higher,
taxes, This is particularly true of utiliy companies.

To show the unique, specific and discriminatory character of the tax on utility
companies, one needs but to compare the effect on market values. Let us examine
the record of market prices from July 1. 1941 to July 1, 1942, the period when there
issued from Washington suggestions for taxing away all earnings over 6 percent,
and actual tax proposals by the Secretary of the Treasury for drastic increases in
taxes on corporation Income and excess profits.

Total mar',-et valve of groups of securities listed on the New York Stock
E~sehsoag .

[All figures In million dollars]

Comiron stoks Prefrred storks

Anilotint Per,- A oln Per-L unt nt

Oro,a T. All o erati i p blic stitililes:
Jis1r 1,1941 ------------------------- - - -$ .5 __ ............. ., ...... ,
MAr. 1, 1042 -- ---------------------------- --...-. 3,9 1,202
Jutlyt, 19 12 ... . .......--- ..----. ------------ .,4fA - 1,170
toss, Jlly t, 5015. 1)9 2 ---2------------------------- 21,385 28 323 27
Loss, Mar. 1, 1912, to July 1,1912 ------------------------- 4t6 1 122 U

Grolp It. Inudtstrils
July I, 191 ---- -----------------------...........- 2,369 ........ 3,977
M or. 1, 1 12 . .. . .. . ... . ........... 22, 603 ...... 3,8150
July 1,1942 . -. ........-.----------- ................ 21.874 --- 3,709 -------
I', Judy 1, 1941, to Jtulv 1, 1942 ...................... . 3, 765 15 23
Loss, Mar. 1, 1942, to July 142 ------- 29 3 141 4
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What does this table show? From July 1, 1941, to July 1, 1942, utilty common
stocks shrank In value 28 percent and industrial common stocks 15 percent. The
statement of the Secretary of the Treasury about confiscating the earnings of 0
percent came in September 1941. Worse, however, is the record since March 1,
1942, O March 3, tue Secretary put out his tax proposal to tax corporations 65
percent for normal taxes and surtaxes and for a 15-percent tax oi so-called excess
profits and to reduce the allowable credit base for figuring excess earnings. From
March 1, 1042, to July 1, 1942, utilily cominoic stocks declined 11 percent and indus-
trial common stocks only 3 percent,

The shrinkage in the values of preferred stocks confirms the ,pecific, unique,
and discriminatory effect on utilities of the tax-policy provisions of tile House
bill. From July 1, 1911, to July 1, '1942, preferred stocks of utilities dec'"Iled
23 percent, but industrial preferred stocks only 7 percent. Frgcc March 1, A2,
to July 1, 1942, utility preferred stocks declined 0 percent and industrial preferred
stocks only 4 percent.

(2) Tile Treasury will lose money i, inl( -ritance taxes. According to the
annual report of the Secretary of the Treasury for the fiscal year 1040, the gross
estates of decedents for 19:'7 to 109 ran between $2,800,000,00 nd $3,100,000,(t(.
The inheritance tcax collc-tecd by ti le 'reasciry ,approxlmated $300,000,000. 'lice
projected Treasury program of inereacc'ed corioratlon taxes, normal, surtax, and
excess ptofits, ircs caused a decline in ill portfolios. Thi decllue may continue
further if this proposal is not modified. Thus, estates of all decedents may shrink
one-third or close to $1,000,000,0 0 and thus cause a lose of at least $100,0J0,t00 in
inheritance ixes.

(3) The declile hi prices resulting from the proposals o corporation taxes
has virtually caused a capital levy on the eonitry cut ironically without bringing
receipts to the Treasury. The effect of the proposals for taxation was to cause
scch a decline in market values of till assets as might he equivalent to a capital
levy of 33 percent. In the hope of getting a tcx increase of $3,000,000,000, the
Treasury's proposals already caused a decline ic 1 cmnth of over $2,000,000,0)0
in the market value of New York Stock Exchange listed securities alone. How-
ever, there has also been a correspocnding decline in fill other Income-produclng
property; that is, rea estate, farucs, ort-of-town stock exchange securities, and
over-the-counter securities totaling another $150,0,00,000 in value.

If tice ratio of depreciationc on New York Stock Exchange securities held simi-
larly for all the above assets, then in I month the Treasury proposals caused a
loss to the people of the United States of over $10,000,000,000 In market value.
Interestingly enough, Great Britain with a burden of taxation far heavier than In
the United States has followed a careful and rational system of taxing corpora-
tions. As it result, the London stock market today is higher than in September
1939, but the New York stock market is about 30 percent lower. Of course, the
degree of inflation is also a factor. However, it should not be beyond the limits of
sound policy to devise a system of taxation which will produce revenue without
destroying values.

(4) What are the effects on United States Government bond subscriptions?
When the Treasury strikes $10,000,000,000 cirom the market value of the assets
of the people of the United States, is it not bound to have repercussion on sgibscrhp-
tions to War bonds?

W. e ,Ao ,.e ,,,, 7 ,c ntchc n tion. -It is unn0und t o think that,"
all taxation Is nonifiaticnry and that all loans are inflationary. Inflation arises
not from the mere issue of loans. Inflation arises from ,in increase in the prices of
go,ds and services, of food and wages. lions bill provisions for taxing corpora-
lions will not reduce consumption. They will reduce production. These proposals
c'ec not deflationary to -ommodity prices and to tice general eonom-y. They are

deflictlonary only to sck prices. Thus they tide tice real fccts. They produce the
illusion of deflation. To chock inlation, ihe i)urchasirg pow-r of tire lOp'ialcitioc
macst be limited. This ccn tic, accomplished directly by rationing, by control of
prices arid wages. by a strong drive for savings, by c wlthholdlng tax, or by a sahcs
tax reducing excess pcurehasIng power.

P. The Secrctarls principals of taxalioc lccc'e not been pct into practice in. tire
Hocac bill,--Thle Seretary of the Treasury said on March 3: "A tax which absorbs
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AVERAGES OF REPRESENTATIVE GROUPS OF PREFERRED STOCKS
7% CUMULATIVE 5% CUMULATIVE
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CHART XI

Impact of Taxes on Utility Stocks
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excess profits still leaves tie corporate taxpayer with a suflelent margin of Income
for dividends and safety." The bill passed by the House committee has not given
effect to the principle enunciated. Utilities will have Inadequate "margin of income
for dividends and safety" but may even be unable to meet the sinking fund or
Installments on debts conltraeted to provide facilities for war produllon.

iV. WHAT ARE TilE CAUISES?

A. The1c story of the tax is tn1souindt.In Great 1 itatn, us cited above, cor-
porations 1ay a tax eltlul'lent to the notlialt Invll'idual i(cOleO tax of l5 per.
cent, only becaiiso this tax is deductel at the source. Therefore, tho stock-
holder dues not pay the nornal individual ttconle lax I second lite. l1, is,
of course, a subject to suprtaxls on inldividnaIl Income ip to 47 percent or a.
total n1or11al and surtax of 17J/.2 lrlent.
The corporationi itself is subject to it illx Oil genillie ieess proills. In Great

Britain this was origintly (R) lrcetit ila 1039 antd then raised to 1010 pvric
in 19-10. The 100-prec it rate che-( d' pr1dttin ald t I therefore was r&dicei
li 194l, ly tou prol;-L4 of . refutid of 20 percent ilt tim lldi1 of the war. All

excess p llilt alove tilte earnings of lise yolls ire slibj,,t to exce's-liroits
,nx. The indivildua is not entitled to relief on account of exess proiti d jii
by the eorlrtatlon. The corlorlatioll itself pays no surtax. As a relt, carigs
of British corporations, eveu under it high txeess-lrot)ils tnx, do not fall below
the pre-war base.

In Canada the base Is the average proit of the years 196,(). Above this
base there Is an excess-proflts tax of 75 ixecent or a tax of 22 percent tin the
total profit, whichever is larger. flowever, like Gleat Britain and unlike
the United States, Canada allows the corporatio to deduct the income tax
before figuring the excess-profits iax. III both Elglaid and Canada excess
profits declined as eiice ceilings and control of consunipttion beciime effective.
This result was expected. Til tax along with a sales tlx anll 11 withholling
tax was regarded not so ilch as a revenue producer as it check on price in-
creases. Iti the United States we took no direct teastlrts to co ntrol Intlation
as all over price ceilings, rationing, control of cotIslilliption, I)it thlrelw tliei
whole bIlirdell on the exess-proflits tax. This Is like tuniilg tll tto, using.
the emergency brake all the thne, blit pressing ,il leclerator anId fooditg gas
to the motor.

We followed one BritIsh practice on normal tax on divlilends 111ti ji)3:16,
We taxed the Income once only, tit the muree. Unlike Great Britain, however,
we taxed corpo;-ate Income.

, 
at a rate wilielt 1ore t11 iitill to the ineolne of

the stockholder. Theti in 19036 we revised our licom-tlx law acd tlxd both
the corporation and the stockholder on the salute Income. Tie prInciple of
a graduated income tax onl corporations in the Revetut Act of ll85 was re-
Itctantly accepted In the majority report of the lkays and Metils Commll,
"The President recommended the sulistittltlan of a graduated Incotll nx on
corporations in hit of the present itlelille tax Inposeti at a tlinform l rate. This
is a new principle which has tever bela tsed in til cotitry wt4t thorlfote
your committee Is recotiminding only a vi-y moderate graduation" (thell 1
isrcent). The House hill now proposes It 45-1'rces. tOt, tllt'j royeallig the
error of compromising oti a principle. According to tie minority rI-lrt tile
graduated tax oi corporate Incomes Was criticized ile'atee "it failed to look
beyorld the corporate entity 3 t tillhilliotis of stockihh1l'rs, most of teIm of stall
means, who aclally ma e up the larger corporations." The minority report
of the Seate hline Commitiee. ollpsld the inx l l' inso (t) "It dirego il
till nulbr of stockholdlelrs li th corltoration and their relative nbtliti s to
ontribt to th(, stippot of lIII( Gown'n'nlt, ald (2) ii (ll serli tillIes against

til', smllll investor ill the large corlralitn IIl in favor of the hrg investor
il the Stllill c'rplorion." Thon lie gilded a tax on 11 llislriblhukd Ilntlits tomal~ke sltre of tilt, (lonllet taxllton. rThei tln(listrI ) Ite(I 11, ls tax wl 'lohd

Bu|t thro double
, 
taxation remainn. - ,IIv111(,sa Nn oe]A

The horror of tnxing tlhe sale litonie Iwie', bad us I4 is itl lurtnelple, tad littleserious. effe(,t Nvihel the rate,, oitl vorpovatloivs alinl indlvhhdln wvore low. Buit
w~ilIl tlh( cor'lporation /taX Is raised to 45 tt- rt ent, IIH ill th(, lhomsq, hill, !hou on'tin'
ptodttces a gravo efrct ein 1111 whole epoltIlly. If tI ToIISlI'V I1r11osils lie
cu rried ollt thie wlrtIie eit)l'lllllgs of Anericaii corporal ttoliq lii ftI sl l l saill-
11lly below th pre,-war lise 'td In tilnny eaies to ol-ll If (,r h's.. Th effects
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,of this sidden and(1 dristir curtihient of earnings is to Injure many aspoets
-of tit(' emmilc life of tie country,

lit wlit clllltry of tie Avorlt i tIhe rile of tlx lil l(lpoltllos so iligh? III
wlt eiintry In the world, ,xopt III Caalida, IS thure a surtax oil vorporiatios?
i'4o'll]s they coied our bad ('xnllll,

We could well afford io coly t Iih' ('iailli) tITi'dont of lixmitiil, They have
a salt' tlx. ThIe lioritil illdilial illeonle-tax rates are higher. They irduci
their taxes fit the source, The siil,'iix rate stalrts jt a highier levvl. They have
no0 1alilal-gilti tax. 'They hlim, ,ojiulttry stlin ill the form of 'i'(vii.tilig
(If th' IlctO1li tax iilnt Iltv' the %vai'. They have ii lests litl:,aiory
l11111,ritanive I'mx Th(,ly go tol gr(,i:l llngilh 11 givingv sl'wehtll (-oils] drtlolli of

lill ;irolvllls of tiartivlhnar iliiId i,''s, las lumiering. Tliy give great h1(il11h
to ti1e D1,arlPeal of Filiaiie, ill rasilIg LIMrdshii.

The very iOllepof of it "sutritx" oil corlipiratuiols is lOrlonllliily ileallilgeY..
Thle 11suu'ti" shld~h l-4.prtn',eri 111n added ,ability to pillY, ls ill Oile illdtvidiml|

inllole tlx Net ''ill'llrtiotlil earntings, but stiul., )iers' iiinleom i'(,ir('S'lltA
ability o y11'.

Ti' (orlilriltl ''tirt"IX'' applils to eorllnrolt.ls wilh .toviholgils (if all Ii'.1.
it is 110t1 glildulted ItliwlrVd fir tilt si(' owiier if a llail'rao.sl'zd iorlliOlaIioni
ikor is it grlttaii'il dowii for tlh' large tlllilor of vi'ry s1ill stii'holildis wo,1
voillStiiltv¢ 50 1povcenit i11d mnorve of t'he to) tml Illubor in1 thle inilmntl~ll (,orp]ora.l

tions, :Is httl Shownaove. 'T'ilo tilx tllls no0 iasis Ill klv'dge of eioiioltlus or IIIll
tax theory. It is conlvenienit it) ft., tax vollv(ctor bult vrtil to the ,umn'gnvli:d

s8m111 stockholders.
Ellitngls will he gmretly reduced. AV. (I. Lailgley stuilittvd somo figures to

tit Ioi' 1111 iiys' 111111 MW'iy all t ii lomnIltt(4,, volnte 3, tile 26941-27(5, showlulg tile
effects of It .JI-percent ta oil corlor'ate itl' 11(( 75perenl .exi'ess-lriitnds tlii.
lie llrSl'lltl'd tllr results in tie ease of 42 oprating utility s having llrefi'rr'd
stocks, Of t hiee, 8 wotild iit ,rim ilnythling on prefrred dlivideid, 17 would
not arn ,lnythi ! for prf rri'd Ilividelnd.. tts sinking funds, al)( 19 1001itd
earn less tian 50 perepnt of their priferrid dil'donds mid 11o ilirdr-1hno (,:1s41.
Al fold, the tivergo ('ovel''d of earnings for preferred liv'idenads decltied from
2.20 times to 1.44 tIui. As o' tlihi ('olitoe l sotils, of those wIlici had
anytltlng left ifter the preferred. 13 companies wonii show Carning. i onl the
common rediuced from 2.35 to 1.33 or about 44 poriei .

Obvioul1y, wlhiit thll bove record of ealtri lgs rovlIl is i ixl'e s-llroflt-tx
rate not of 75 liereent as int Catda or 80 percent Its in Enmglad, but of 200
peerent, 500 per-ont, and even 1,00) percent. 'hte British and Cilmdians have
Imposed a very heavy tnx but it was a r,' anal tax, levied with an cyc on Its
general econiomie effet.

B. A corporation is really fichon is a taxpap'r.-..Tt Is tMe Individuil who is the
real taxpayer. This Is evident II the switching of stall conmtiples from the
corporate form hmk to partnershIlp. This Is also evident In the Government's
policy In the antitrust law where they go behind the corilrntion and seek out ti
dilrectorsq mi11d till offers to fill(- and illsh. A eorporatho is ellyglgeil lit prit-
duction. Production sold lo eneoiraged, Tnot eliecked. The Individual Is n
consinmor, al It is coastttipOll which should be chlcked a1nd iot eieiiiiriigl;
voli taxes now on rte corpirloli shtlltd relly Ie levied, as Ill Eglind, oil the
hildividuatl.

V. Utility company diffcrs from flu' iIlF'itl iomiiipy which Ims a y''at
i1irr(v'(¢l it? v~olttnw, ,ubvfanriot rf,;u, inl ,'€tinft pri:crs, and finl it'r 'ce i nef.-

The ntilIty Indutry for the 4 y'ars 19306-39 showed ai annual llv'rige rveltue
p'r Idlowitt-iioir (if 2.20 as lgainsi 1.0 for 1141, antd a decline i varnlhim.
Ilrin lies the 'ssenttal dlffereoce In applyl'ig lie corporatlil lix io utilihi's
as compII rd with inldisirIals.

1). The t1111' ub iilitiiris are already paplig haty taxcs.-For exanl o, tile ("ol-
-,olifiedi Edlsoll Co. lpilys a1 pllhlte-Iltilily texclse, or loval tax; a i (,07141ut complally

exelsIe, or lociil tix; a ltili'-lfility gross illome lls, it sj)i'Iil State lnx; and
an eleitrii't energy tax, 11 spi'cil F(,leral tax. The total il tDt1 of thvise four
1xes ai1linl to $12,800 000. or 20 m'rient of 101 the iaxes i ' Thras' is typical
of tho, iidlstry. What oter Industry IN ;W1J44t to vorrrsil nlng eIll, tnonl-
F'ede'ral tiax tion? ' 'lT "e(l'ii tix (ii i'orlirzte ln oiles, thlmihli wro1g iiI
ilini'iiile, aIs still tiiieriiil' whein til, ratvi was low. At Illlllt til 45 lx'rI'etlt

vel It teio1rs 1hot only iltolerati', but thii''ill'e15 o ie (lestrietIve. Its basle
liisillidnlss is oivdeit 'y its i'ff(,t ill tll' lilicutility field which t v1nt absorb
it. The titx itny ie 'olh'rtl'( iit nmy scrionsly hatrm till dust ry. Wio can
tell which Industry is u'xt or which Is safe from similar threats?
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E. The uniform system of accounts prescribed by the commissions allowed
deduction of income taxes and other taxes from. operating reecnuec.-These
classifications of accon ts were prescribed at a time when income taxes were
not so large a part of the total tax burden. As recently as 1937 the corporation
tax was 15 percent as against the proposed tax on corporations, norial arid
surtax, of ,15 percent, plus a 0 percent excess-profits tax. When the tax rates
were low a rise in taxes could be passed on through a rise In rates. In fact,
however, because of efficiency rates declined while taxes rose. Under the pro-
posed 90-percent excess-protits tax, It Is not possible to raise rates by nine times the
costs of increased taxes,

V, WHY THE UTILITIES iEED sxEtIEF

A. Utilities arc vital to tlhe prosecution of Mie ar.-T'hroughout the country
they are serving (lie producers of steel, manufacturers of tanks anid airplanes,
The inability to meet adequately the wartime needs of the country would be a
serious problem. Here Is an overwhelming reason for careful reexamination of
the tax status of the utility companies in the pending hill.

B, The utilities mucst raise ew noney.-Those that are close to war industries
or to military camps leave a priority and must expand their plant or investment.
To raise funds required the company normally must sell their common and pre-
ferred stocks, or bonds, The proposed tax ore utilities will prevent any but
the strongest from doing so. Today, th utilities expand by cutting or passl:$
dividends and by using funds reserved for renewal and retirement,

C. Public utilities tre vital in the transition period.-Afcer the war there will
be a large army of unemployed. The utilities could mak- rep deferred rcalc-
tenance and for those which lead not expanded during the wcr embark upon a
program to meet antlclpated needs,. They could buy hundreds of millions of
dollars of new nmchinery. To do so they must ie In sound financial condition.
If wartime taxes, levied Indiscrlminately and without regard for the unilue
character of tie industry, strip the companies of cash and weaken their credit,
the utilities will not he nble to huy and this to repmplny rho men in the eleetrleal
equipment industry.

I). The utility industry is vital to the country's eaoromie life.-One could write
a history of the economic development of tle United States In the terms of the
utility industry. There is a close correlation between the kilowatt-hour per
worker, the nmber employed in American Industry, the national Income, the
productivity per man, and the standard of living. The report of the President's
1038 Coichnlittee oil Labu Abroatd showed that the number of days worked to
provide the sauce minlnimm necessities to Dve was lowest In the United States, If
this process is to continue, utility companies must be maintained financially sound
and the Senate Finance Committee must review the tax proposals of the House.

. The Canadiaa Government has been scccessfrcl In its tax policy.-Tie
Honorable C. Fraser Ullott, Commissioner of Taxation in Ottawa, cIted a few
principles of wartime taxation which we may well ponder: "That war taxes
ind their increasing weight should be contained as far as possible In tire
special war measures, and not i base, continuing measures. * * * That
between the industries favored by credits, acrd those restricted by design, there
Is a large, substantial, continuing middle group which was there before the
war and will be there after the war, and on that group there should be a tn
sufficiently heavy to recover to the taxing authority as much of the excess
profits and excess spending power as possible, but leaving buslqess always with
a profit incentive, although diminishing in percentage, having regard to in-
creasing power of turn-over * * * That a deadline for profits In the form
of 100-percent tax ic a capitalistic system is the frustration of its basic prin-
ciples and the destroyer of hope, for without hope, even though hope take the
form of an after-the-war partial refund, Industry wanes * * *. That the in-
tention to Impose severe taxctlion should closely follow the rising national income
but not so fast as to preclude opportunity for appropriate adjustment of private
and corporate affairs. * * * Tiat the stimulus to the national income
occasioned by war should not be heavily taxed without at the same time giving
special credits or allowances to those who Incur substantial capital expenditures
which will have little or no post-war value; and that these tax credits and allow-
ances should be both selective as to those favored and circumscribed in their
terms. * * * That all business concerns and the people of the Nation should
be made to feel that there is a genuine bond of sympathy and understanding
between the Government and them in relation to their numerous and difficult
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problems and that multitudinous though the affairs of the Government are, they
are not so complex but that the problems of each may receive substantially indi-
vidual consideration."

Vr. WHAT ARP lE POSSIBLE RKMFDIFS

A. It should he possible to find a souad tax which is (air to the iilities.-It
should not discriminate against them. It should remove hardships resulting from
applying a tax structure to the utility Industry suitable for industrials, It should
give utilities special relief which will meet this special situation,

in England and Canada there is latitude and discretion to take care of the
specific problems of some industries or groups of taxpayers, Even In the United
States there is a sound basis for the rNluest by the utilities for fair and appro-
priate specific adjustment to avoid the unfair Impact of general taxes. For
example, the American railroads are authorized to buy in their own bonds at a
discount without paying capital-gains tax thereon, thus enabling them to reduce
their debt, which is the specific problem of the railroads. Again, In the case of
the petroleum and other natural resources Industries depletion allowances are
properly permitted which are unique to such industries. Again, the railroads,
who are not able to obtain adequate material for maintenance or expansion
now, are permitted to set up special reserves for future maintenance, which is
charged to the current account and provides cash in the post-war period, to give
employment, Why should not the utility Industry have similar specific recogni-
tion? Not as a favor, but as a right. The British Government is being peti-
tioned by utilities, Including municipal, to increase depreciation charges on
account of added wear and tear in wartime.

B. A rate increase is impraeticable.-For example, in Ohio the utility companies
have rate contracts with individual communities, and would therefore have to
renegotiate rates with each community. The state utility commission has no
authority to make blanket increases, even In wartime. Again, even where the
State commission has authority, rate increases require lengthy hearings, and
consures much time. Meanwhile the companies are Actually hurt.

Under the present tax structure of high excess-profits taxes and high tax on
corporate Income, the rate increases must be very large. When every increase
in income is subject to excess-profits tax of 'A) or 5 percent then the rates to the
consumer must be raised 10 or 20 times the amount required to reimburse
the utility company for the loss of income through taxes on corporate earnings.
Such increases would not be tolerated by the consumer.
C. Pseudo remedies, like subsidies, have been suggcsted.-For example, in a

recent request f.ar Increases of utility rates, the Office of Price Administration
objected on the grounds that it would cause inflation by raising the cost of living
of the consumer. Therefore the Office of Price Administration advocated subsidy
rather than a price rise. Yet other Industries were allowed to raise their sell-
ing prices as their costs rose. For the utility industry the remedy would not be
a rate increase nor a subsidy, lint a recognition of the unique character of the
industry and the framing of a tax hill on such a basis.

D. Some technical proposals appliable to other induitries have been sug-
pcsted.-1. Deduct the corporation income tax before the excess-profits tax:
Taxing excess profits before deducting the corporntioTl's normal arid surtax is
unsound and unethical. The present deduction of excess profits before computing
the normal tax Is a recent linovttlon and we should return to the original form,
for under the present provisions a corporation might be subject to excess-profits
tax even if Its net Income, after deducting normal tax and surtax, was less than
the earnings of the base period. This proposal has the support cf practically

every important witness for utility and other industries that appeared before the
Ways and Means Committee.

2. The credit base for excess profits should be the Public Utility Commissioner's
rate base: In the formula of the House bill "excess profits" are not real for they
present not the profits over the base years but the profits over and above some
artificial base selected by the Treasury. This base is substantially lower than
last yeat. Why should not the rate base approved by the public-utility com-
missions for each company be substituted for the artificial base set up in the
House bill hastily and without accurate knowledge?

3. Permit a credit against net income equal to preferred dividend In computing
surtax : This will place a preferred stock on the same basis as bonds. The present
sharp distinction between these two has no justification.

4. Permit a credit against net Income for part of common dividends in com-
puting surtax: Thus a corporation would be encouraged to pay dividends on which
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the Treasury would collect Individual suriaxes. The payment of common divi-
dends makes expansion possible, through sale of common stock.
5. Permit a credit against net Income for purposes of surtax and excess-profits

tax of all payments for redemption of debt or to reduce debt, such as sinking fund
or Installments: This will put the companies ii a strong post-war position.

6. Tax Government-owned utilities. The Federal revenue would be Increased.
Discrimination against private utilities would be eliminated and the consumers
of the publicly owned utilities would no longer be subsidized out of public funds

E. The facts justify a straightforward demand for unique treatment for a
unique indutry,-By treating the utilities uniformly with Industrials the tax law
discriminates against the utilities. Such discrimination must be removed.

The Secretary of the Treasury in his prepared statement to the House Ways and
Means Committee on March 3, 1942, stated:

"With rates of this magnitude It Is increasingly important to have a fair basis
from which to measure the profits subj(c t to the excess-profits tax. In addition
to the many provisions in existing law to adjust earnings of the base period to.
take account of unusual eircumstances, it Is suggested that further relief -be
afforded where the earnings of the base period were abnormally depressed."

How apt this principle is for utilities. The utility industry Is unique in several
Important respects, It has a very high Investment per dollar of sales, and must
raise large amounts of capital as demand for service increases. Its selling prices
are regulated, and arc not now allowed to rise with costs. It has publicly owned
competitors which are comparatively tax-free, Taxes have been rising so rapidly
that the rate of return is less than that allowed by the courts,

Such a unique industry as the utilities requires unique tax treatment. They
should be allowed to earn the fair return as now approved by the utility comnIs-
slons arsl the courts. The courts have declared as fair rates of 5 percent in some,
decisions and 6 and 7 percent in others. Hence, no tax should be levied that cuts
the return to below the fair return. If necessary, for the war effort, all taxes.
above the legal fair return could be coll.-ted from the consumer.

To treat utilities and Industrial cou,orations equally means discrimination.
against the utilities. A tax system should be made to order, not applied "ready-
made." Unless It recognizes the specific problems of utilities the Government may
find a whole sequence of problems on Its hanls after the war-all unnecessary,--
problems which could be solved with a little Insight and foresight. Unless an in.
telligent tax policy will be framed for the utilities the whole theory of utility-
regulation becomes utter nonsense. The opinions of the Supreme Court become
Just so much verbiage. The officials of the public-utility commissions become vold
of either authority or responsibility, acting not on their Judgment, but like a
Jumping Jack subject to any pull of the strings of Federal tax policy.

1. The utility corporations should not be taxable until they have earned a fair-
return as allowed by the courts: Such fair return is clearly net to fl'ihiVestdr; for
if It were the return before taxes the decision would have no signlficsuce, for
any tax could reduce a 6 percent fair return to 3 percent, 2 percent, or even 1 per.
cent. Until such legal return Is earned they should be free of tax. After it Is
earned they should be subject to the same taxes as other companies whose earnings
are not so limited.

Where the tax on the public utility finally should rest was decided by the
Supreme Court:

"In calculating whether the 5-cent fare will yield a proper return, It Is
necessary to deduct from gross revenue the expenses and charges, and all taxes
which would be payable if a fair return were earned are appropriate deduction.
There is no dlterence in this respect between State and Federal taxes, or be-
twoen income taxes and others" (Galveston A'ectrit Co. v. Galveston, 258 U. S.ZW . 3q9 (1922) ).

Public utility commissions which refused to consider the Federal 3-percent
tax formerly In effect "as a part of the cost of service to be paid for by the.
consumers" were rever.ed by courts on the basis of the Galveston decision.
Congress could carry out the intent of the Galveston decision by making it a
general tax principle that public-service corporations should be allowed sufficient
earnings to give a fair return on the investment as decided by several public-
utility commissions. In other words, since the Government puts a ceiling over
utility rates, should it not also put a floor under utility earnings? When the
Government exercises certain rights with respect to the investor it automatically
incurs certain obligations.
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2. When a commission lingts the utility earrings to 6 percent on fair value
that very fact means that excess earnings do not exist: Rate reductions, to
bring the return back to 6 percent, constitutes l()-percent tax on the excess
earnings, or a confiscation of the excess earnings, The rate reduction and not
the tax on excess profits accomplishes the purpose. Therefore the utilities J11stify
a different tax treatment. Excess-profits tax should be equal to the amount by
which earnings exceed the earnings In the base period, allowing for growth.
This is another variation of the proposal thnt excess profits be levied only
after the permitted return,

A Supreme Court opinion sets forth the principle of the Investor's right to
a fair return, which has been consistently flouted by the tax authorities:

"The thing devoted by the Investor to the public use Is * * * capital em-
barked in the enterprise. Upon capital so Invested the Federal Constitution
guarantees to the utility the oppN)rtunity to earn a fair return. Thus It sets
the limit to the power of the State to regulate rate, * * * The compensation
which the Constitution guarantees an opportunity to earn Is the reasonable cost
of conducting tue business. Cost includes, not only operating expenses, but also
capital charges. Capital charges cover allowance, by way of Interest, for the
use of the capital, whatever the nature of the security Issued therefor, the allow-
ance for risk incurred, and enough more to attract capital" (concurring opinion
in Southwestern Bell Telephone Co. v. Public Service Oommi.sslo, 262 U. S.
276, 289 (1923), by Justice Brandeis).

b. Since the courts allow a legal rate of 6 percent on fair value if the Govern-
mant Insists on taxing the companies to reduce the return below this rate the
tax should be passed on to the consumer as a special war excise per kilowatt-
hour. This Is a cheaper method, less burdensome to the consumer than the rate
increase, of which the Government would take 90 percent.

This Is not a new proposal. It is already in effect. More than 50 utilities
have framed their rate schedules so as to permit the passing of certain taxes on
to consumers. The methods vary. In some cases a percentage surcharge is
added to the base bill, In other cases a percentage surcharge is added to the
prescribed rates. Such additional charges would not be Inflationary. Utility
rates have not risen like other commodity prices. Utility rates have actually
fallen. A surcharge would therefore merely go a small way toward bringing
utility rates in line with other prices. If this surcharge Is not levied on Indus-
trial users it will not raise prices. If It Is levied only on residential users It
would act as a deflationary force because the consumer would have less to spend
on other goods.

If Congress does not provide for such transfer of the burden to the con-
sumer what will be the result on the utilities? Investors, being expropriated,
will avoid the Industry. The cost of capital for the utility industry would
rise. Rates to the consumer would therefore rise necesmarily. In other words,
the consumer must either pay a temporary surcharge during the war to
help save the utilities and to avoid expropriating the investors or else he will pay
permanently higher rates. The alternatives are clear.

There are precedents for such action by Congress. The House revenue bill
actually provides a tax on freight and express charges, taxes on telephone
and telegraph messages. Why cannot Congress carry this principle further and
provide for similar charges on electric power service?

In summary, the utility Industry asks for no favors It asks n...ely for
equalization of the tax burden on one industry, whose prices have been reg-
ulated downward, with other Industries, whose prices are free.

To pass the burden of destructive taxation on the utility corporation to
the utility consumer would merely equalize the price of electric service per
kiowatt-hour with the prices which the consumer has been paying for other
commodities.

There are decisions which uphold the right of utilities to pass the tax on
to the consumer, Tax is a cost, the courts have held, The United States
Supreme Court, in the case of Georgia Railway & Power Co. v. Railroad
Commission (19Ml, 262 U. S. 625, 67 L. ed. 1144), tacitly upheld the doctrine
that taxes may be passed on to the public or the consumer by holding that
the Federal corporation Income tax should be allowed as a proper operating
charge or expense. There was no specific mention made of the fact that the
result of that decision would be to pass the tax on to the public or the con-
sumer.
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There are many other cases which held in effect that Federal income taxes and
excess-profits taxes are a proper charge to operating expenses and, therefore, Ipso
facto, these taxes are properly passed on to the public or to the consumer. That
the Federal income tax ipoed tiu on a public utility was a proper item of oper-
ating expenses was held in the case of New York and Queens Gas Co. v. P'render-
past, 1024, 1 F. (2d) 351 ; Monroe Gas Light d Fucl Co. v. Michigan Public Utilities
Commission, 1)26, 11 F (2d) 319. A Texas court, in the case of Saa Antonio
Public Service Co. v. San Antonio, P. U. R. 1024, (A) 259, held that income and
extess-profits taxes lImosed by Federal regulation shouhl be included as an
operating expense and treated as "n part of the return. The other cases which
hold that Federal Income taxes are properly chargeable to operating expenses are:
'eoplc ex rel. Pennsylvala Gas Co. v. Ptblic Service Conimisslon, 1925, 211 (A. D.)

253, 207 N. Y. Supp. 599; Charleston v. Public Service Coinmission, 1924, 95 W. Va.
91, 120 S. E. 398; Re Chicago District Electric Generating Corporation, 1941,
39 P. U. R. (N. S.) 263: Re Andrew County Mtu0al Telephone Co., Case No. 0841,
December 3,1940, and Re Hampton Water Works Co., 1940, 36 P. U. R. (N. S.) 401.

4. Reduce or abolish the corporation tax and increase l1w tax on dividends
on a graduated basis. Utilities, already subject to an unusual tax burden,
should at least be exempted from any further increases in the normal or
surtax rate on corporate incomes, or else these taxes should be reduced
for companies selling service at a price regulated by public authorities. Of
course, we C(oifld follow tho procedure of Belgium or Great Britain and In-
stead of taxing the corporation, levy the tax on the dividend. The upper
brackets would pay just as imuch and the lower brackets would get a square deal.

F. The corporation tax and the excess.proflts tax on public utiliflcs snap be
unconstitutlonal.-Supreme Court decisions granting the right of utilities to earn
a reasonable return were rendered at various times. The return was allowed
after taxes, which are considered an expense. If the Court allows, say, a
6-percent return, is it not inconsistent for Congress to levy a tax which will
reduce that allowable return to 3 percent or less? Perhaps a tax which would
thus reduce the return might be considered confiscatory and a violation of the
fifth amendment to the Federal Constitution. Some authorities think it is,

1. It is to be pointcd out that this opinion is open to qualification. Such qualifi-
cation would include such factors as the political and economic condition of ti4e
United States at present, factors as World War No. 2, the value of money and the
earning power of money, and the type of public utility involved. The above
opinion, however, is based upon the following review of cases dealing with the
question as to whether or not a certain rate of return is confiscatory.

A return of 7 percent was held not to be confiscatory in the case of Pacifc Gas
d Electric Co. v. San Francisco (1924), 215 U. S. 403, 68 L. ed. 1075. A return
of 7 percent on value of property was held to be reasonable and not confiscatory
in the case of Wabash Valley Electric Co. v. Young (1935), 287 U. S. 488, 77
L. ed. 447.

Village of Tapper Lake v. Moalhie (1939), 170 Misc. 265, 10 N. Y. Supp. (26) 53,
held that a 5.8.percent return could not he considered confiscatory by a municipal
electric utility. A -percent return was held to be reasonable and not confiscatory
for a camnbhned electric, water, and steam lighting utility. This is in the case of
Re Otter Tail Power Co. (1940), 33 P. U. R. (N. S.) 301. A return of ( percent
was allowed on a rate base of a light and power company, Re North Dakota
Power d Light Co. (1939), 31 P. U. It. (N, S.) 26. A return of 5 percent was
allowed as reasonable for a telephone company, Department of Public Werulc v.
Pacific Teleplone & Telegraph Co. (1949), 37 P. U. R. (N. S.) 241, but a statute
fixing a maximum rate for gas which would yield a return of less than 5 percent
wqs held to be confiscatory In the case of Ottinger V. Brookly Union, Gas Co.
(1927), 272 U. S. 579, 71 L. ed. 421.

Rates under which a gas company produced a return of not more than 4.59
percent were declared to he confiscatory in the case of Mobile Gas Co. v. Patterson
(1021), 293 F. 208. A tatute which fixed a gas rate so that the return would

be only 2.48 percent on the fair value was held to be confiscatory in the case of
Kings County Lighting Co, v. Prendergast (1925), 7 F. (2d) 192, In the case of
Edison Light & Power Co. v. Driscoal (1928), 25 F. Supp. 192, it was held that a
return of 3.65 percent on the fair value of the property of a utility was
confiscatory.

Cases show that In no case whatever have the courts gone so far as to hold
that a 3.6 percent or a 4 percent return was not confiscatory. Therefore, In view
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of the cases so cited, it is submitted that a present-day court, with a great deal of
legal precedent behind it, may well be expected to hold that a corporate income
tax of a very high rate would operate to reduce a utility's allowable return
to 3 or 4 percent was confiscatory under the fifth amendment of the Federal
Constitution as a deprivation or taking of property without due process.

2. Another Important question involved Is if the Supreme Court can overrule
Congress, has Congress the right to overrule the Supreme Court?

3. Is it possible to limit the Federal tax on creatures of the several States
whose rates are fixed like privately owned utilities which compete with publicly
owned properties paying no Federal tax? These are rising steadily relative to
the whole industry. Various proposals have been made. One is to set a limit to
the total amount of Federal tax on companies subject to public regulation so
that the income after taxes should not be less than the fair return on the invest-
ment. Again, Congress Itself could provide in the tax law certain limits beyond
which it would be against the public interest to tax utilities except to use them
as collectors of a tax-free surcharge on bills to customers. In the case of McCul-
lock v. Maryla d the problem of conflicting tax jurisdiction between State and
Federal Governments was considered. The situation Is now reversed, with the
Federal Government taxing a State creature. A legal test case carried through
the courts might decide this question.

CONCLUSION

The Government urgently needs more revenue. The utilities are eager to pay
their share. But In the process the industry should not be threatened with de-
struction. Here is a $15,000,000,000 industry whose shares, preferred and com-
mon, are held by over 2,000,000 citizens, private investors, and whose bonds are
held directly by over 1,000,000 citizens and Indirectly through the life-insurance
companies and the savings banks by over 40,000,000 American citizens. Destroying
this industry will have a grievous effect on millions of American citizens and
voters.

It should be possible to work out a sound method for the taxation of utility
income thnt will sfteigviil the0 vrodlt of the industry, permit efficient uttities
to continue to operate as private enterprises, and yet enable these companies to
provide low-cost and plentiful service for the period of economic reconstruction
after the war.

WARTIME TAXATION: INTERNATIONAL EXPERIENCE CoN-4CsNTN_ PrRPAVRwv Po posAL
AND 'iHiE REVENUE BlL, StUBiMITI"FD BY ELISHA At. FRIEDMAN, NEw YORK, N. Y.

Summary of proceedings of conference at New York University Faculty Club,
Meiy 26, 1942, of Industrialists, bankers, economists, as well as Government
officials and ex-officlals from Great Britain, Canada, Germany, Austria, Czecho-
slovakia, France, Belgium, Holland, Sweden, and Switzerland, who were ques-
tioned by United States Government officials attending. The chairman was
Elisha M. Frledman.

This summary will cover: (1) Taxes on individuals, income tax, wages tax,
sales tax, estate tax, and capital gains tax, and (2) taxes on corporate income,
excess profits, and increment income.

I. PURPOSES OF WAR TAxes

General experloce shows that In tis war altl countries raise a higher per.
centage of war costs by taxation than duri( g the last w'r. Iowevir, One caillot
always tell whether financing by taxation is ref#,,rable to flniancig by borrowing.
Two arguments usually are brought forward in favor of borrowing: (1) Bor.
rowing emphasizes the voluntary element In war financing and offers, therefore,
a greater clnce to attract idle money. The problem reinaiins, however, whether
real and additional savings can be obtaied or whether only a replacement of
other assets takes place; (2) the old argument Is still valid that borrowing
lays a part of the financial war iurden on future generat 1olls which should not
only share In the blessings of the victory but also li its costs. The degree, h1ow-
ever, to which this really ciin be accomplished di'otids to a great extent on
whether' large-scale borrowing will result II inflltio or not. Infllltion, which is
actually a form of taxation, would throw back a greater part of the borrowed
burden oil the shoulders of the present generation. 01 the other hand, it cannot
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be pv.'wupposed that taxation is a sure way to avoid inflation. The line of demar-
cation between inflationary and norintiationary methods of war financing does
inot run between taxation on one side and borrowing en the other, IL fact, it
depends on the specific way in wi [Lh taxation anI borrowing are handled, wether
inflation will result or not. The main point is whether war financing succeeds
in limiting the purchasing power of the p)l1ation. Both taxation and borrowing
can furnish adequiate means to this end.

However, in the modern war economy there are other and more effective means
of bringing iebont this resulIt. If curtailment and control of consuntion is the
mait issue, tie experience in Great Britain and Germany shows that this can
be achieved more directly and more effectively by rationing arid price and wage
control than by taxation and borrowing. As a matter of fact, it was the corubi-
nation of all these means which until now gave fair results in overcoming the
dangers of inflation. The tremendous drive for voluntary saving, as for Instaince,
in Great Britain, Is a direct result of the absolute lack of goods to buy. In this
respect Germany offers a very slmllar picture.

Finally, there remains theoretically the possibility of checking inflation by
directing idle money into forms of consumption or investment which would not
Interfere with war production; e. g., movies, jewelry, real estate. These possi-
bilities, however, offer either only comparatively small outlets, or they may
have dangerous consequences in other fields. Price rises in farm land would
raise farm prices and this would not only impair the price policy during the
war but also repeat the fact that the high price of farm land was one of the
main reasons for the collapse after the war,

Nor is there a definite way of saying how nmch of the war effort Is actually
financed by taxatilon in the various countrle,s. Irr mu total war economy as exists
today, not only inI Germany lut also in England, the total var expenditure ex.
ceeds the limits of the budget. Much of the cost of the war effort has to be
paid by the population ii forms which are neither taxation nor borrowing, In
Germany, where this system of additional revenue Is most elaborately developed,
the greater part of the economic ani social administration is financed by volun-
tary or involuntary contributions. Furthermore, when sections of industry can be
induced or compelled to make war Invotrnonts out of their' own reserves and earp-
ings, when private Individuals and landlords are obliged to build shelters, hold
stocks, etc., on their own costs, then u part of the financial burden of the war is
financed apart from any public budget. The problem of fixing the amount to be
secured by taxation is complicated by the fact that In all countries Federal or State
revenues are complemented State and local revenues and that, aside from taxa-
tion, social-security contributions are an additional burden on private incomes.

These factors must be kept in mind with regard to the following figures- It
iras been estimated that the war expenditures is covered by taxation in Great
Britain 40 to 50 percent (excluding iease-lend material) ; In Canada 58 percent;
in Gtrmany .3 to 40 percent; in France (at the beginning of the war) at 35
percent; in Switzerland, 57 percent of the war budget or almost 35 percent of
the total Federal budget.

There is sonie evidence that taxation, even in wartime, is limited politically
more than economically. Even in Germiany where political considerations least
impede the decisions of the Government, the Nazis in their tax policy deemed
it necesary, for instance, to favor tie workers and applied certain tax measures
to them to it less extent than would have been economically possible,.

The psychological limits, however, are not fixed boundaries. They can be
expanded by political etlucation arid an adequate policy. The sequence (f
political steps seems to be very Importatrt in tits respect. This is shown clearly
by the experience in Canada, There the government had the satie factor to face
as hr this country: to make the public realize that a bitter war is being waged
which niust profoundly affect every individual. Canada attempted to achieve
this step by step. The first step, taken even before the outbreak of the war,
was the control of armanuot contracts. This was followed at the outbreak
of the war by an excess-profits tax which took away 75 percent of all excess
profits, The third step was widespread propaganda for reduction of the stand-
ard of living. The fourth wits the introduction of selective price control. The
fifth step was taken : the government announced that only average past expendi-
ture would be allowed when the excess-profits tax resulted in useless spending
by individuals and companies--as a deduction in computing taxable profits.
This applied to wages, salaries, advertising and all other expenses. (To stimu-
late the defense bond campaign, advertising is tr-ated as an allowable deduc-
tion for tax purposes provided at incest 80 percent of the space is devoted to
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pronioting the sale of defense bonds.) The most recent step was the estab-
lishinert of wage control. This development required a long period of gradual
education as to the reality of wait No w(orknan ip to the rank of foreman
Is permitted an increase of wages beyond the amount justified by the cost of
living index, No increase in salaries is allowed unless the employre gets a
new job. The next step will be rationing. It is regarded as one of ie most
Important modes of controlling corsumptlon, Selective rationing only is at
present in force. The rationing of rubber and tires commenced in December
1941.

1I. TAXES ON INDIVII)TJAL.S

(A) Personal income taw

1. Canada.-All the Provinces have agreed to cease levying income tax for the
duration of the war, The Provinces will be compensated on the basis of the yield
of provincial income tax for the fiscal year which ended closest to December 1940.
The effective rate of income tax is now 50 percent as compared with a pre-war
effective rate of 30 percent. Exemption limits have been reduced from the range
of $1,200 to $2,400 first down to from $750 to $1,500, and now down to $6Wt to
$1,200. Taxpayers in the lower brackets seem to be willing to share the tax
burden.
2, Englan d.-Incomes below $440 are exempt from income tax. On incomes

subject to tax, the allowance for in single person is $320, pius certitcate for a
rebate of tax tip to a maxinmm of $80 credited to the taxpayer in the Post Offle
Savings Bank and payable after the war. A married person's allowance is $560,
plus a certificate up to $120. In addition, $200 is allowed for each child. The
maximum certificate for rebate is $260. In addition to the above allowances, there
Is an allowance ov earned Income of one-tenth of the amount earned, with a
maximum exemption under this head of $600. The minimum rate of tax Is 32/j
percent, which applies only to the first $660 of taxable income. The standard rate
of 50 percent then applies. On gross incomes exceeding $1,000, surtax is payable
commencing at 10 percent and rising to 47 /, percent. The top rate is, therefore,
971/ percent (50+471/6 percent), and after making provision for all allowances
thMs works out at a top effective rate of about 95 percent. As a result, a man
earning $30 a week pays, if single, $444.50, and, if married with two children, $156.
A married man with two children earning $5,000 a year pays $1,65 50 (33 per-
cent) ; if earning $20000 a year, $11,029.50 (55 percent) ; and If earning $200,000
a year, $181,378.50 (91 percent).

As, a single person earning as little as $480 a yeur has to pay $30 income tax,
the tax of wage earners is deducted from the pay envelope. But for the sake of
precision and equity, every worker is separately assessed, on the bass of an indi-
vidual return of total wages for the year. The employer is notified the exact
amount to deduct. Adjustments are made annually to cover variations it the
annual tax as a result of changes in the wage rate, or periods of unemployment.,
The number of returns and assessments of weekly wage earners in 1941-42 was
5,500,000, withI a tax yield of $600,000000, out of an aggregate yield from Income
tax and surtax of $3,078,500,000. The estimated aggregate yield for 1942-43 is
$.6600000MO, 'ersons with incomes tinder $2.('00 Ier year receive forty-three
fifty-sevenths of the aggregate gross Incomes of all persons. Persons with incomes
under $1,000 per year would pay an average actual rate of income tax equivalent
to 3.1 percent of their incomes. Persons with Incomes of over $1,000 and under
$2,000 would pay an average of 14.9 percent. In spite of the magnitude of the
administrative task, the system works, and there are no inequities due to short
cuts or simplification.

Joint returns are always required. Deductions are allowed for life-insurance
premiums. Deduction at source is made on payment of rent, interest (except
bank interest, in respect of which the payer gets a rebate of tax), annuities. and
dividends. However, where the deduction is made out of Income (e. g. mortgage
Interest payments, dividend payments), which has already been brought into
charge for tax, the person deducting the tax does not account to the revenue
amnthortles for the amount deducted, becalee in England no income is taxed twice.
Income tax Is payable on real property and normally the tax is computed on the
nassessed rental -alue, even though the property is occupied by the owner. But
property which Is wholly unoccupied is not subject to tax (nor is it subject to local
taxation). The effect of high rates of tax on incentive is watched, but in wartime
this Is a mich diminished factor. Allowances for depreciation and obsolescence
have been Increased to meet the exceptional circumstances of war production.



1286 REVENUE ACT OF 1942

3. France.-The amount exempt from income tax was about $400, but this
exemption applied to only wages and salaries. The rate of tax ranged from 18
to 40 percent, according to the source of income or class of security, The rate
was lower on wages and salaries, On Income derived from foreign securities,
the rates on dividends were lowe! for registered shares than for bearer shares.
The tax on interest and divideds was borne by the owner of the security and
it was deducted at the source, but the corporation wias entitled to assume the
burden of the tax on debenture Interest.

Payers of surtax were entitled to a deduction of $400 if single and $520 if
married, and those with dependents enjoyed the advantage of slightly lower rates
of tax. The highest rate of surtax was 36 percent. Rates were uniform for all
sources of Income.

Deductions were permitted for life-insurance premiums. The most productive
bracket was the middle bracket, about $5,000 per year. Normally, husband and
wife had to file joint returns, but there were exceptions, Taxes on nonresident
foreigners were deducted at the source, but they were not subject to supertax.

4. Belium.-The exemption Is about $550 (15,000 francs, assuming a pur-
chasing power of 3.7 cents), with an additonal exemption of 10 percent if
married, and 20 percent for each child. The minimum rate is less than I per-
cent, and the maximum rate, on Incomes above $300,000 is 22 percent. The
rate payable on dividends is 221/ percent, and on interest, 12 percent. Supertax
Is levied at a maximum rate of 16 percent, but is payable only on the balance of
77 percent of the income after payment of income tax at 22t/z percent, Divi-
dends from foreign sources are taxed at 0%2 percent, but foreigners deriving in-
come from Belgian sources are not granted different treatment from Belgians.
There Is an allowance for life insurance. A refund is payable in respect of unoccu-
pied real property.

5. Holland.-The exempt limit was $400 for a married couple and no deduction
was allowed for children. The minimum rate was 2 percent, and the top rate
was 4,5-46 percent. Uniform rates were levied whatever the source of income.
The total yield from income tax was only 10 percent of the total tax revenue.
A tax of 10 percent was deducted from dividends.

The tax on dividends or Interest coupons payable to foreigners was only 2
percent, and it was deducted at the source. The purpose was to encourage inv
vestment by foreigners. Foreign corporations operating in Holland paid iax
only on profits made in Holland, and the tax was approximately equivalent to
10 Ircent of the dividends paid,

There was no withholding tax on wages. Joint returns were always required.
Life-insurance premiums were entitled to a sniall exemiiption of g

6. Rween.-The exemption for a married p erson Is $250 (1 kroner Is taken
at 25 cents; the par value Is 23.8 cents and the purchasing power Is about 40
cents) ; with one or two children, $500; with three children, $750. The minimum
raie Is 8.1 percent, which includes Income and property tax and the new defense
tax which is now equivalent to 50 percent of the Income tax, but is proposed
to be Increased to 62.5 percent of the Income tax In 1942. The maximum rate
Is 53.7 percent on incomes exteeding $50,000, and this Includes a surtax of 28
percent, The average aggregate rate on an income of $1,000 is 24.69 percent;
on an Income of $2,500, 32.60 percent; and on an income of $6,250, 46.92 percent.
In the case of Income wholly earned, the maximum effective rate is 45 to 50
percent. But on unearned Income with an assumed yield of 3 percent, the rate
in respect of property valued at $1,250,000 would be about 72 percent. A novel
provision is a discretionary allowance of the whole or part of the defense tax In
cases of illness, unemployment, military service, or retirement.

Joint returns are required. No deduction is made from wages, except In
cases of default In payment of the previous year's tax. Tax Is payable on the
assessed rental value of real property, but assessatents are on a moderate scale,
and investment in real property is a lawful mode of relieving the burden of
high rates of tax.

7. (termany.-In Germany nil wage earners and salaried employees are sub-
ject to a special wages tax In lieu of Income tax. The lowest rate of the in-
come tax applied before outbreak of the war was 1.7 percent, the highest 55
percent. Immediately after the beginning of the war a surtax of 50 percent
on nil Itnomes, Including wages and svlares, but excluding corporations, be-
came effective. Small Incomes up to 2,400 relchsmnrks annually were exempted
from the surtax; for wages and salaries the limit was 2,800 reichsmarks. Until
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the end of 1941, when slight changes were made, the exemption from income tax
was $373 (approximately 112 reiehsmarks equal $1 In purchasing power) for a
single person, $5W0 for a married person in the first 5 years of marriage and $450
thereafter, and additional exemptions of $200 for each of the first two children,
$267 for the fourth child, and $33 for the fifth child. The minimum rate is
2.5 percent for a single person, but the minimum rate decreases In respect of'
married persons with children on the basis of the larger the number of children,
the lower the rate. The minimum rate for a married person with four children
is a mere 0.28 percent. The maximum rates, which are levied on incomes of
$90,000 or more, range from 65 percent for single persons to 55 percent for
married persons with children.

The tax payable Is ascertained from a comprehensive tax table. The above
figures are derived from the table and include the war surtax.

There is a separate income tax for wage earners, who are not taxed under
the above individual income tax unless their wages exceed $5,333 per annum
(8,000 reichsmarks). The tax is deducted from the weekly wage, with no re-

funds or adjustments. Exemptions range from $676 per annum for a single
person to $2,080 per annum for a married person with four children. Minimum.
rates are from 1.18 percent down to 0.26 percent and maximum rates on in-
comes of $24,667 and over a;Anm 40.6t at l down to 22.5 percent with cor-
responding advantages At"'knarried persons wltb lrge families. Incomes de-
rived from salaries eteeeding $5,333 are assessed undar the individual income
tAx, subject to a credit equivalent to the amount of wde tax which has been
deducted.

Since October 1941 wage earners may open "iron saving" accounts, with
maximum deposits of $17 monthly, or 50 percent more if the wage earner works
c ,rtme, a, d with the addition of bonuses up to $333. These "iron savings",
receive i,4erest at 3/ percent, and are exempt from wages tax and social
Insurance contributions, but the accounts ate bloeke4 until 12 mofttbs after the
war. In form, the scheme is vblutary.

Tax n dividends bitms Itat' scducted at sour<4 Joint ret* ns are not
required. Wage earners hav unrned incoxo not Txceeding $7 derived"
from dividends or Interest, /4267 from re~t,j nd not exceeding V6', in the
aggre&*te, need not file a r4itn, at receive , ebat. In respect ,of tax de-
ducted at the odiM ltho wlt he Ve± lt iht dcduc t uOc aunt to.
approximately 27 ,ereftt ianthe'tfe 5 persons, 21 percent married,
and 15 percent if having 6'w hild. Th.re ts no allowance for life iburance.

8. ItWy.-Income tax is ti important t in Italy. It exists, but ig not taken
seriously. Returns are usgally low, and pre-oldom accepted at face 4tlae. More
often, the assessment is based on the standrd of living of 0he taxpayer, which, at
least, imparts the salutary character of a luxury tax. Ithe ratejn dividends.
is 10 percent. Wages of $40 per pwnth and over are taxed. Ril property Isr
assessed oi rental value, and -the tax Is paimble "whether tle property Is
occupied or vacant.

B. Wages t-4Oucted at source

In Germany wAges tax, deducted at the source, has ex!Bed for 20 years and
in Belgium for 15 yera. In Germany the wages tax replaces the Income tax for
all wage and salary earners earning up to 8,000 releluarks annually. In these
cases no Income-tax returns have to be l no assessments take place, and no
refunds are made. Returns have to*' ed, however, If the wage or salary
earner has other earned income of more than 300 relchsmarks, or capital income
of more than 1,000 reichsmarks annually. Since 1933 Germany deducts the wages
tax with the help of tax tables providing for pay periods per month, week, day,
and 2 hours, carrying through the progression of the tax rate up to 27 percent
for unmarried and 15 percent for married persons. Elaborate exemptions for
faintly members are granted.

In Belgium deductions from wages and salaries and directors' fees are made
by schedule, according to the number of dependents, and progressively according
to the amount earned. Any necessary adjustment is made in the final income

In France deductions have long since been made from dividends. Deductions
from wages are a wartime Innovation. There are two classes at ilxed rates.

In Great Britain deduction at the source from dividends, rents, and mortgage
Interest at tae standard rate has long been in force, and has worked well. The
taxpayer claims a rebate for reduced rate of tax and allowances. Deduction

09f-42-vol, 1- 82
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from wages and salaries at the source was introduced in 1141, The deduction
Is mude in respect of the tax payable on the current wages of salary, and reaches
4,000,C00 taxpayers. It works weli.

'xpoerivnce with the new wages tax in Canada is favorable. Applications for
funds by persons who paid on short periods of employment but who were not

fully employed during the year were far less numerous titan expected, Germany
had the opposite experience with refunds during the twenties and abolished
,theta in 1931,

(. Sales tti

The sales tax can be applied In three different forms.: manufacture.; tax, gen.
eral turnover tax, and retail sales tax, The manufacturers' tax exists In Canada
and France, the general turnover tax in Germany and Belgium. Great Britain
Itas recently introduced a sort of wholesnie tax, Canada and France now apply
the manufacturers' tax in much the same way. Both countries take the tax in
general front the last manufacturer of each article. In other words, the tax is
raised before the merchandise is taken over by commerce or reaches the con-
.s4imer. No accumulation of tax rates takes place.

1. Canada.-All taxpayers are registered. There are many exemptions, e. g,,
processing, staple articles, ingredients. The amount of the tax must be shown
on the manufacturers' Invoice to the retailer. The tax Is found to be simple and
noni ritant In practice.

2, France.-The development was characterized by frequent changes In the
teebtilque of sales taxation. The original retail sales tax met such great op-
position from small shopkeepers and handicrafts that it had to be. replaced very
soon by the "taxe sur le chiffre d'affalres," a general turn-over tax. This sys-
tem, however, was likewise so unpopular among small retailers that step by step
it was replaced, In part, by separate taxes on various products. These were
the so-called "taxts uniques," which were applied mniuly In the form of manu-
facturers taxes. Every product subject to a "taxe unique" was exempt from
the general turn-over tax. In 1936, after the People's Front had made an elec-
tion promise to abolish the sales tax, a new syste- was created. Some of
the numerous "taxes uniques" were combined with the consumers taxes; some of
them with the customs tiutles and a few remained. The general turn-over tyx
was converted Into a manufacturers tax, "it taxe a Ia circulation des products."
Two tax rates are applied In this ease: A general rate of 8.7 percent and a
-rate of 2.2 percent applicable to all small business concerns, the turn-over of
which does not exceed 300,000 francs. Also, this system had to face much
eritetsm. The tax wa.- conea-llod frot the consumer, ind not unpopular with
film; but It was unpopular with the last manufacturer, who was the ultimate
payer, and whose liability was computed from his books.

3. Germany.-There is a general turn-over tax which in 1938-39, the last
prt-wmr budget, netted 3l400.00000 initrks, or about 18.9 percent of the total
tax revenue of the Reich, Since 1932 the general rate is 2 percent. Farm
products, however, pay only 1 percent. The tax rate on wholesale trade is
O 5 percent, and on department stores 2.5 percent. Every turn-over is taxed.
The tax has to be paid every month, but in the case of small shopkeepers every
. months. Administrative experiences are favorable. A stringent system of
control has been established. Before 1933 criticism against the tax was fre-
quent, It resulted in a gradual reduction of the tax rate from 2.5 percent In
1924 to 0.75 percent In 1926. During the depression, however, the tax rate
reached again 2 percent.

4. Blegim.-The turn-over tax was the ltatkbotne of ihe budget, and was
found to be a satisfactory form of taxation, It was steady, popular, and a
powerful check to Inflation. It rested in increased prices, but the Government
got the bulk of the Increase. The luxury tax was not a grett success, owing
to collmtslon, and evasion by false descriptions. The fundamental tax, was a
tax on everything sold (except imports tind exports) Imposed tit ('very stage
and Imposed every time the article or commodity turns over, The r'te was
generally 3 percent, but In some eases I percent, The tax was nn incentive
to the integration of firms int order to reduce the number of turn-overs, beeamtse
every added process by an independent firm was regarded as a fresh turn-over
to the extent of the added value. The Incidence of the tax Is normally on the
ultimate purchaser. No turn-over tax Is payable on sales by farmers.



REVENUE ACT OF 1942 1289

5, Great Britai.-The so-called purchase tax, Is a wartime measure. Its
main olbJct is to curtail consumption, not to produce revenue. The tax is
restricted largely to articles which are not included In the cost-nf-livihg, Index.
It exempts food, and standardized or so-called utility clothing, boats, shoes, etc.
Under conditions of total war, taxation is based up)n an estimate oft 1 minhIl-
mum living rrquirenients of the mlblic The rest most go tro the war effort.
This is possible only when the "sacrifice" factor is sufficiently strong.

The revenue derived from the purchase tax for the first 6 months of its
operation wvas $104,0{10,000 and $394,000,(t(t In 141-42. Tie rate of ihe lax
is 1 21 percent on classes of goods regarded as more essential, such as pots,
pans, brooms, earthenware, and ordinary clothing; and the rate Is .331,, percent
on goods regarded as luxuries In wartime, such as soft furnishings, bedding,
cutlery, furniture, and household appliances.

The tax Is levied once only. It is chargeable on the wholesale merchant or
manufacturer, who adds It to his invoice to the rettller, and the retailer, in
turn, collects the amount of the tax from the consuer on iule. The tax roust
be separately shown on the invoie. It is also kept separately in the books of
account, thus simplifying administration. The person riecouniab'e 'o the Tre' sniry
is the wholesaler or manufacturer, who must be registered. There are 40,000
registered traders, but this number may be increased because the lower limit
of annual turnover required for registration has now been reduced to 500 pounds.

The rates have now been doubled, but the exclusion of utility clothing will min-
imize the effect of the Increase on the cost-of-living index. Some of the principal
Articles now ehargeable with tax at 06% percent are silk garments and fabrics, pile
fabrics, soft furnishings made of such fabrics, mirrors, leather luggage and wallets,
(locks, watches, musical instruments, toilet requisites (excluding a few essentials
such as brushes, combs, towels, and razors), and ornamental articles,

The tix has added about 121A and 24 percent respectively to real prices, and
hits caused a rise of 51/4 points In the cost-of-living index, which had been restricted
to 125 or 130 points as compared with 100 points prewar. The actual rise In
retail prices has been 45 points according to the method of computation In use,
but this represents about 29 percent in the cost of living. It is recognized that
taken alone the purchase tax hits some element of Inequity In Its Incidence, but
equity is restored hy the system of allowances in respect of l-oue tax.

Labor has not been hostile to the tax. The cost-of-living index rose an average
of only 2 rercent In 1941, owing to price control, as compared with a rise of 27
percent during the first 16 months of the war. Rates of wages iso rose about
29 percent ns compared with September 139, but actual wages received after
allowing for overtime and paymcnt by reults, increased ahout 42 pervt. More-
over, as stated above, the purchase tax largely excludes Items which make up the
bulk of the wage earner's cost of living.

6. (Tharoeterfsftics and use of each type of sales tam.-Each form of the sales
tax has its own merits and shortcomings. The final judgment of the sales
tax, of course, depends not only on the solution of many complicated problems
involved In its application, but on Its position In the tax system as a whole. Since
the burden of the sales tax Is generally shifted to the consumer it Is important
that within the existing tax systeor, an adequate counterbalance be provided in
the form of a progressive Income tax, an excess profits tax, etc.

F'trthermore, from the economic aspect, It Is important that the sales tax
fits Into the whole system of economic policy. Nothing Is achieved if the sales
tax results In wage Increases or If it overthrows a policy of price fixing.

Under present conditions in the United States, a general sales tax might "take
price-control difficult. Inequity In the incidence of the tax arises from inability
to adjust the tax to differences in family responsibility, This difficulty was
compensated In Francq by additions to wages and salaries graduated according
to the number of dependents. An elastic wage system, based on the cost of living,
however, absorbs the deflationary effect of a sales tax.

In Germnny and In France the tax was concealed from the consumer with thie
result that competition absorbed a part of the tax, And the consumer was tax
unconscious. It is doubtful, however, whether this result can be expected of a
sales tax, introduced during war times, In England, for instance, competition is
a weak factor because of the total war economy and particularly the restriction
in the production of goods and control of prices.

According to the general trend of foreign experience, a sales tax is not a
difficult tax from the economic or administrative standpoint, but it tends to
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become a subject of political cilntroersy. Financially, it has desirable tend-
eneles. In some of Its forms It creates a consciousness of participation in the
buI-dens of government, which has educotionat value, but makes the tax unpop-
ular.

The general turn-over tax provides a high yield at a comparatively small tax
rate. J, Is not true, however, that in i--so 'if a multiple turln-over tax the tax
burden multiplies according to the number of transactions or turn overs. In the
initial stages (- production the value of anl article is only a small fraction
of its final va,ue and also the additional turn-overs Involvd in the progress
toward completton of an article result In less tIan proportional increase Ill the
accumulated tax.

Technically the tax has favorable features, Sales are easily determined, as
compared with Income, The tax has certainty. But it was found necessary
to grant exemptions on Intermediate stages of manuft(-ture, and the produce
of the tax suffered. Certain technical difficult s had to be overcome--
how to handle the tax In cases of import and exixirt ; how to fix the tax rate,
of the wholesale trade; and how to eliminate the effects of Integration of the
tax, On the other land the general turn-over tax hias one advantage over other
forms of the sales tax. Since it Is applied to every stage of production and
distribution, It provides, If properly handled, the tax administration wit! a
very useful controlling device for income taxes and business taxes.

In the case of a manufacturers' tax the number of taxpayers is comparatively
small. The control of tile taxpayers is further facilitated by the fact that In
general it Is easier to ('iucate producers to carry on reliable bookkeeping
thm the average small retailer. The tax does not Induce integration and tile
export and Import trade can be exempted completely. One of the remaining
problems Is to decide at what stage the tax should be fixed.

Canadian experience shows that a manufacturers' sales tax Is noncumulattive,
nonregressive, simple of collection, can exempt basic necessities, and raises
n) serious objections, and when disclosed on the bill, gives knowledge of ihe
responsibilities of Government, aid creates confidence. In the latter respect,
it is analogous to the deduction of income tax at source. But paradoxically,
Canada considers it desirable that the ultimate consumer (who Is net the direct
payer), should not be conscious of the tax,

In the light of the French experience with the general turn-over tax and,
after 1936, with the manufacturers' tax, preference is given to the retail salt-s
tax. From this point of view the manufacturers' tax and the turn-over tax
have the following disadvantages :

(a) Ili wartimes, when a large part of the production Is In the final analysis
paid for by the Goermeni, it is not reasonable to Increase the cost of all con
tracts by the amount of the tax. This seems especially devoid of sense when
a large part of the contracts Is on the eost-plus basis.
(b) Even in tines of peace both taxes have the Inconvenience of being neces-

sarily included in every calculation of the cost price, so that the margin of gross
profit applied to every cost price is alo applied to the amount of the tax, which
Increases unavoidably the profit of the lalufacturers, the wholesalers, and the
retailers. In Germany this disadvantage has been overcome by a rigid price
control.

(e) Distlibution by the retailer is the only field where there may be soic com-
petition Ill wartie Therefore it is possible that par1t of the tax would be
absorbed by the retailer out of his gross-profit margin. The Increase In turn-over
resulting front the ilcreasinag pries aid front we greier piurchnsing power of the
masses makes such absorption easier.
(d) Foriils of 'colisutlers' iii xes" whore lie maxilantu Ill-lleiec ,n tie prices

cal lie easily ealeillite(I are preferable to other formn. Such an approximate
calculation is only possible within a retailers' tax.
(c) The only udailtagi oft the liialitlfll-tnrers' tax Is that ill( number of tax-

lp1y-,l'S is collplratIvely small and ii lkkvvlng of Ilii niinfn tcl urers is generally
more accurate. Wilh tile general use of flie ilncole tax, how-ver, the rotalloS
are now quite used to bool(kkeepIng and tax reports and shield have no difliculties
in ri-porting thi-r nlonithly tnrli-over.

if) The rr-tall sales inx should illgin with i a low tax rate, which van be licreascd
griduially later 011.
oil vote as to the most desirable form of sales tix, out of 24 persons present

jit thit- conforonce, 7 voled fur 1 nlalitlfiu'ltcerl5' salvs tnix is ll ('iCnltda, 5 for ii
tax paid by tihe retaiir, anti 5 for n gentliri urn-over tix payable it every stage
and cumulative 15s to the addld vl10. The Iirclisi litx of Great Britain was
reglrded its s111 gneris and was excluded.
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D. Estte an d gift toces

1. Engla d.-Death duties may be divided broadly Into estate duty, payable on
the aggregate estate, including gifts irade within :i years of death, or in the case
<Yf gifts to government, made within 1 year of death, and l gacy or succession
duty, payable by beneficiary.

For estate-duty purposes the exeraptioe is $400. The rate of duty then vom.
miences at 1 percent and rise,; on a long, grndiraled scale to 65 percent rn estates
exceedig $8,i00,000.
Tie mninliuum rate of legacy or succession duty Is 1 percent, and tire maximum

Is 10 percent, cocniited on the value oif tile legacy. The rates are uniform for all
legacies, whatever the aininit or viiliue, bit vary according to Ihe degree of

relationship of the recipient to the deceased.
Gifts to the state in 1941 amounted to $94,0W,0OO. Death duties yielded

$ii3,tX0,O0 Ii 1941-42, ard are estimated to yield $360,000,000 this year. Exist ig
rates are only slightly above pre-war rates.
The high rates of estate duty have resIulted In the lrecaking up of a large pro-

portion of the big, landed property In England, but heavy Inconie tlix has also
been a factor.

2. France.-The whole legacy or portion from $400 to $0,000,000 was subject
to tax. (One franc equals about 4 cents, which was the par value at thie tine the
laws were enacted oal was close to the jiurchasing power before the war.) Each
0ilh after the second was entitled to i deduction of 10 lircnt, riot exceeding
,NJ0 per crilcI. Peasant owners with estites up to $2,000 were exempt or paid
lower rates. Rates also varied docwniward aecordiig to the number of surviving
children, Charitable gifts, with exceptions, were taxable at the rate applicable
fcr persons not related to the deceased,

The nlnimuni rate was 1 percent for direct descendants, with two or more
surviving children, and rose as tine degree of relalionship re eded to a minimum
rate of 32 percent for strangers,. On gifts between living persons, the rate
ranged front :3.25 percent in the case of direct descendants to 52 percent In the
case of strangers

The maximu'ri rate for aiore than two surviving children was 40 percent, and
for strangers was 80 percent, The rates in th, different categerics Increased
according to a rising scale based on the value of the estate.

For gifts, the nuaximum rate for direct descendants was 12,15 percent. For all
other classes, the niaxitulum was 62 p recent.

Where there were more than four children, no Inheritar'ce tax was payab:e
by the heirs but the estate paid a global tar,

wuere wvas an over-all naximmn. in a direct uric, or between husband and
wife, the tax could riot exceed 25 percent of the portion of each beneficlary; in
collateral lile, 40 percent; other relatives and strangers, 50 percent,

Increases In the rrtes proved unfortunate. Fraud Increased; yield dropped.
3, Belgium.--There is no estate tax. The milnmnm rate of Inheritance tax for

spouses or direct descendants is 1.25 percent, and the maiixinirun rate for over
$370,000 Is 14 percent. (One Belgian franc Is taken as 3.7 cents in purchasing
power.)

For remote relatives and strangers, the rates range fromr 16 to 60 percent.
Exemptions for spouses with children or direct dscendants or ascenitants

are shares riot exceeding $239. All shares derived from estates riot exceeding
$129.50 are exempt, as are legacies to the State. A special deduction of 4 percent
of tire tar Is allowed to spouses for erich cilld, and a similar dducltion of 2
percent per child to all other bnofllarh i. Legacies to certain Instilutions
serving the public Interest are subject to a tax of only G percent, and nonprofit
organizations 8 percent,

4. Holland,-The exemption from Inheritance tax In the case of Inheritance In
the direct line or by sponses Is $550, hurt ti the case of children under 21, tire
exemption inreases by $165 for every year below 21, anid the sporite enjoys the
same exemption as the youngest child. Other legal heirs are exempt nip to $165,
and strangers, $55.

Gifts by parents to children are exenipt up to $1,100, and In the year of the
child's niarriage, up to $5,500. Married children enjoy a higher exemption, up
to $2,750, graduated according to the parents' Income. Gifts within 1 year are
aggregated.

There are absolute exemptions froni death dirties In the ce of gifts to the
State, certain pensions to employees, annulties to employees' children, small life-
Insurance annuities, and gifts to members of the Royal House.
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Rates range from 2.5 percent to a maximum of 7 percent for children or spouse;
and from 28 to 37 percent for di,-tant relatives and strangers.

5. Sweden.-The minimum rate for a spouse or direct descendant is 1 percent
on $750 and 2 percent on ftie balance up to another $750. Tile maximum rate
is 13.5 percent on $100,000 and 20 percent on the balance where the inheritance
exceeds $100,000. Legacies below $750 are exemit. Exemptioris are higher In
the case of testate estates; namely, on distributions to husband and wife, one-half
of the estate is exempt and any share due to a spouse out of the remaining half
if such distribution does not exeed $6,250. Children under 18 are exempt up
to $750 plus $250 for each year below 18. Gifts received within 4 years of death
are aggregated and included In the estate with credit or estate tax for gift tax
already paid.

For distant relatives annl strangers Ihe rates range from 4 percent on bequests
of $2150 to 14.725 percent or the first $10,000 of gifts of that sum or more, arid
35 percent oir the balance. Certain charitable and 1pnblic Istiltutions are wholly
exempt, but most rclgious, philanthropic, and pubi- associations p~iy a minimum
of 4 percent on a gift of $250 aird a maximum of 33.725 percent oi a gift of $15,000
or ever, and 0 percent or the balance in excess of the first $15,000.

6. Oeria r. heree has been no estate tax slnre 1923. There is rrrn inheritance
tax which applies also to gifts.

Husband or wife, if children or grandchildren survive the deceased, are exempt.
If ir children survive, husband or wife are exempt as to the first $20,0C0. Chil-
dren enjoy the same exemption. The exemption for grandchildren is $6,667.

Certain relatives have exemptions of $1,3 arid other wrrsons, $.%83, but these
are not absolute exemptions. Tax is payable oi the full amount of the inheritance
subject to a limit of one-half of the amount by whi-h the inheritance exceeds the
exemption.

Charitable gifts are exempt.
The rates vary according to the degree of relationship and the amount of the

inheritance. Minimum rate for husband, wife, or children is 2 percent and maxi-
mum 15 percent. For distant relations and strangers the minimum rate Is 14
percent and the top rate is 60 percent. The highest rates apply to inheritances
exceeding $0.660,667. Gifts made within 10 years of death are aggregated and
included in the estate, and tax already paid is credited on estate tax. Tire yield
aggregates 3.6 percent of all the revenues of the Rieh.

E. Capital gains tax

There Is no tax on capital gains in Great Britain or Canada. Before the war
there was no capital-gains tax in France, Holland, Belgium, Denmark, and
Norway.

1. Gcrmany,-A capital-gains tax existed as a Prussian tax since 1801, as a
Reich tax since 1920, It was applied since the beginning on capital gains from
speculative operations In real estate and securities. First the tax department had
to prove the intention to speculate of the individual buying and selling real estate
or securities. Since 1925, however, a transaction was considered a speculative
operation if the real estate was resold within 2 years or the securities within
3 months after purchase. Since 1931 the latter period has been extended to 1 year
thereby widening te term "speculation" considerably. On the other hand, gains
from transactions in securities having a fixed interest rate were declared exempt.
Losses can be deducted only from gains which accrued to an individual from
speculative transactions in the same year. Speculative gains remain tax-free if
the total annual amount does not exceed 1,000 reichsmarks.

In 1039 the liability of gains from speculation with securities was suspended
but reintroduced at the beginning of 1941.

Gains from speculative operations are part o* the total taxable income. There
Is no provision for specific tax rates.

It has been estimated that the taxation of speculative gains yields only a few
millions annually, the total gains from speculative operations cn the stock market
in 136 being estimated at 100,000.000 relchrsnarks,

2. France.-The capital-gains tax was enacted after the German invasion as a
consequence of a considerable rise in French stock prices, due both to purchases
for control from German sources and to an inflation psychosis of the French pub-
lic. The original law introduced after the German invasion levied a tax nf &q per.
cent on all capital gains without limit as to time of holding of the securities. It
produced no revenue and froze the markets. By February 1942, however, the law
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was rapidly and successively revised in ordor to produce revenue and to break
the frozen markets. The rate was reduced from 33 percent to 20 percent, andi
then to 10 percent. The holding period was reduced from unlimited to 12 months.
and then to 3 months. At present capital gains taken after 3 months are not
SubjeL to aiy iax. Capital gains realized within 3 months pay 10 percent. Hew-
ever, this tax applies only to securities. Real estate and farms are exempt. Capi-
tal gains are not Included in the general income tax. It Is a special tax on t
special profit, "impot cedulaire." Therefore, although the general Income tax Is
graduated, the tax on capital gains, taken within 3 months, paid a flat rate.

3. Hollad.-The Dutch always oppotwd the calital-gains tax because they felt
It was a detriment in any system of private enterprise and particularly so for
the development of new companies and new Industries. Being deeply religious,.
the Dutch prohibit betting, slot machines, gambling of all sorts, and horse racing.
But they made no attempt to check risk taking for economic motives. Therefore,
they have no tax on capital gains. Germany, however, introduced a capital-gains.
tax In Holland In May 1941.

4. Great Britain.-Brltain was the home of the industrial revolution and de-
veloped capitalism earliest and most exteusiholy, refused to incorisorate a capital-
gains tax in its tax system. The income tax was Introduced in 1842, but the-
capital-gains tax was never levied. Not that it was ignored or overlooked. A
Royal commission studied the question and rejected the tax. Today in war,
Great Britain has a 100-percent excess-proflits tax, a very heavy Income tax on low
Incomes, a tax on wages-deducted at the source, a sales tax, all introduced under
a government in which labor Is powerful. But there is no capital-gains tax.

5, Canada.-The above comment applies with equal force to Canada. Though"
geographically our neighbor and exchanging many economic Ideas with us, It has
no capital-gains tax. Its tax rates and burdens are far heavier than In the United?
States, but they follow the English pattern.
6. anelusion.-General experience with taxes on capital gains shows that tax

evasion is simple and general. People merely do not realize gains. Nevertheless,
the evil influence of the tax on capital markets is frequent, especially at ex-
tremes-top and bottom.

From the economic point of view the tax tends to discourage sound, as well
as unsound, speculation. From the fiscal point of view. it introduces a factor of
Instability in the public revenue since the inclusion of capital gains amongst tax-
able income excessively increases the yield of income taxation when markets are
k sing, and the inclusion of capital losses exceaseively reduces it In years of de-
pression. Moreover since in the aggregate losses approximately equal gains, and'
probably even exceed them, the net outcome Is at best Insignificant and may e,et
be a minus quantity.

31L TAXES ONf OORPOUATIONMs

A. Taes aos producers of war materials

In order to maintain the equality of contribution and sacrifice, to obtain a'
maximum of labor cooperation and to reduce to a minimum demands for higher
wages, high tax rates on business concerns are unavoidable in wartime. It hag
proved necessary, however, to diminish economic disadvantages resulting from
these high rates by enlarging the allowances for depreciation. This is especially
necessary for specific war production where invested capital must be written off
In a short time. Oreat Britain, Canada, France, and Germany followed the same
line in this respect. Canada has set up a War Contracts Depreciation Bot d,
headed by a Judge, to determine independently the amount of deprecl , !,.. Par
new capital used for war purnos, depreciation rates of 20 to 50 percent are
often granted. Eyer since 1933. In Germany in Relch Finance Minister has bad
the authority to grant complete exemption from current taxes, for enterprises
developing new technical processes and new products.

It has to be taken into consideration, however, that in most countries, aside
from taxation, stringent regulations for the limitation of war profits are lit for'c.,
England has had good exnerlence in this respect and Germany went even a step
further by concentrating her efforts not only on the "skinimig off" of profits on
war contracts, but also on keeping all costs of war production as low as possible.

Aloo. it Is desirable to avoid the destr-uction of incentive in wartime. When
taxation reaches levels which are regarded as corficcatory, incentive is lost. But
this war hafs introduced it factor, which nav be called the sacrifice factor, which
extends beyond mere willingness to pa high tawcs. The Importance of the
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individual has diminished in his own eyes, and tile interests of the state over-
shadow the possessive instincts of the citizen, In Great Britain, the Government
watches the reaction of tile taxpayer. If incentive appears to be lacking or
.declining, the necessary tax reductions are made.

B. Taxes on corporation iconie

1. General observations.-In considering whether fiscal measures are sound
in practice, regard must be had not only to principles and methods of taxation, but
also to rates, It is proper'to distinguish earned Income from Income from invest-
ineits and more especially to differentiate between profits derived from business
and inve.stment income. Firstly, business may result in losses, in contrast with
investment income which, at tile worst, ceases to exist, Secondly, whereas in-
vestnlit Iicome is always ill cash, business profits are toi a varyllug extent
represented by inventory, receivables, an1d fixed assets. It follows that there
should be a Carryover of losses, and if taxes be levied on businesses as such, the
maximum rate should be tit a moderate level.

A corporation tax, Imposed as i separate ian, and in addition to an income
tax oil ihe eventual recipient of tile distrilbuted profits, is, in effect, t preliminary
tax oil Collective income derived from ili corporate form of coulcting business,

'The distributed income is caught i second tile on payment of income tax. A
corporation tax is, therefore, :" arded by some as a counterwegit to tle disad-
vontages of conducting an ur' ,,'. porated business; by others, as it penalty upon
the mode of business most com, .,Ive IIo enterprise and efficiency, and tile form of

-organization which has been the life of United States industry. It has, however,
the effect of trapping undistributed profits,

The incidents of tile Amer!can corporation tax is upon tile equity capital with
curious consequences. The whole burden of the tax falls upon tile common stock,
'To the millions of small investors Ii) common stocks. the corporation tax is a
burden of a regressive character. Tile flow of basic capital to private enter-
prise in corporate torm is discouraged. In order to pay a preferred dividend of
5 percent, a corporation imst earn (.25 percent oil its preferred capital if the
corporation tax Is 20 percent; it must earn 10 percent on its preferred capital
if the corporation tax is 50 percent.

These considerations make it desirable to inquire whether there is a practi-
cable method of taxing undistributed profits without the inequities and distor-
tions caused by a corporation tax. In England undistributed profits are made
subject to tax in exceptional cases where omission to distribute is a form of
tax evasion; but this is merely closing a gap in the net of existing Income tax
and surtax. Perhaps the assumption that it is desirable to tax all undistributed
profits is open to question. In all economy based on private enterprise, conserva-
tive finance requires that a proportion of tile earned profits be ploughed back.
It Is at least clear that in determining whether on the whole a corporation tax
is a sound fiscal measure, the rote of tile tax Is a prime factor. It is a matter
of contrt 'ersy whether a moderate rate of corporation tax Is a desirable form
of taxatl in, but a high rate is unsound.

2 Enand-There is no tax as such on Income of corporations. This would
be regarded as double tixaliion. Corporations pi)y the individual stockholders
normal Income tax on the whole (f their profits at the standard rate of 50 percent.
In exceptional circumstances, undir~riuted profits become subject to surtax, as a
check on evasion.

3. France.-In addition to the tax deducted from dividends, corporations were
subject to a tax, but it never exceeded 15 percent.

4, Bclglin,-There is no duplicattlon of tax oil income in the form of taxes on
corporate enterpri;4e. A company pays income tax on tlhe whole of its profits,
The rate up to 1939 was 26.4 percent. When making a distribution of profits, the
company deducts tax and charges the amount deducted against the aggregate tax
due to the State. A company auy pay its dividends free of tax. In the ands
of tha taxpayer, the dividend is aggregated with the remainder of his income
for the purpose of progressive taxes,

6. Hlorlafd.-It is ioteworihy that prior to the occupation there was no cor-
poration tax, but corporations paid a tax on dividends of 10 percent, with no
credit to the payee against Income tax. Undistributed profits were not taxed,
Now the corporation tax Is at the rate of 30 percent.

0. Siveden.-There ts a corporation tax and defense tax, aggregating 19.5 per-
cent. Charitable organizations pay 9 percent.
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7. Germany.-The corporation tax on profits up to $83,333 is at the rate of 30.
percent ; up to $06,067, at the rate of 37.5 percent, and thereafter at the rate of
50 percent. These are not credited against individual income tax as in England.

Since 1911 a special tax has been levied on dividends exceeding 0 percent. On
dividends from 6 to 7 litreent, the ttty- rate i8 one-half percent of the nominal
capital; from 7 to 8 percent the tax rate Is 1 percent; over 8 percent, the tax
rate rises to a maximum of 24 percent for dividends of 12 percent or more. Cash
dividends ate limited to 8 percent, all earnings in excess being invested by the
corporation In Government securities, There is also a tax on capitalized sur-
pluses, at the rate of 10 percent when the capital Is doubled, 15 percent when
it Is trebled, end thereafter at 20 percent. The object is to penalize capital read-
justments designed to facilitate tile distribution of earnings within the prescribed
limits.

8. Italy.-The regulations merely affected the distribution of corporation profits,
and operated as consumption controls. Dividends in excess of pre-war dis-
tributions were hinted. A part of the annual profits had to be invested in Govern-
ment bonds, the sale of which on the market was restricted.

C. Er css-proflts taxes

1. Great Brlitai.-Th(, excess-profits tax, originally 60 percent, was raised to
100 percent in response to the demands of labor. At 100 percent incentive was
Impaired. In 1941, by way of concession, it was enacted that a refund of 20
percent of tie tax should be made after the war. The refund is subject to Income
tax at the rate current at the time of repayment. There is corifidenco that the
refund will be paid. The 100 percent is a magic figure which satistes labor. The
tax is payable on the excess of current profit over the profit earned in one of
the pre-war basic periods. This is a flat rate, and not a maximum rate, But
here is a kind of minimum or, more exactly, an alternative rate. If tile yield
of excess-proflts tax' should he less than 5 percent on the capital in the case of
any corporation, or 4 percent Ii tite case of any unincorporated business then, in
substltution for tite excess-profits tax, a oatlonal-defense contribution Is payable
at the rates of 5 or 4 percent, respectively.

Excess-profits taxpayers have i statutory right to a rebate of 20 percent of
the tax, payable after the war, after deduction of income tax at the then current
rate, but the rebate may not be used to pity dividends or bonuses to shareholders,
and other conditions may be Imposed at the time of repayment with a view to
diversion of the refund from consumption and using it for reconstruction.

Moderate exemptions are provided in effect by giving the taxpayer the right
to elect that his standard profits shall be a specified minimum *mount, and this
amount ranges from $4,000 to $24,000 In defined cases, with a further discretionary
allowance up to a maximum of $16,000, in addition. A board of referees also has
power to aliJ(st the standard profits to a higher level where the volume of business
in the basic period was less than might have been reasonably expected.

The taxpayer has a choice either of the basic year or group of years, as the
standard or base to determine his pre-war profit, and this choice may well be
worth a profit of 8 percent on his Invested capital. All payers of excess-j profit
tax are allowed 8 percent per annum on new capital, including borrowed capital,
but borrowing Is subject to Government control, and this control has the effect
of preventing evaslon of the excess-profits tax. Out the other hand, interest on
such borrowed capital Is net an allowable deduction for tax purposes.

Businesses recently commenced to compute their standard profits on the basis
of a percentage of the average amount of the capital employed ; the percentage
varies from 8 to 10 percent.

Deficiencies by which current profits fall below standard profits may be car-
ried forward and operate to reduce future profits which are chargeable to excess-
profits tax, The amount of the excess-profit tax is a deductible expense in com-
puting profits for income tax,

To avoid Inequity by reason of the basic period falling in a bad year, the tax-
payer Is given limited options to choose a basic period. Notwithstanding the
high nominal rate, Incentive is preserved by the careful measures outlined above,
which permit the taxpayer to retain a modest part of his gains. In any case,
the profits motive is now secondary to the victory motive.

In 1941-42 the tax yielded $1,076,000,000. In 1942-43 it Is estimated to yield
$1,700,000,000.
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2. (anada.-The excess-profits tax takes away 75 percent of the excess profit
-over the average profit made during the years 1936-449. If no excess profit was
inade, a mli l inulnn rate of 22 percent of the income for corporations and 15
percent for other taxpayers Is applied. Corporations are entitled to deduct the
Income tax before figaring the excess profit, Sometimes the profits of business
concerns carrying on great business activity on a small capital basis are very
high. To avoid bad effects of the excess-profits tax In these cases special regula-
tIons are applied,

3. iracc.--Excess-profits taxes were limited In principle to a percentage of
turnover, but the operation was cut short by the early terminalon of hostilities.

In 1939 French legtslatots were preoccupied with the idea, "to take profits out
,of war." Special fiscal legislation already existed before the war in order to
Siinit strictly the profits from ariiament iontriits, At the begilnig of the

war new legislation was enac;c,!, the gist of which was to limit any profit to 4
percent of the turn-over.

The consequences wcre the following: First, ninny contracts for war produc-
tion with large firms were delayed owing o interminile iliscusslons about the
rate of depreiihlthon to be applied to new equipment. Soinetlinos prodnlion was
not delayed, because the Industrialists were uc'ged by the government to start
and teld that an agreement would fially be reacleid with regard to prices and

-depreciation rates. But, of course, such a situation did not accelerate building
new factories and new equipment.

Secondly, all nedium-sited and small Industrialists were afraid of not being
allowed to earn a sufficient profit to write oft the new equipment. Therefore,
thay did not try to obtain direct war contracts, and, for the sane reason, sub-
-contracting, which had reached large proportions in 1914-18, was also greatly
reduced. It may be said, that in the first months of this war a large part of
French industry remained Idle, no "'onverslon" to war goods took place, and
-only the largest corporations received contra-ts and started on war work,

4. K'ntitzcrand.-It has an exeess-profits trx based on the profit of the preced-
ing y(ar and exempting 6 percent of the capital and 10 percent of the excess
profits. From the remaining 90 percent of the excess profit 25 percent is taxed
.50 percent, and 65 percent is taxed 70 percent.

5, Bcitlum,.-There was no excess-profits tax. '"
6. Holvand.-There was no excess-profits tax up to the invasion.
7, Sincc-en.-Taxes on profits in excess of the profits of the pre-war basic

year rnge from 50 percent on profits which are 20 percent In excess of the
basic period to a top rate of 70 percent on profits which are 50 percent above
those of the baac year. This tax applies not only to corporations but also to
Individual tuslinessmen, the artisans, and to factory workers, Thus It reduces
the Incentise to press for higher wages.

8. Gera/.--Gernmany has no excess-profits tax, An Increment income tax
on excess In,?omes from all sources was introduced In 1929, but was abolished
in 1940. Slice 1941, a profit stop is enforced which operates on the same
basis as an excess-profits tax, th. Intention being to hold down prices and
the cost of lining. But the profit stop Is limited to private consumer goods,
government orders beinv- exempt, Incentive to war production Is apparently
reg rded as omnweighiv, checks to inflation or war profits,

9. Itall. ' , '1 ,o excess-profits tax,

D. Imrcnaeut income tax

1. ( erian .- t has no excess-profits tax but tried to levy an Increment Income
tax applicable to all Incomes including corporation income and wage Income.
Tile tax was lat--oduced In March 1939 but rescinded In August 1940, Exemp-
tions were provlicd for incomes froin agriculture, necessary expenditures on
enlargements, small incomes, etc. During its short life the tax met much
criticism due to lie difficulty of finding a fair definition of Increment Income.
Even after the firt month of Its existence the tax underwent major changes.
The rate was cut from 30 percent to 15 percent nod the exemptions were
greatl,- c,,ctcnded. First, the Increment Income tax could he deducted from the
taxahle ;tcon for incom,, corporation, and businesses taxes, This provision
was alolislied when the tax rate was reduced to 15 percent,

2. France.---A tax was Imposed on overtime wages and salaries at the rate of
40 percent. The tax lasted during the war, Its object was to eliminate the
inflationary effect of overtime pay.
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3. Great Britain-The Idea of an Incremrent tax was turned down. In Ils 1941
budget speech, Sh Kingsley Wood rejected the tax as beI:g administratively
Impossible and unfair,

IV. CHAIRMAN'S SUMMARY AND CONCLUSIONS ON NATIONAL EXPEIENCE ON
TAXATION WirE UE'ERNCE T4, - A. 7385

In an International comparison of taxation, the proposals of the Treasury and
the House bill I. R, 7378, show uuniqmne features. Other conniries may have the
highest rates for one tax. We semin to have higher rates In the top brackets and
lower rates In the bottom brackets for nncnst mnnijr taxes. Olher countries tap
the broad revenue-preducing base. They lish where the fish are.

Heavy taxes In wartime ire sound. No indlviul should profit out of a na-
tional crisis. Everyone should bear the lirdnn. This Is democracy of conrllu-
tion arid democracy of sacrifice. The principle should be universally applied.
To apply It to upper incomes only and to ignore It at the lower Iincomes will
produce considerably less revenue no matter how frightening the rates in the
top bracket look.

We refrain from levying correspondingly heavy taxes at levels where the rev-
emw stream would be innndnt. Why? Uniquely, we have no Federal sales tax.
Why? Uniquely, we tax risk taking. Why? Compared to most other countries,
we tax preductlon more heavily and consumption less heavily. Why?

1. A corporation tax of 55 percent is the highest in the world. In Gormany
the tax is 50 percent, but there Is no exeess-prefits tax, The bill, H. It 1378, fixes
a 45-percent tax rate. Our corporation tax deprives the smallest stockholder of
income at the same rate as the biggest stockholder, in the lowest income-tax
bracket it the same rate ias in the highest bracket. It Is regressive. It is ruinous
to Industries with fixed rates like public utilities. The maximum rates In other
countries are much lower-15 percent In France, 19 percent in Sweden, 26 per-
cent In Belgium, 30 percent in Canada, and 40 percent in Canada including
excess-profits tax. Tine English and others do riot tax the corporation Itself, as
we do. The British tax of 50 percent paid by corporations constitutes the 50-
percent normal individual income tax on dividends, deducted at the source and,
incidentally, on the small undistributed profit.

2. The excess-profits tax of 90 percent net In our first war budget is not
nnatche-d even in the third war budget of Great Britain and the fourth war budget
of June 23, 1942, of Canada,

The excess-profits tax is the soundest war tax.
3. Tihe tax bill shows the highest Inheritance tax rate in the world, viz.,

75 percent. The maximum rates for children and stranger heirs were: Holland,
7 percent and 37 percent; Belgium, 14 percent and 60 percent; Germany, 15 percent
and 60 percent; Sweden, 20 percent and 95 percent: France, 40 percent and 80
percent. The top rate In Canada Is 28 percent. In Great Britain the top rate is
65 percent on the estate, but an additional tax is paid by each heir on his portion,
the maximum of which is 10 percent for a stranger.

In most other countries the inheritance tax rate declines as the number of
children increases and rises as heirs are more distantly related.

An estate is built up over a lifetime. An Inheritance tax is essentially a long-
terra tax. It should not he made wholly subject to crisis taxation like exess
profits or Income taxes. In Canada's budget, inheritance taxes produced 1 percent
last year. In the United States It produced 6 percent of gross receipts last year.
Such taxation may be good political strategy but destructive economic policy.

4. Our individual Income tax rates tax the low levels of Income more lightly
thai Canada or Great Britain and thus allow the large revenue-producing low
Income brackets to escape.

As stated by ion. C, Fraser Elliott, K. C., Commissioner of Taxation of
Canada, "One should not in a time of crisis and rising revenues occasioned by
war leave out of the tax brackets the great body of patriotic citizens who receive
low wages, for they desire to pay directly. and the country needs a return out of
the cnbstantntl aggregate of Income which such persons receive."

There are allowances In some countries for insurance premiums and extra-
ordinary medical expenses.

The top surtax bracket In the House bill, 82 percent, Is the highest except for
Cannda's 85 percent but England's 47.5 percent top surtax is over a 50-percent
normal rate, The British total top rate Is therefore 97.5 percent, the highest
In the world. Blnt the British normal tax at the productive base is also the
highest in the world.
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Our rates are almost the lowest at the bottom Incomes where much potential
revenue remains untaxed and almost the highest at the top incomes where total
tax revenue collected must be small, Does this make fiscal sense?

The surtax begins with us at 13 percent and In Canada at 33 percent. In
England the normal rate Is 50 percent on income over $00, 32 percent on income
over $-t40,

For a family with 2 children the taxes are paid as follows:

' United Grea

Net ICo1e states of Canada ItniOIA merica

$1,5o-----------------------..............- -........ ........... ,$25 $127
$2,0--.- ......-.............. .................---------.---....- ........... 107 / 05
$2,5 0 ..... -..... .... ....------- ---------------- 7.......... $76 217 305
$3,000 .....--- ------------------ ---...................- 162 334 755

Canada also has a compulsory savings plan payable with the income tax. These
schedules reflect the fiscal wisdom and the political courage In the three countries.

5. The United States Is the only important country i the world that has Ino
sales tax. Soviet Russia derives most of its revenue from the sales tax.

If accompanied by a uitably graduated Income tax, a sales tax can be just. If
it is not, It must be unjust in a system of private enterprise. But If the taxpaying
middle class is impoverished or virtually expropriated, what alternative is there
other than a sales tax bearing most heavily on the poorest In it poo: society?
Herein lies a significant sequence for the rational reformer.

Every government must have revenue. If existing sources are dried up, new
sources must be found. If present taxpayers can no longer furnish the revenue,
the present nonpaying group In the Nation must assume the burden In the future.
If we plan to share the wealth, we may achieve the equalizing the poverty.

6. The United States Is the only important country in the world that taxes
risk taking-the so-called capital gains and loss tax,

Worse still, the House would tax the results of successful risks within the firat
15 months at Income-tax rates up to 88 percent, but not grant corresponding
deductions to results of unsuccessful risks. What a commentary on the soundness
and ethics of the tax. Who will take risks to pay 88 percent? Is revenue the
object of the tax?

France had no tax on risk taking. After the Nazi invasion such a tax was
Introduced. The present rate is 10 percent on gains within 3 months and no tax
thereafter. The tax applies only to gains and losses In securities, not to real
estate or to farms. It is never confused with the income tax. It is segregated In
a separate schedule.

7. Filing of joint returns for husband and wife is a general practice not only
in England with its traditions of the common law but In France under the Code
Napoleon.

8, There are no tax-exempt government securities except in countries where the
national credit was so poor as to require the added inducement of tax exemption.

Great Britain's war taxes are much higher per capita than ours, but they are
levied to check consumption but not production, The masses there gladly share
in the sacrifice, inevitable to war, by lower tax exemptions, by much higher rates
of income tax-50 percent Is the normal tax rate-by steep sales (purchased)
taxes. England must tax so. So would any honorable recipient of lease-lend
goods. But we approximate the British taxes at the high rates where they pro-
duce little revenue and we tax lightly, or not at all, where taxes would yield much
revenue.

Before the Senate committee actually writes Its tax bIll, should not a subcom-
mittee carefully review the international comparisons, for their technique, the
limits both upper and lower, the current objectives, and the post-war aspects?
Should they not ask for estimates of our tax yields if Canadian and British rates
were applied? What a flood of revenue should follow.

The facts about tax rates and yields abroad are available. The public must
be educated. We are united and mobilized. If the Senate gives its conclusions,
who will not heed?

Respectfully submitted.
EIuSHA M. FaMruar.
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31OMORANDUM ON DOUBLE TAXATION Op ESTATE..5 OF UNItE) .TAT US lF.IPDMNTS,
BY EL,1810 M. lIIDM.N, Nt:w YoiiK, N. Y.

I. ANALYSIS

Under present law the gross (state of a resident of the United States (including
aliens now residing in this country) includes all property, real or personal,
tangible or Intangible, wherever situated, except real property situated outside
of the United. States (see. 811 of the Internil Revenue Code). While the law
contains provisions for a limited credit In respect of estate and Inheritance taxes

imposed by any of the States, thee is no provision permitting credit with respect
to estate and inheritance taxes Imposed by the laws of other countries. Accord-
ingly, it is entirely possible under the present law for a resident (if the United
States, whose prolrty is largely situated In England, or some oilier foreign
country, to be subject to both the United States estate tax upon all of his estate
and the Brltlvh or other foreign estate tax union most of Iils estate. In view of the
sharply increased rates of taxation, the combined tax in some cases would exceed
the entire value of the estate, and the heirs would receive nothing.
The following table illustrates the estate taxes that would he payable tinder

existing law by the estate of a resident of the United States, where a part of the
assets of the estate were situated in ii foreign country. The estate-tax rates now
in force In Great Jiritain are used in computing the foreign tax, It should be
noted that a citizen of a foreign country resident In the United States may be
subject to the foreign tax on his entire estate, wherever situated, if the foreign
law so provides. However, In the following table It is assumed that the foreign
tax is Imposed only'on those assets situated in the foreign country:

Double taxation of estates of United States residents
[Flgt;res in thousands of dollars]

United
A 1pproxl- states

at- estate Approxi- Total estate
Net Ite Part of etate in renane mats Ttl tax remaining after

estate United foreign country after foreign Ta estate tstates Un l txtall taxes
tax'Unstedl tax'

States

Dollars Dollars Dollars Perot Dollars Dolas Dollars Parent Dollars Percent
1 260 51 100 46 96 it 85 26 IPA 74
2 260 64 250 itO 46 221 76 31 174 89
3 2,% 64 200 80 - 4 34 88 35 162 65

4 600 133 200 40 167 34 107 33 333 67
6 A00 13 300 60 67 88 18 40 301 60
6 600 133 400 80 -3 33 100 233 47 267 63

7 1,000 311 400 40 289 200 411 41 59 89
8 1,000 311 600 60 89 172 483 48 517 62
9 1,000 311 800 80 -111 250 61 56 439 44

It) 5,000 2,443 2,000 40 M67 832 3,276 66 1,715 34
11 5,000 2,443 3,600 60 -8443 1,404 3,847 77 1,13 23
12 b, 000 2,443 4,000 0 -2,443 2,000 4,443 89 657 I
13 20,000 6058 4,666 40 -68 2000 8,058 81 1,942 19
14 10,000 6, 8,080 60 -.3Z05 3,270 9,220 03 em 7
15 10,000 868 8,800 80 -3 4,064 4,080 10,738 120 0 0

3 Computed without credit for State taxes.
I Excluding legacy and sucession duties ranging from I to 1i0 percent of legacy or bequest.
* Deficit.

The above table indicates that there is substantial double taxation which mnay
leave the heirs of a large estate with nothing but a deficit, But, worse still, in
the ease of smaller estates, where the .ssets ore prtieisll y located in a foreign
country, the United States assets are insufficient even to pay the United States
estate tax. (,!ee lines 3, 6, 9, 11, 12, 13, 14, and 15 of the above table,)

While this situation, in a less extreme form, has existed for a number of years,
it is at present g greatly aggravated for several reasons :

1. A large number of European refugees have Iimmigrated to the United States
and have become residents.
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2. The bulk of the property of such aliens has been left behind in foreign
countries front which It cannot be removed because of freezing orders, exchange
restrictions, or other prohibitions, Thus, while in the past au allen taking up
his residence in the United States might avoid double taxation by bringing the
bulk of his asetis into the United States or converting lils foreign assets into
United States assets, this is no longer possible. For example, the proceeds of
the sale of British assets cannot be applied to the purchase of United States assets.

3. Furher ore, should such alens (lie an the tax become payable, It is im-
possible to convert such assets into UniteU States dollars with which to pay the
Uniltd States estate tax, because of freezing orders and exchange restrictions.
In many instances, as appears from the above table, the assets in the United
States are far from sufficient to pay the United States estate tax.

I1. SUGGESTIONS FOR IrELIMnr

Accordingly, it would seem equitable that provisions for appropriate relief in,
these cases should be enacted. The following possible means for relieving this
difietilty, at least partially, Aire suggested:

1. Residents of this country should be given a credit against Federal estate
taxes for estate and inheritance taxes paid to foreign countries with respect to
assets located ii such countries. Such tax credit should not, however, exceed
the United States estate tax which would hi payable with respect to such assets.

2. Apart from the double taxation features of this problem which could be
largely cured as suggested in paragraph 1 above, there is, because of the war
Iind present exchange restrictions and controls, the additional problem of provid-
ing Uniled States dollars for the payment of taxes with respect to assets located
broad. As a practical matter, foreign assets cannot be converted into dollars,

so that li many cases it would be impossible to pay United States taxes in dollars.
In ruany instances, the United States estate tax would completely exhaust the
assets in the United States, leaving nothing for the heirs. This situation may
well continue for years. Accordinigly, It is suggested that a temporary United
States es tate tax be computed upon assets within the United States and assets
convertible into United States dollars, but excluding property outside the United
States not so convertible. The assets upon which this temporary tax had beeqt
paid would be distributable by the executors. The tax with respect to the non-
convertible foreign property would become due and payable only after it became
possible to convert such property into United States dollars. Such a provision,
used in conjunction with the puwer rnow grante-d to the Commlesoner by section
822 of the Internal Revenue Code to extend the time for payment of any part
of the tax not to exceed 10 years from the due date, shuouli furnish appropriate
relief.

There is attached hereto, as appendix A, a draft of proposed legislation to
cover the Inequities dlscussed in this memorandum,

ApPF DIXx A

The following should be inserted in the revenue bill of 1942, as passed by the
House of Representatives on July 20, 1942, to follow section 414 of such bill:

"SMc. 415. DELAYED TAX MON OF FORE'ION PROPERTY AND CoIloiT FOR DEATfI DITTIES
PAID 'A rIenaoN COUNTRIES. (a) The Internal Revenue Code is amended by
inserting after section 813 the following new sections:

"'SE,. 814. DErLAYF.D TAXATION OF FO::F.ON eROvERTY. (a) As used in this section
tni] in section 815, the term "foreign property" shall mean property subject to the
Jurlediction and control of a foreign country becmuse such property or the evi-
dences of ownership thereof are located outstdc the Unied S'ate:.

"'(iM Where mivy property include iln the gross estate of a dec'dent, cit
t
z'n,

or resident of the United States, 'is foreign property at the time oif his death,
nind cannot because of freezing orders. exchange rosrlctions, or other prohibi-
tiini be converted into United States dollars, a temporary tax under sections 810

nid 935 small be computed upon the value of the net estate of the deiedent deter-
mined without the Inclusion of such foreign property in the gross estate, if the
executor so eletq inon his return (if filed within the time nreserihed hy law or
prescribed by the Commissioner in pursuance of law). Where the return has
already been filed at the date of enactment of this section, the, election may b
made in an amended return filed within six months of such date. No liahlhttes
or clainns connected with any property excluded from the gross estate for the
computation of the temporary tax shall be deducted in determining the value of
the net estate subject to the temporary tax. The temporary tax shall be due and
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payable fifteen months ofter the decedent's death. If (a) at least one of the
executors of the decedent is a bank or trust company incorporated under the
jaws of the United States, a State or Territory thereof, or the Distrlet Or
Columbia, and a majority of such executors are such banks or trust companies
and/or individuals, citizens, and residents of the United States, and (b) all the
executors file with the Commissioner a certificate whereby they undertake jointly
and severally (1) to make diligent efforts to reduce ill foreign property to their
possession and control as soon as possible and (2) not to resign without the
consent of the Commissioner, payment of such temporary tax shall release the
property included in the gross estate for the purpose of computing such temporary
tax, from the lieli provided ili section 827, the Commissiier shall issue his
certificate releasing such property from such lien, and such property may be
distributed by the executors without personal liability under section 3407 of the-
Revised Statutes or otherwise.

"'(cj Any property temposrairily excluded from the gross estate of the de-
cedent by subsection (b) for the computation of the t,-nprary tax, shall bi
included in the gross estate for the computation of tax under sections 810 and
935 at such time or times as ihe Conmissioner shall determine that such
property can be converted Into United States dollars, and the tax due by reason
of such Inclusion shall be due and payable within six molhs after such deter-
mination.
" 'SEC 815. CREDIT FOR ESTATE, SUCCESSION, LFX]ACY, AND INIIIFITANCE TAXES

PAIo TO FOROIN COi'NTRIS. The aggregate tax imposed by seotl uis 810 and 9135
shall be credited wlih the amount of any estate, inheritance, legacy or snces-
sion taxes actually paid to any foreign country in respect of tiny property
Included In the gross estate (not Including tiny such taxes paid with respect
to the estate of a person other than Ihe decedent). The credit allowed by this
section shall riot (a) reduce the aggregate tax imposed by sections 810 and
95 below the amount which would have been payable tinior such scltous
upon the net estate, if the foreign property with respect to whk(h the foreign
estate, inheritance, legacy or succession taxes were paid, had been excluded Ili
computing, the net estate, or (b) be applicable against the temporary tax com-
puted under section 814 (b) to the extent that such temporary tax Is imposed
with respect to the transfer of property other than foreign property. Te
credit allowed by tbs section shall Include only such taxes as w.re actually
paid and credit therefor claimed within six years after the filing of the
cxettor's return, except that-

"'(1) If a petition for redetermiuntion of a deflciency has I een filed with
the Board of Tax Appeals within the time prescribed in station 81, then within
such six-year period or before the expiration of 60 (days after the decision of
the Board becomes final.

"'(2) If, under section 822, (a) (2) or section 871 (h), an extension of time
has been granted for payment of the tax shown on the return, or uf a deficiency,
then within such six-year period or before the (late of the expiration of tile
period of the extension.

"'(3) If the Commissioner shall determine nnder sectlcn 814 (e) that prop-
erty of the estate can be converted into United States dollars, then within such
six-year period or within two year.s after such determination.'

"(i) Section 822 (us) (1) of the Internal Revenue Code (relating to the time
of payment of estate tax) is; amended by str

t
ktng out 'The' and inserting 1n

lieu thereof 'except as provided In section 814 (c), the'.
"(c) Section 935 of the Internal Revenue Code is aniended by adding new

subsections (d) and (e), to read as fellows:
"'Id) Ci:oss vn,RFN,(x,.-For provision with respect to dlavcd taxation of

foreign property, see section 814.
" '(o) Csoss SEFERENoF.-For provision with respect to credit for estate.

succession, legacy, and inheritance taxes paid to foreign countries, see section
815.

"td) ESRTATS WITI tusP'tCT TO M'IiTCit AMENDMENTS Al'! cAM.--The amend-
mont4s made by this section shall be applicable to estates of decedents dying
ott or after April 10, 1940."

Re eetfully submitted.
ESHA M. FatRnIMMN.

Te CIMtH MAN. There are some letters here.

Senator Taft, I direct; your attention to a letter from Mr. Charles
Sawyer. You have talked with him.
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Senator TArr. Yes.
The CIIARMiAN. With reference to the amendments that were made

in section 501 (b). It is not that the amendment is objected Cu by Mr.
Sawyer, but le points out that a retroactive feature of the amend-
ment strips two Ohio companies of their base credit.

Senator TAFT. Yes.
The CHAIMAN. And lie asks that the retroactive feature be made

optional with the companies.
Senator TAT. Yes. It seems to be a very clear case, I think.
The CHAIRMAN. We will put this letter in the record, but I would

like to call the Treasury's attention to it specifically.
(The letter referred to is as follows:)

CINCINNA-I, OHIO,

August 6, 1942,
Senator WALTER F. GEORGE,

Chairman, Senate Committee on Finance,
Senate Office Buitding, Washington, D. C.

DEAR SENATOR GEORO: May I bring to your attention and ask you to Insert In
the record of the proceedings of the Committers on Finance the following matter.
11. R. 7,378, section 182, provides for the amendment of section 501 (b) dealing
with exceptions to the definition of a personal holding company. Subsection
(B) of section 7 provides that It shall take effect after December 31, 1938, which
in effect makes it retroactive for 3 years.

Section 7 was designed to give relief to certain personal finance companies
which were not organized nor availed of for the purpose of evading surtaxes upon
the Individual shareholders, but which aight technically fail within the deft-
nition of a personal holding company. The object sought to be, accomplished by
this amendment is sound and in line with fair practice; but the retro active fea-
ture of this amendment will cause great hardship to certain companies which
undertook to comply with the law with reference to personal holding companies
and by reason of that fact distributed practically all of their earnings to avoid
the penalties which would otherwise be imposed.

If hl retroactive feati, ye should remain unchanged, these companies will
find themselves In this position: In an effort to comply with the technical jac-
visions of the personal holding company law they have disbursed large sums of
money which would otherwise have remained in the companies to shareholders
who have in turn paid large surtaxes upon these disbursements; from the de.
pleted assets of these companies they must now disburse very large sums of
money to pay excess-profits taxes which have heretofore not been payable, In
other words, these companies have been forced to pay one tax on the theory
that they are personal holding companies and will be forced to pay another
tax on the theory that they are not.

I am sure that the inequity of this result will appeal to your committee im-
mediately upon having it brought to its attention. I might cite as an example two
Ohio cnmpanies--the City Loan & Savings Co., of Wapakoneta, Ohio, and the
City Loan & Guaranty Co., of Lima, Ohio. Each of these companies is a large
financial institution which has been in existence and doing business in Ohio
for more than 25 years. Neither of them was organized as a personal holding
company nor availed of for the purpose of avoiding surtaxes to individuals.
However, as it appeared that the technical definition of personal holding company
probably Included these companies, they proceeded to file personal holding com-
pany returns and disbursed within the last 3 years very large amounts. To meet
the double burden which would be Imposed by this retroactive feature would
present very serious problems to them.

The method suggested by which this dilemma may be met Is to make the retro-
active feature elective. In other words, the company may for the 3 years past
classify itself as a personal holding company of not, assuming whatever burdens
are imposed upon the decision which is made. Foi the current year and there-
after, the law as set forth in subsection 7, will fix the status of the particular
company.

Respectfully yours,
COnauss SAwvM
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The CHAIRMAN. The Association of Life Insurance Presidents have
a wire here that it is desired to be put in the record.

(The telegram referred to is as follows:)

ITelegram]
AuoUsT 3, 1942.

Hon. WALTER F. GEaoiG,
Chairman, Stenate Finance Committee,

Senate Offce Building, Washington, D. C.
In behalf of life-Insurance policyholders, we urge upon your committee the

restoration of the $40,000 specific exemption of life-insurance-policy proceedA In
the estate-tax provisions of the revenue bill of 1942. The continuance of this
exemption in the estate tax since 1918 is evidence of the Government's belief that
It is socially desirable to encourage the maintenance of life Insurance. This
exemption has become deeply rooted in the American philosophy of taxation.
Since life Insurance constitutes the sole means through which persons of moderate
income can Immediately provide that their dependents will not become public
charges after death, this exemption Is of utmost Importance.

We also urge your consideration of the proposal that provision be made In the
income-tax sections for some reasonable deduction or credit for life-insurance
premiums paid by policyholders for life Insurance to protect their families. The
greatly increased Income-tax rates present a serious problem to many policy-
holders who have depended upon life insurance as the principal means of protect-
ing their families against want and who must pay premiums out of current
income. The continuance of premium payments on existing Insurance is highly
desirable from the standpoint of the Federal, State, and local governments.

THE AssocrATioN or LiFE INSURANCE PRMSEITS.
The CHAIRMAN. The National League of Women Voters, through

Miss Marguerite M. Wells, the president, has asked that this letter be
inserted in the record. Without objection, that may be done.

(The letter referred to is as follows:)
NATIONAL LEAGUM OF WOMEN VoTUs,

Washinaton, D. C., August 7,194t.
TO1: The senate Finance Committee.
From: The National League of Women Voters.
Re: 1942 taxes,

The League of Women Voters at its 1942 convention went on record In favor
of a war-finance program based to the largest possible extent on taxation that
would check inflation and that would distribute equitably the burden of paying
for the war. The league not only recognizes that it in desirable to meet as much
of the cost of the war as possible through taxes in order to lighten the burden of
post-war debt, but that taxation Is one very important weapon in the battle against
Inflation. Taxes cannot do the whole job, but neither can price ceilings, ration-
Ing, or other devices do the Job unless supported by a courageous and forthright
tax program.

The ta bill should make a bigger dent on mass purhasing power.-.7he Treas-
ury program is a good point of departure, and only that. It falls to recognize the
fact that we cannot check Inflation and redistribute national Income at the same
time. The basic facts continue to be: Increased war production means less
production for civilians; fewer goods mean that standards of living for all persons
will go down.

The choices are not pleaser. ones. We can spare from taxes the low-Income
groups with mass purcii,4.ing power, but if we do we court Inflation, which con.
demns those same groups to a worse fate. The easy choice is not to tax, but to
ignore the threat of Inflation; to continue to let people think that their increased
money Income means real Income: and that we do not have to meet the costa of
the war by sacrificing material benefits now.

Wuys to reacn mass purchasing sower.-'There are two ways of reaching mass
purchasing power: Taxation based on total income or taxation based on expendi-
tures for goods. The League of Women Voters Is of the opinion that Income
taxation is basically better than most forms of sales taxation because a minimum

76098-.-42--vol. 1-83
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of income is left free from taxation ttd aconnt is taken of 11t4 heavier responsi-
bilities of families with children throfuch O. aflowancc f'r dcidri. A soles

tax, on the other hand, is likely to apply to almost the total tInime il families with
little more than enough for necessities. Under a sales tax large enough to make
an appreciable dent on excess purchasing power this would mean a heavier burden
for the very poorest families than a really heavy income tax.

The income-tax proposals of the Treasury have been attacked as too severe.
On the contrary, we should impose even heavier brdens, especially oil the lowest
income-tax brackets. This cal be done by further reduction in exemptions,
particularly the allowance for dependents, and by steeper rates, luirhaps .30 percent
or more on the first brackets of taxable iname. If we do not have the courage
to do this, a sales tax may bi necessary, but under no ctircunistanes should a
sales taN be considered in lieu of any of the nconse-tax recommendations of the
Treasury.

We recognize, of course, that the only wily the Income tax can le adapted to the
needs of war finance is through some taethod of current collectlot. As families
witb smaller itncomes are required to pay heavy taxes , lie need for a system by
which the tax can be paid as income is earneti iecones imperative. Furthermore,
such collection at source, is a vital part of the effort to check inflation, by wilh-
drawing excess money from circulation before it an be spent.

MAaaUERITE M. W LLS, )'rt'sident.

The CHAIRmAN. Also the letter from Mr. Charles Lachman, presi-
dent of Charles Lachman Co., Inc., Phoenixville, Pa., who has filed a
letter in lieu of personal appearance.

(The letter referred to is as follows:)
CHAuuS L.ACHMAN CO., IN('.,
Phocnixuitlle, Pa., August 5, 19 2.

lion. WATn F. G:oanO,
Chairman, Fitee Ceonuuittce,

Unitcdi States Senate, lVashiglon, D. C.
DEAR SENATOR: Rather titan ask for vlttable ite to appear personally before

your commitee, this letter Is beitlg suhmIttel as an infoi inal brief in comne't Ion
with the revenue bill now under consideration.

Wo nr one of those salIl concerns ($130,000) which have been much dis-
cussed In Washington for a decade, but which Iive survived only in spite of
legislation has not shaken the position of tie large companies but has atded
burden upon burden to concerns like ourselves.

In 1926 we began what promised to be a long ant successful business experi-
ence. Until October 1929 we enjoyed fair sailing. Through the 10 years of
depression substantial progress was not possible. A ray of hope appeared
about the middle of 1936, but tids ended abruptly in tite middle of 1937, when
the decline both In volume and prices wts more precipitous than In 1929,
although not as deep. In 1938 a forced removal of our plant necessitated a
10-year loan of $05,000 from R, F. C.

Over all, we made little money but we stayed In the fight, confident that with
the return of anything resembling normal conditions prosperity would be certain.

Now we are laboring under onerous conditions brought about by the war. If
we make even modest profits it is the result of utmost endeavor; and If we do
what betiefit is there? The Government labors long to devise means to take
away so much as to make diminution of working capital an absolute certainty.

It Is not only for the war period that this threatens, but for long years there-
after, so that there Is no hope for young business, especially one that has a debt
to be paid. It Is simply Impossible to pay tle heavy taxes, make necessary
debt reductions, maintain plant, sustain high wage rates, and maintain work-
ing capital all at the same time. This is a matter of elementary arithmetic.

The House tax bill holds a death sentence. We plead for the right to live.
In its larger phase, what looms ahead Is the end of America as a land of

.pportunlty. Upon the Finance Committee rests the decision as to whether we
shall have a heroic and dynamic free economy, vi whether v(- shall be dulb
driven cattle under a collectivism scheme of whatever name.

Respectfully, CnARLEs LACHMAN Co., INC.,

CHARLES LACHMAN,

President.
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The CHAIRuAN. A ltter is al~o fied on section 104, the Personal
Holding Company Surtax Statute, by Mr. Norman B. Frost which,
without objection, may be inserted in the record.

(The letter referre( to is as follows:)
FROST, MYEits & TOWERS,

Washington, D. C., August 6, 19.42.
Senator WiL'ma F. GEOmr,

(hairmot, Senate Finance Gem arittee,
Washington, D. 0.

MY DrAR SENATOR: I am writing you at the instance of Mr. Scott B. Appleby,
who is very considerably interested in the subject matter of this letter.

In the Revenue Act of 1934 Congress passed what was known as the Personal
Holding Company Surtax Statute-a law designed to suppleroent sect ion 104 of
the previous act and to prevent the aecummlitton of untaxed surpluses through
the medium of incorporated pocketbooks.

Although at the time tins act was passed various Gloverunaent officials In high
positions roade public statements ;o the eff(t that corporations actively emiploy-
tg their cipital it business need not he alarmed as no attenipt would be nmde
to tax them under this law, and despite the fact that two members of the fHouse
Committee on Ways and Means (Messrs. Caller and Disney, Congressional Record,
June 19, 1939, p. 10,503) subsequently declared on the floor of the House that the
measure was never intended to Include liersonal finance corporations, the Com-
missioner of Internal Revenue levied deficiency essessments against many per-
sonal finance and loan companies. The two circuit courts of appeal to which
the question was carried (Noteaia v. Welch, IthS F. (2d) 20; 2d Circuit, 1(40;
Girard Itvestrcnint Co. v. Cotmnissloawr, 3d circuitt , decided Aug. 22, 1941), de-
clared that while such companies were not within the intendment of Congress,
nevertheless they came within the letter of the law and the courts could do
nothing about the matter.
Int enacting the Revenue Act of 1958, Congress sought to correct the situation

by including air exemption for-
"A licensed personal finance company, under State supervision, at least 80

percent of the gross income of which is liwful interest received from individuals
each of whose Indebtedness to such company did net at any time during the tax-
able year exceed $300 in principal amount if such interest is not payable in
advrrce or compounded and is computed only oi unpaid balances."

Tilts exemption covered a considerable percentage of the personal loan com-
panes; but due to the fact that the personal loan industry is not well organized
and that many companies belong to no grotip or association and hence were not
represented before the tax committees, the 1938 amendment still permitted the
Commissioner to tax many companies using in legitimate operations both capital
and labor. Two companies might have been operating side by side Ili the same
State, one taxable and the other not, with no real basis whatsoever for the
differentiation. The -only reason then and now suggested as a basis for diserim-
iitory language, namely, that the exemption sLhould be so framed as to avoid
extending it to "loan sharks" Is without foundation or merit, and was pit for-
ward to obtain group preference. Lioa sharks are seldom Incorporated, that
form of doing business making them particularly vulnerable to law-enforement
activities.
As un Instance of the injustice resulting from thre irr rowness of the 1N138

amendment, the Seaboard Small Loan Corporation ann Seaboard Security Co.,
companies controlled by Mr. Scott B. Appieby, licensed and operating in Georgia,
were assessed aind forced to pay for the years 1034 and subsequent years deficiency
taxes and perlilttes which practically wiped out all of their earnings for tie years
i'n question. The reason they were tot exempt under tire 1938 amendment was
that they discounted their loans and thus received interest in advance. Never-
theless, their rnte of return was much less than that of companies operating in
those -'ears In States where the so-called 3-percent standard (Russoll Sage) law
was in effect.

It is proposed by section 182 of the House bill now pending before your
committee to further exempt "certain corporations front personal holding
company tax." The present amendment adds to the previous rlassiflcation-

"(7) A loan or investment corporation subject to the supervisioi of State
authority having supervision over financial Institutions, a substantal part of
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the business of which consists of receiving funds not subject to check and
evidenced by installment or fully paid certificates of indebtedness or invest-
ment, and making ears and discounts, and the loans to a person who is a
shareholder in such corporation during such taxable year by or for whom
10 percent or more in value of its outstanding g stock is owned directly or
indirectly (including in the case of an individual, stock owned by the members
of his family as defined in section 503 (a) (2)) outstanding at any time
during such year do not exceed $5,000 in principal amount."

Additional deficiency assessments and penalties have been levied against the
Seaboard Security Co., Inc., of Atlanta, Ga., which would wipe out Its earn.
ings for 1938, 1939, 1940, and 1941, the total levies amounting to more than
$100,000. This company would be exempt under the proposed House amend-
ment but for the conditionn that an exempt corporation must be "subject to
the supervision of State authority having supervision over financial Institu-
tions." The Seaboard Security Co., Inc., is licensed and operates under
a building and loan statute of the State of Georgia (Georgia Building and

.Loan Association Laws, sec. 2878, et seq.), but I am advised by Georgia counsel
that It is doubtful whether the corporation Is "subject to the supervision of
State authority having supervision over financial Institutions." If there is any
doubt whatsoever, the Commissioner of Internal Revenue will resolve it favor-
ably to the Government, as perhaps he must do, and the corporation In question
will be ruined. Its ruination will result not from any real distinction between
it and the other loan companies that come within the exemption language of
paragraph (7) of section 182 of the House bill or because its interest rate is
higher, but from a mere technical difference between the status of that company
under the laws, regulations, and procedure in Georgia, and the laws, regulations,
and procedure in some ether State.

If the amendment is passed in its present form, I have no doubt that next
year some of the companies that are not included in this amendment will get
together and bring pressure on Congress to remove the inequality that the pro-
posed exemption will create by further broadening the exemption, thus adding
confusion to the whole situation.

Under the circumstances, I respectfully but strongly urge that the words
"subject to the supervision of State authority having supervision over financial
institutions" be eliminated by your committee so that the question of a com-
pany's exemption will not depend on whether one State has or has not exercised
supervision over such loan companies through its banking department. Such
a distinction has nothing to do with the reason for passing the Personal Holding
Company Act in the first place nor does it have any relationship to the situation
which the 1938 and proposed 1942 amendment seeks to correct.

If any person or group still insists that loan sharks might receive benefit or
comfort from the exemption thus changed, there might be substituted the words
"operating under a State license and being subject to State authority;" though,
conceivably, even that condition might bar a few legitimate, meritorious com-
panies from the benefit of the exemption.

Believe me to be, Senator,
Respectfully yours, NOaRsAn B. FsS'.

The CHAIRMAN. Also a brief has been submitted by Mr. Harry L.
Viser, certified public accountant, of Shreveport, La., who came here
to appear but on account of a delayed schedule he arrived here after
his place on the calendar bad been passed, and he asked that this brief
be incorporated in the record. I have read the brief, It is a very con-
ftructive brief. It is only 3 pages, and without objection that may be
placed in the r:,cord.

(The brief referred to is as follows:)

BaRI OF HARRY L. Vista, CERTIFIED PuniC ACCOUNTANT, SiaRzvEpoRT, LA., On

SEcnoN 501, RrvmNUE BILL OF 1942

The undistributed-profits tax appeared for the first time in the Revenue Act of
1936. Its purpose was to force the payment of taxable dividends. Congress
recognized that the bill would create harsh inequities in the case of debt-ridden
corporations, and endeavored to afford relief to corporations in that category by
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iiisertlng section 26 in the bill. This section provided an additional credit, under
circumstances where a written contract had been executed prior to May 1, 1938,
providing for the application of earnings or profits in reduction of debt.

Since the enactment of the bill, Treasury officials have adopted a highly tech-
nical policy in applying section 26 to each individual case before it. Their position
has been uniformly sustained by the coutts, In consequence, the expressed con-
gressional intent has been largely nullified.

To remove these injustices and restore the credits originally contemplated by
the Congress, the Ways and Means Committee have inserted section 501 in the
revenue bill of 1942, making this section retroactive in the effective date of the
1936 act.

This section affords direct relief to all corporations having a deficit as defined
therein. It is doubted, however, that the section in its present terms will afford
the full measure of relief desired to all classes of debt-ridden corporations, who
have found themselves in the awkward posItlon of being unable to distribute
their net income because of prior commitments made for debt retirement.

This point can best be illustrated by a brief analysis of an actual case now pend-
Ing before the Board of Tax Appeals. The salient points involved are as follows:

July 1, 1936, a corporation was organized to talte over the assets and assume the
iabilitles of a group of predecessor corporations. Its organization was tax-free
under the prvi,,ons of section 112 of the statute. Its opening balance sheet
showed assets of $8,888,000; the liabilities it assumed amounted to $4,500,000,
leaving a net equity of $4,388,000. Of the debt above assumed, more than $2,500,000
was secured by first mortgages upon the assets, together with an assignment of
the income.

In filing its tax returns for the 2 succeeding fiscal years under the I938 act,
this corporation claimed the benel't of section 26 (c) (2), to th, extent that the
amount of debt reduction made out of income from the properties constituted
contract credits. The Treasury adopted a contrary viewpoint, and held that
because the statute uses the terminology "the corporation," the resulting credit
would be denied. You see, the particular contracts under consideration were not
executed by the taxpayer, but by its predecessors. In consequence of such a
technical interpretation, the Treasury asserted a surtax on undistributed profits
of $92,718.86 for the 2 years involved.

During the years In question this particular taxpayer reduced Its indebtedness
by payments from gross income far in excess of its undistributed nct income. You
see, the taxpayer was forced to apply the income from the properties on its debts
under the terms of the mortgages It had assumed. It could not possibly distribute
that income to its stockholders.

A precedent has since been established, upholding the Treasury's viewpoint, in
the decision of the Board of Tax Appeals in the Boeekeler Lumber Co. case (43
B. T. A. 804).

The relief provisions of section 501 as enacted by the House are a step In the
right direction, but it Is feared that the section does not go far enough, because of
the practical certainty that the Treasury will continue Its present policy of narrow,
technical interpretation which policy will continue the denial of relief to those
debt-ridden corporations who are not so fortunate as to possess a deficit.

It is felt that an additional paragraph should be added to section 501, embodying
the same terms and provisions that Congress wisely inserted In the Revenue Act of
1938. By inserting such provision in section 501 of the present bill, and changing
the basic Jate from December 31, 1937, to May 1, 1936, the original intent of
Congress to afford relief to debt-ridden corporations from the harsh provisions
of the undistributed-profits tax will be accomplished. A suggested form of such
amendment is as follows:
A: used in this title with respect to any taxable year the term "dividends paid

credit" means the sum of 0 * *.
"Amounts used or irrevocably set aside to pay or to retire in lebtedness of any

kind, if such amounts are reasonable with respect to the size and terms of such
indebtedness. As used in this paragraph the term "indebtedness" means only an
indebtedness of the taxpayer existing at the close of business on April 30, 1936, and
evidenced by a bond, note, debenture, certificate of indebtedness, mortgage, or
deed of trust, issued and in existence at th(, close of business on April 30, 1936,
or by a bill of exchange accepted prior to, and in existence at, the close of business
on such date. Where the indebtedness is for a principal sum, with Interest, no
credit shall be allowed under this paragraph for amounts used or set aside to pay
such interest."
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The above concrete example has been given because this committee is constantly
bombarded with theories, and therefore a factual presentation should prove divert-
ing. There are a number of other cases pending before the Board of Tax Appeuls
and the courts, involving different phases of this somewhat technical question.

The taxpayers of the Southwest look to your committee for relief from the
inequities created by harsh, narrow, technical interpretations of the revenue
laws, at a time when they seem somehow to prevail before the courts of the Nation.
It is their conception that the framers of tile Constitution granted this preroga-
tive to the Congress, to protect the weak and the lowly from injustices which might
develop.through the executive or judicial functions of our democratic form of
government.

The CHAIRMAN. The coinnittee will recess until 10 o'clock on
Monday.

(Wliereupon, at the hour of 1: 50 p. n, a recess was taken until 10
a. M., Monday, August 10, 1942.)
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